
AN APPRAISAL OF ACCOUNTING STATEMENTS FOR CREDIT PURPOSES 

hy 

JOON HAI GOH 

B.A. (Hons.)* University of Malaya, 1964 

A THESIS SUBMITTED IN PARTIAL FULFILMENT OF 

y X THE REQUIREMENTS FOR THE DEGREE OF 

MASTER OF BUSINESS ADMINISTRATION 

In the Faculty 

of 

Graduate Studies 

We accept this thesis as conforming to the 

required standard 

THE UNIVERSITY OF BRITISH COLUMBIA 

May, 1966 



In presenting this thesis in partial fulfilment of the 
requirements for an advanced degree at the University of British 
Columbia, I agree that the Library shall make it freely available 
for reference and study. I further agree that permission for 
extensive copying of this thesis for scholarly purposes may be 
granted by the Head of my Department or by his representatives. 
It is understood that copying or publication of this thesis for 
financial gain shall not be allowed without my written permission. 

Faculty of Commerce and Business Administration 
The University of British Columbia 
Vancouver 8, Canada 

May 1 5 * 1 9 6 6 . 



ABSTRACT 

The c r e d i t grantor needs t o make c r e d i t a p p r a i s a l s i n 

deciding whether or not to extend c r e d i t to a corporation e n t e r p r i s e . 

The accounting statements (cash flow statement, funds flow statement, 

income statement and balance sheet) are the usual sources of such 

information. However, these statements contain d i f f e r e n t types of 

information and are capable of various i n t e r p r e t a t i o n s . This study 

seeks to e s t a b l i s h what types of information are or ought to be 

contained i n these statements which would be of use t o c r e d i t grantors, 

to evaluate the relevance and usefulness of such information f o r making 

c r e d i t d e c i s i o n s , and to suggest such modifications of present s t a t e 

ments as appear d e s i r a b l e . 

The short-term c r e d i t o r i s p r i m a r i l y 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 c r e d i t o r ' s p r i n c i p a l concern i s long-term 

solvency. Future income flow i s p a r t i c u l a r l y i n d i c a t i v e of long-term 

solvency. Present income i s an index of the probable future income. 

The balance sheet i s a statement l i s t i n g the resources a v a i l a b l e which 

give r i s e t o future income. Thus, the long-term c r e d i t o r ' s primary 

i n t e r e s t i s i n the income statement and the balance sheet. His i n t e r 

est i n short-term solvency and i n the income statement i s secondary 

and only t o the extent that long-term solvency becomes i r r e l e v a n t i f 

an enterprise becomes insolvent i n the interim period before payment, 

of h i s debt. 



Each of the terms "cash flow", "funds flow", "income" and 

"balance sheet" have several interpretations. The relevant accounting 

statements can each be prepared i n various ways according to the i n t e r 

pretation of the respective terms. The information i n the statement 

w i l l vary accordingly. 

A proposal i s made i n t h i s study to adopt "cash flow as 

h i s t o r i c a l changess i n the cash account", "funds flow as the inflow 

and outflow of t o t a l resources or purchasing power", "income as 

measured according to the current operating concept of income", and 

"balance sheet as a l i s t i n g of t o t a l resources a v a i l a b l e " . 

An attempt i s made to introduce into the respective state

ments such modifications as appear p a r t i c u l a r l y relevant to the 

credit o r f o r decision making. A model f o r each type of statement, 

based on the proposed interpretation and incorporating the suggested 

modifications, i s i l l u s t r a t e d i n the study. 
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AN APPRAISAL OF ACCOUNTING STATEMENTS FOR CREDIT PURPOSES 

CHAPTER I 

INTRODUCTION 

Credit Granting and Accounting 

C r e d i t i s a major :; f a c t o r i n modern business. I t plays an 

important r o l e i n the a f f a i r s of the c r e d i t grantor, the debtor, and 

the economy as a whole. Sound c r e d i t administration i s e s s e n t i a l and 

b e n e f i c i a l to the proper and advantageous conduct of t h e i r a f f a i r s . 

The i n t e r e s t of the c r e d i t grantor i s most v i t a l i n t h i s regard. The 

c r e d i t grantor must make important evaluations i n deciding whether or 

not to grant c r e d i t . He needs as much relevant and u s e f u l information 

as i s possible to help him i n h i s d e c i s i o n making. 

Accounting i s a means of communicating information and a 

t o o l f o r d e c i s i o n making. I t can and does provide the c r e d i t grantor 

with much relevant and u s e f u l information, and serves h i s needs as a 

t o o l f o r d e c i s i o n making. 

The Purpose of t h i s Study 

The purpose of t h i s t h e s i s i s to describe the accounting 

information which i s made a v a i l a b l e to the c r e d i t grantor, to evaluate 

i t s usefulness, and to suggest such modifications as appear to be 

d e s i r a b l e . 
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The Scope of t h i s Study 

This study w i l l confine i t s e l f to producer's c r e d i t , and 

the problems f a c i n g such c r e d i t grantors. The debtor, i n t h i s case, 

i s a business e n t e r p r i s e which obtains c r e d i t f o r i t s operations. 

Consumer's c r e d i t and the problems f a c i n g such c r e d i t grantors w i l l not 

be considered i n t h i s study. 

, / A 

Plan of Approach 

The remainder of t h i s chapter w i l l be devoted to a general 

d e s c r i p t i o n of the nature, function, and economic s i g n i f i c a n c e of 

c r e d i t , the kinds of c r e d i t , the types of c r e d i t grantors and the main 

problems f a c i n g them. 

The second chapter w i l l discuss the information needs of 

c r e d i t o r s i n making c r e d i t granting decisions and a d e s c r i p t i o n of the 

development to date of accounting i n meeting these needs. An o u t l i n e 

of relevant accounting statements and data concludes the chapter. 

The succeeding chapters w i l l c r i t i c a l l y discuss i n greater 

d e t a i l the i n d i v i d u a l types of accounting statements and data, and 

w i l l suggest models of these statements s p e c i f i c a l l y developed f o r 

the use of c r e d i t grantors. 

The concluding chapter w i l l summarize the fin d i n g s of the 

e a r l i e r chapters. 



Nature and Function of C r e d i t 

That c r e d i t i s a force i n modern business requires but 

l i t t l e proof i n view of i t s extensive use by merchants and manufac

turers the world over. ^ Even a cursory examination of the subject 

w i l l r e a d i l y r e v e a l that i t i s an indispensable element i n present-day 

commerce, finance, and the smooth functioning of the economic system. 

'*—--n 

r 

C r e d i t i s e s s e n t i a l l y a medium of exchange. I t makes i t 

possible f o r the r e c e i v e r of c r e d i t to purchase goods and services 

f o r which he cannot make payment immediately. To the grantors of 

c r e d i t i t i s the confidence that payment f o r goods, services and other 

assets they t r a n s f e r w i l l be made some time i n the f u t u r e . Even though 

i t has no p h y s i c a l form and i s not wealth i n the sense that i t has an 

exchange value i n the market place, i t i s of great value to i n d i v i d u a l s 

and business organizations who can obtain goods and services on c r e d i t . 

This places them a t an advantage over those who cannot do l i k e w i s e . 

Very often the a v a i l a b i l i t y of goods and services are c r i t i c a l l y v i t a l 

i n the operation of t h e i r businesses and the conduct of t h e i r a f f a i r s . 

C r e d i t makes i t possible f o r them to obtain the things they need which 

they may otherwise be unable to obtain. I t l o g i c a l l y follows that 

c r e d i t i s of value to those who have the opportunity to b e n e f i t from 

i t s use. 

As a medium of exchange, the main economic fu n c t i o n o f 

c r e d i t i s to f a c i l i t a t e the flow of goods and services i n the economy 

which otherwise would be impossible or extremely d i f f i c u l t under the 

Peter P. Wahlstad, C r e d i t and the C r e d i t Man, (New York: 
Alexander Hamilton I n s t i t u t e , 1917) p. 1. 



-k-

circumstance. Barter i s a commercial t r a n s a c t i o n that i s complete i n 

i t s e l f . We f i n d , however, that b a r t e r involves a great deal of incon

venience 1 Accordingly, we use money as a medium of exchange t o expe

d i t e the flow of goods and s e r v i c e s . Money, however, has a s p e c i a l 

r e l a t i o n s h i p to the state of the economy, and i t i s often unwise to 

vary i t s supply to match the volume of trade. The supply of money 

becomes inadequate as the volume of trade increases. C r e d i t becomes 

necessary to supplement t h i s inadequacy. Credit permits the vendors 

of goods and services to part with what they wish to s e l l on the promise 

that they w i l l receive payment f o r the goods and services at some time 

i n the f u t u r e . The purchasers obtain what they want to buy with a 

promise to pay i n the f u t u r e . P h y s i c a l t r a n s f e r of what i s i n question 

i s e f f e c t e d without any money exchange taking place. This process 

tends to f a c i l i t a t e trade and stimulate production f u r t h e r with conse

quent increase i n t o t a l wealth i n the economy. To i l l u s t r a t e t h i s 

aspect of the function o f c r e d i t the following quotation i s taken from 

Wahlstadi..-. 

"A merchant i n Chicago wishes to import a shipment of 
goods from a manufacturer i n Yokohama, Japan. He i s not 
w i l l i n g , however, to pay f o r these goods i n advance; i n 
f a c t , he wishes to pay f o r them only a f t e r he has received 
them and has had an opportunity to r e - s e l l them to h i s 
customers. But the Japanese manufacturer i n s i s t s upon 
r e c e i v i n g payment before the steamer upon which he i s t o 
ship the goods leaves port. Inasmuch as i t might take two 
months before such a shipment could be d e l i v e r e d i n 
Chicago, and since another month or two might be required 
f o r the r e s a l e of the goods and f o r the money to reach the 
Yokohama manufacturer, probably four months would elapse 
before the t r a n s a c t i o n as a whole could be c l o s e d . I t i s 
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 l a t t e r 
borrows the required amount of money. 
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"Credit, however, overcomes the d i f f i c u l t y . A simple 
v l e t t e r of c r e d i t , obtained by the Chicago merchant from 

S h i s l o c a l banker, permits the Yokohama manufacturer to make 
a four months' d r a f t upon a London bank, which d r a f t he can 

. s e l l to h i s Yokohama banker even before the ship that 
c a r r i e s h i s goods has s t a r t e d on i t s voyage t o the United 
States, the Yokohama bank i n turn may promptly r e s e l l the 
d r a f t to a l o c a l merchant who has b i l l s t o pay i n London. 
Upon presentation i n due time of the d r a f t a t the London 
bank, the l a t t e r with a stroke of the pen 'accepts' the 
document, which thereupon c i r c u l a t e s i n the c r e d i t market 
u n t i l the four months have j u s t expired, when i t i s again 
presented — t h i s time f o r payment. But long ere that 
date a r r i v e s , the goods from Japan w i l l have been r e s o l d 
by the importer. A s u f f i c i e n t part of the proceeds of 
the sale w i l l a l s o have been sent to the London bank, so 
that the l a t t e r , when the d r a f t reappears, i s ready to 
pay without having to use any of i t s own money. 

"Thus, without anyone having advanced a penny, the 
transactions have gone through without a h i t c h . The money 
which the Chicago importer paid f o r the Japanese shipment 
was received by the shipper four months before that money 
was sent. Yet the importer sent the money only a f t e r the 
goods had been received i n Chicago and r e s o l d there. 
C r e d i t , as we see, has performed the apparently impossible." 

There are se v e r a l v a r i a n t s of such techniques of e f f e c t i n g 

trade payments of which the foregoing example i s one. They are commonly 

u t i l i z e d i n i n t e r n a t i o n a l commercial t r a n s a c t i o n s . Merchants wi t h i n the 

same n a t i o n a l boundaries may a l s o u t i l i z e them with equal advantage. 

The existence of a hig h l y developed money and banking system makes them 

convenient means f o r merchants to s e t t l e t h e i r commercial o b l i g a t i o n s . 

In a l l these the element of c r e d i t i s of s t r a t e g i c importance. 

C r e d i t i s a l s o becoming i n c r e a s i n g l y important as an i n 

strument t o mobilize savings f o r investment purposes through f i n a n c i a l 

intermediaries or d i r e c t borrowings. Many people have excess income 

t o save and to put in t o p r o f i t a b l e use. They may not see any p r o f i t 

able investment opportunities themselves or may not be w i l l i n g to 

Cre d i t and the Cr e d i t Man, op. c i t . , pp. 1-3 



assume the trouble involved. Others may have p r o f i t a b l e investment 

opportunities and are ready to p r o f i t therefrom but do not have the 

resources t o e x p l o i t the opportunities s u c c e s s f u l l y . On a promise t o 

pay the savers i n the future, those who have investment opportunities 

t o e x p l o i t may borrow from those who save. People purchasing bonds 

and debentures from corporations on the understanding that the corpor

ations w i l l repay them when the bonds and debentures mature i s such an 

example. Commercial papers purchased by investors f o r short-term 

investment i s yet another example. Behind a l l t h i s i s c r e d i t , the 

confidence of the c r e d i t grantors that they w i l l receive payment of 

t h e i r claims i n the f u t u r e . 

Economic S i g n i f i c a n c e of C r e d i t 

To i l l u s t r a t e the economic s i g n i f i c a n c e of c r e d i t , and to •• 

emphasize the needs of c r e d i t grantors f o r information i n d e c i s i o n 

making, we now examine b r i e f l y the r e l a t i o n s h i p between c r e d i t and the 

l e v e l of economic a c t i v i t y . 

The l e v e l of economic a c t i v i t y depends on t o t a l aggregate 

demand, and unemployment r e s u l t s from a d e f i c i e n c y of t o t a l aggregate 

demand.3 E f f e c t i v e demand i s the sum of consumption expenditures and 

investment expenditures. Consumption depends on the s i z e of the con

sumer's net income, and the propensity to consume. Investment depends 

on the consumption and investment m u l t i p l i e r s . 

John Maynard Keynes, The General Theory of Employment, Interest  
and Money, (London: The Macmillan Co., 1961), Dudley D i l l a r d , The  
Economics of John Maynard Keynes, (New York: P r e n t i c e - H a l l , Inc., 
19^8), and R.C.O. Matthews, The~Trade Cycle, (London: Cambridge 
U n i v e r s i t y Press, 1959). 



C r e d i t as a medium of exchange f a c i l i t a t i n g the flow of 

goods and services has a d i r e c t impact on consumption, investment, 

aggregate net income and the l e v e l of employment. Cr e d i t expansion 

leads to an expansion of aggregate demand f o r goods and s e r v i c e s , an 

increase i n aggregate net income, and a r i s e i n the l e v e l of employ

ment. C r e d i t c o n t r a c t i o n has the opposite e f f e c t s . While an increase 

i n net income i n the economy, and a r i s e i n the l e v e l o f employment 

are d e s i r a b l e , there i s always the tendency f o r i n f l a t i o n t o creep i n . 

The adverse e f f e c t s of i n f l a t i o n are w e l l known and should be avoided. 

The e v i l s of d e f l a t i o n are equally undesirable and likewise to be 

avoided. C r e d i t can be used as an instrument to c o n t r o l or a t l e a s t 

minimize the impact of i n f l a t i o n and d e f l a t i o n . Proper c r e d i t manage

ment by i n d i v i d u a l s and business organizations can help to solve some 

of the problems of economic f l u c t u a t i o n s i n the economy. 

Individuals and business organizations decide whether or 

not t o grant c r e d i t i n the l i g h t of the advantages they enjoy there

from and the r e s u l t a n t disadvantages they must s u f f e r . The wisdom of 

each of such decisions has an impact on the economy and the welfare 

of s o c i e t y . The impact of each i n d i v i d u a l d e c i s i o n may be i n s i g n i f i 

cant. The sum t o t a l of the impact of a l l decisions cannot be over

looked. Conceptually i t i s wise to become a c r e d i t o r of a p r o f i t a b l e 

e n t e r p r i s e . The i n d i v i d u a l c r e d i t o r gets back h i s investment plus a 

r e t u r n . The enterprise makes use of the resources i n a productive 

capacity and i n doing so makes a p r o f i t f o r i t s e l f and a return f o r 

the c r e d i t o r . There i s a r e s u l t a n t increase of wealth f o r the enter

p r i s e , the c r e d i t o r and the economy as a whole. This i s s o c i a l l y 
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desirable and b e n e f i c i a l . On the other hand, i t i s detrimental to the 

i n t e r e s t of the c r e d i t o r himself, the enterprise and the s o c i e t y to 

extend c r e d i t to an unprofitable e n t e r p r i s e . The enterprise may s u f f e r 

l o s s e s . The c r e d i t o r would l i k e l y , though not n e c e s s a r i l y , s u f f e r 

losses himself. The enterprise's l o s s e s , however, represent losses 

to s o c i e t y . Resources have been put i n t o unprofitable use, and there 

i s m a l - a l l o c a t i o n of scarce resources. 

Some s p e c i f i c examples of the important r o l e c r e d i t occupies 

i n modern business follow. Accountants often c l a s s i f y common and pref

erence shareholders as i n v e s t o r s , and a l l other suppliers of funds to 

an enterprise as c r e d i t o r s . They f u r t h e r emphasize the importance of 

the i n t e r e s t of the equity shareholders. This i s unfortunate. The 

e n t i t y theory of accounting makes l i t t l e d i s t i n c t i o n i n t h i s regard, 

but t r e a t s equity shareholders and c r e d i t o r s a l i k e as suppliers of 

funds to and claimants to the assets of the e n t e r p r i s e . Creditors are 

as much investors as equity shareholders. In Canada about one-third 

of the c a p i t a l funds of corporations come from c r e d i t o r s (excluding 

preference shareholders) of one c l a s s or another. The instruments of, 

c r e d i t take the forms of bank loans, accounts payable, mortgage l i a 

b i l i t i e s . ^ C r editors supply 93$ of the t o t a l assets of Canadian banks 

i n the forms of f i x e d , savings, and demand deposits.5 

Taxation S t a t i s t i c s , 196k, Part Two - Corporations, (Ottawa: 
Queen's P r i n t e r & C o n t r o l l e r of Stationery, 1964) 

c 
Royal Commission on Banking and Finance Report, (Ottawa: 

Queen's P r i n t e r & C o n t r o l l e r of Stationery, 1964), and William C. 
Hood, Financing Economic A c t i v i t y i n Canada, (Ottawa: Queen's 
P r i n t e r & C o n t r o l l e r of Stationery, 1956). 



Trade c r e d i t i s among the more important forms of c r e d i t , 

and i s one of the most important means of f i n a n c i n g i n the American 

economy. 

" I t i s estimated that by the end of 1962 there was 
approximately US$111 b i l l i o n i n trade c r e d i t out
standing. This sum exceeded the volume of more 
f a m i l i a r f i n a n c i a l media such as corporate bonds 
and state and l o c a l s e c u r i t i e s ; i t was twice the 
volume of the e n t i r e commercial banking system."" 

In s e v e r a l l i n e s of business i n the United States, trade c r e d i t i s a 

major source of corporate finance. I t s importance v a r i e s widely among 

d i f f e r e n t sectors and i n d u s t r i e s , but does not vary much among firms 

of d i f f e r e n t s i z e s and p r o f i t a b i l i t y w i t h i n the same sector or indus

t r y . Trade c r e d i t represents on average nearly h a l f of the t o t a l 

assets of corporations engaged i n construction, and nearly one-third 

of those of corporate wholesalers. In the manufacturing sector the 

r a t i o of trade payables to t o t a l assets i s 16 per cent, and i n mining-

12 per cent. In no sector i s the volume of trade receivables n e g l i 

g i b l e , and i t s importance i n the corporate c a p i t a l structure has been 

growing i n the course of the postwar years.7 

I t i s thus apparent that the actions of c r e d i t o r s w i l l have 

a s i g n i f i c a n t impact on the l e v e l of income and employment i n the 

economy. When c r e d i t o r s l i b e r a l i s e t h e i r c r e d i t p o l i c y they pump new 

purchasing power in t o the economy.and create a d d i t i o n a l aggregate 

demand. They reduce the aggregate demand when they contract the 

^ Martin H. Seiden, The Quality of Trade C r e d i t , (New York: 
National Bureau of Economic Research, 196%) Occasional Paper 87. 

7 I b i d . , pp. 7-8. 
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c r e d i t supply. Creditors c o n t r o l a large proportion of the new pur

chasing power i n the economy; t h e i r decisions to extend or to withdraw 

c r e d i t are bound to a f f e c t economic stability.® 

The d e c i s i o n when t o grant and when to withdraw c r e d i t a l s o 

has an important impact on the economy and the i n d i v i d u a l e n t e r p r i s e s . 

In f a c t , proper timing i s s t r a t e g i c i n the attainment of the desired 

r e s u l t s f o r which c r e d i t i s intended. Haste or delay may both defeat 

the very purpose c r e d i t i s to serve. A f i n a n c i a l analyst of a leading 

finance company i n Canada once expressed the view: 

"We must act q u i c k l y upon requests f o r loans by 
our c l i e n t s . To delay a c t i o n would mean that we might 
have to forego what we would have earned during the 
period of delay, and we might lose the c l i e n t s a l t o 
gether. I t i s very important to the i n t e r e s t of our 
c l i e n t s that they should be able to turn to other 
sources of c r e d i t at an e a r l y opportunity should we be • 
unable t o meet t h e i r requests."9 

To f u r t h e r i l l u s t r a t e t h i s point, l e t us suppose that there i s an 

enterprise which has made good p r o f i t s i n the past and shows every 

prospect of continued success, but faces a chronic insolvency problem 

and i s unable to pay o f f i t s current debts because much of i t s r e 

sources i s t i e d i n n o n - l i q u i d assets. The timely a v a i l a b i l i t y of 

c r e d i t may help to solve t h i s solvency problem. We can imagine that 

the enterprise may go bankrupt i f c r e d i t i s not a v a i l a b l e or i t i s 

not a v a i l a b l e i n time. This represents losses to the owners and 

p o s s i b l y to the c r e d i t o r s of the e n t e r p r i s e , and the community. 

3 G o t t f r i e d Haberler, Consumer Instalment Credit and Economic  
Fluc t u a t i o n s, (New York: National Bureau of Economic Research, 
19hlT. 

9 In private communication. 
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On the other hand, to supply c r e d i t to an enterprise that i s going to 

f a i l i n any case i s a waste of resources and a s o c i a l l o s s . 

Sound c r e d i t decisions are b e n e f i c i a l to the corporate 

debtors but are v i t a l t o the corporate c r e d i t o r s themselves. Credit 

losses are expenses from which no one gets any b e n e f i t . C r e d i t losses 

can pose a serious threat to the s u r v i v a l of the c r e d i t o r s themselves. 

I t has been estimated t h a t , on average, over 9 per cent of a l l business 

f a i l u r e s i n the United States i n the postwar period r e s u l t e d from poor, 

q u a l i t y of trade c r e d i t i n the p o r t f o l i o s of the f a i l i n g f i r m s . 

Receivable d i f f i c u l t i e s accounted f o r 17 P«r cent of a l l f a i l u r e s i n 

the wholesale industry. The average was 15 per cent f o r construction, 

12 per cent f o r mining and manufacturing, 6 per cent f o r commercial 

s e r v i c e s , and 5 per cent f o r r e t a i l t r a d e . 1 0 This phenomenon was not, 

however, e n t i r e l y new. I n a b i l i t y to r e a l i s e t h e i r loans was respon- • 

s i b l e f o r many bank f a i l u r e s i n the e a r l y decades of t h i s c e n t u r y . 1 1 

Kinds of C r e d i t 

C r e d i t may be of various kinds and i n forms devised to s u i t 

the needs of various circumstances. A few standard forms of c r e d i t 

are common i n commerce and finance. Bank c r e d i t r e f e r s to loans and 

advances made by banks to i n d i v i d u a l s and business organizations. 

Consumer instalment c r e d i t i s an arrangement, u s u a l l y a t the r e t a i l 

l e v e l , between the s e l l e r and the buyer which allows the debtor to 

purchase consumer durable goods on an instalment payment plan. 

1 0 Martin H. Seiden, o p . c i t . , p. 3« 

1 1 Waldo F. M i t c h e l l , The Uses of Bank Funds, (Chicago: 
U n i v e r s i t y of Chicago Press, 1925) Ch. VI. 
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Personal c r e d i t r e f e r s to loans made by banks and finance companies to 

i n d i v i d u a l s f o r personal consumption or other personal purposes and 

needs. Businessmen may d e l i v e r goods and services to purchasers and 

expect t o be paid i n ten days, t h i r t y days or s i x t y days as i s custom

ary among some l i n e s of business, or on terms the vendors and purchas

ers may otherwise agree. In the main, we may assign the various forms 

of c r e d i t i n t o one of two broad categories, producer c r e d i t and con

sumer c r e d i t . The l a t t e r i s f o r consumption purposes and r e l a t e s to 

I n d i v i d u a l s . The former i s used to f a c i l i t a t e the production and d i s 

t r i b u t i o n of goods and s e r v i c e s , or what we may r e f e r to as the economic 

production of wealth. This r e l a t e s most often to business e n t e r p r i s e s . 

In t h i s study we s h a l l only concern ourselves with producer c r e d i t 

because i t i s the business enterprises which are of i n c e r e s t t o the 

corporate c r e d i t o r s whose problems we wish t o examine. 

Types of Creditors 

Creditors may be c l a s s i f i e d by the maturity of t h e i r claims. 

Short-term c r e d i t i s u s u a l l y expected to be l i q u i d a t e d i n the near 

future, say, from anything up to'three months. Short-term c r e d i t o r s 

are u s u a l l y those who s e l l merchandise, materials or ser v i c e s f o r 

which payment i s not made immediately, and bank c r e d i t o r s who lend 

money on an i n s t i t u t i o n a l b a s i s f o r short periods. Most trade terms 

f a l l w i t h i n a three months' time l i m i t , and working c a p i t a l loans 

seldom extend beyond three months. Payment f o r short-term debts i s 

u s u a l l y made out of r e a l i z a t i o n of non-cash current assets i n the 

normal operation of the e n t e r p r i s e , or from a l t e r n a t i v e sources of 
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short-term f i n a n c i n g . A c h a r a c t e r i s t i c of short-term c r e d i t i s that 

i t tends t o be on a continuous r o t a t i n g b a s i s . As the debts a r i s i n g 

from one set of transactions are paid o f f , new c r e d i t i s extended on 

new and s i m i l a r t r a n s a c t i o n s . 1 ^ 

Intermediate-term c r e d i t o r s are those whose claims mature 

i n one to f i v e years. L i q u i d a t i o n of t h e i r claims i s t o be made from 

earnings accumulated i n the form of assets, i n c l u d i n g assets not 

re q u i r i n g immediate disbursement to meet expenses such as depreciation. 

The c r e d i t terms w i l l approximate to the length of l i f e of any assets 

required with the c r e d i t f a c i l i t i e s . Machinery purchased on an i n s t a l 

ment basis i s an example. 

Long-term c r e d i t o r s are those whose claims mature i n any

thing between f i v e to twenty-five years. Debenture and bond holders 

are two common examples of t h i s c l a s s of c r e d i t o r s . Payment f o r long-

term debts i s to be made from accumulation of earnings from p r o f i t a b l e 

operations ( i n c l u d i n g expense items not r e q u i r i n g outlays such as 

depreciation) and/or other sources of long-term f i n a n c i n g . L i q u i d a 

t i o n or r e a l i z a t i o n of assets i s only i n c i d e n t a l . 

The d i s t i n c t i o n between the various classes of c r e d i t o r s 

i s n e c e s s a r i l y vague and a r b i t r a r y , and only serves as a- convenient 

r u l e o f thumb. On one extreme we have the short-term c r e d i t o r s . On 

the other extreme we have the long-term c r e d i t o r s . The intermediate-

term c r e d i t o r s stand i n between. I t i s , however, d i f f i c u l t t o say 

Most w r i t e r s on accounting and finance c l a s s i f y short-term 
c r e d i t as maturing w i t h i n a year or the normal operating cycle 
of the enterprise i f t h i s i s longer than a year. A l l other 
debts are c l a s s i f i e d as long-terra. 
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where one c l a s s of c r e d i t o r s ends and another c l a s s of c r e d i t o r s begin. 

For the purpose of t h i s study, and of examining the problems f a c i n g 

them, we s h a l l assign c r e d i t o r s i n t o one of two c l a s s e s : long-term 

c r e d i t o r s and short-term c r e d i t o r s . The problems of intermediate-

term c r e d i t o r s are u s u a l l y seen to be i d e n t i f i a b l e with those of 

long-term c r e d i t o r s . 

Decisions Creditors must make 

The problem f a c i n g a p o t e n t i a l grantor of c r e d i t i s whether 

or not he should extend c r e d i t to some p a r t i c u l a r business e n t e r p r i s e . 

He must decide i f he should part with h i s command over present economic 

resources i n turn f o r a promise of command over more economic resources 

i n the f u t u r e . Those who are already c r e d i t o r s to some enterprises 

face the problem of whether or not they should continue to remain as , 

c r e d i t o r s to these e n t e r p r i s e s , should extend them a d d i t i o n a l c r e d i t , 

or should even withdraw t h e i r c r e d i t . In a case of p o t e n t i a l i n s o l 

vency c r e d i t o r s must decide i f they should foreclose and salvage what

ever they can get, or forego t h e i r l e g i t i m a t e claims and give the 

d e f a u l t i n g debtor another chance and hope f o r an improvement i n the 

f u t u r e . They may even extend a d d i t i o n a l c r e d i t to the d e f a u l t i n g 

debtor to t i d e over h i s temporary d i f f i c u l t i e s . 

C r e d i t management i s concerned with the administration of 

economic resources. Creditors and p o t e n t i a l c r e d i t o r s must weigh the 

r e l a t i v e economic advantages against disadvantages of the a l t e r n a t i v e 

courses of a c t i o n . Banks estimate the present returns on what they 

lend and prospective future business against the r i s k that the loan 
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may d e f a u l t . Suppliers estimate the p r o f i t s a r i s i n g out of a c r e d i t 

sale and possible future orders against the r i s k that they may not be 

paid. 

A l l these problems would be simple i f we knew the future 

with perfect c e r t a i n l y . However, the environment surrounding business 

enterprises i s dynamic, and we j u s t cannot know the future with cer

t a i n t y . Some information i s , however, h e l p f u l i n making predictions 

about the future. 

Creditors choose the various a l t e r n a t i v e courses of a c t i o n 

on t h e i r evaluations about the fu t u r e . In making such evaluations 

c r e d i t o r s require s i g n i f i c a n t and relevant information. While they 

can obtain such information from many sources, we intend to show i n 

the next chapter th a t f i n a n c i a l statements are one (or perhaps the 

most) important source of such information. 
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CHAPTER I I 

INFORMATION NEEDS OF CREDITORS 

What Creditors Look For 

' A l l c r e d i t o r s and p o t e n t i a l c r e d i t o r s wish to be reasonably-

sure that t h e i r debtors w i l l honour and repay t h e i r debts as they f a l l 

due. Whether or not debtors w i l l do t h i s depends on t h e i r capacity 

and w i l l i n g n e s s to do so. Creditors must estimate the r i s k that the 

debtors may d e f a u l t . They look f o r clues of the debtors 1 capacity 

and w i l l i n g n e s s to honour t h e i r debts. C r e d i t a n a l y s i s i s the search 

f o r such clues 

T r a d i t i o n a l c r e d i t a n a l y s i s involves three p r i n c i p a l consid

e r a t i o n s , character, capacity and c a p i t a l which are often r e f e r r e d t o 

as the "three C's of c r e d i t " . 2 Some c r e d i t analysts include three 

a d d i t i o n a l considerations, c o l l a t e r a l , coverage and c o n d i t i o n . More . 

r e c e n t l y the concept of c r e d i t a n a l y s i s has been broadened and r e 

stated i n terms of personal, f i n a n c i a l and economic factors.3 

Character r e f e r s t o inherent personal q u a l i t i e s such as 

personal h a b i t s , s t y l e of l i v i n g , business f r i e n d s and a s s o c i a t e s , 

1 Edward W. Reed, Commercial Bank Management, (New York: Harper 
& Row, 1963), P. 216"! ' 

2 I b i d . , p. 218. 

3 William H. Steiner, Mercantile C r e d i t , (New York: Longmans, 
Green and Co., 1937), Ch. I. 
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e t h i c s , and the general standing i n the community. In c r e d i t a n a l y s i s 

character r e f e r s to those personal q u a l i t i e s which cause an i n d i v i d u a l 

to desire and intend to honour an o b l i g a t i o n . By some a r b i t r a r y stan

dards people possessing such q u a l i t i e s as honesty, i n t e g r i t y , industry, 

trustworthiness, and m o r a l i t y are accepted as good, while those who 

la c k such q u a l i t i e s are regarded as undesirable. However, a person 

with a l l the good a t t r i b u t e s may not possess the w i l l to honour his 

debts. Another person l a c k i n g a l l the usual good a t t r i b u t e s may yet 

have the w i l l to honour h i s o b l i g a t i o n s . There i s no way to measure 

or evaluate character o b j e c t i v e l y . People have d i f f e r e n t concepts of 

good and bad character. Therefore, character i n c r e d i t a n a l y s i s , though 

important, remains a matter of opinion, a subjective f a c t o r . 

Capacity i s the a b i l i t y to generate income. This depends 

on energy, ambition, experience, executive a b i l i t y , and the acumen to -

make sound business judgments. Generally those who have education, 

s k i l l s , and good health can earn more income than those who have few 

employment opportunities because of poor health, education, and ...lack 

of s k i l l s . Capacity i n c r e d i t a n a l y s i s can be evaluated with reason

able o b j e c t i v i t y , but measuring i t q u a n t i t a t i v e l y remains a serious 

problem. 

C a p i t a l r e f e r s to the ownership of assets which include 

inventory of merchandise, machinery, plant, r e a l properties, and 

monetary claims such as marketable s e c u r i t i e s . Assets can be used 

to meet debt obligations and to generate future income. The r a t i o 

of l i q u i d assets and current debts measures the r e l a t i v e short-term 

f i n a n c i a l strength of the e n t e r p r i s e . The r a t i o of t o t a l assets and 
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total debts measures the relative overall protection creditors have. 

Among the three C's capital i s perhaps the most objective and can be 

conveniently measured i n meaningful terms. 

Character i n credit analysis i s relatively unimportant i n 

this study because we are examining the problems facing creditors who 

deal with corporate entities rather than individuals. Businesses to

day are less identified with individual owners and management. Modern 

credit analysis i s becoming depersonalised. There i s , however, the 

argument that corporations are owned and managed by individuals, and 

reflects the t r a i t s of these individuals. Incorporation of a business 

does not add to i t s willingness to honour i t s debts i f the management 

is dishonest, untrustworthy, and does not take the repayment of o b l i 

gations seriously. In fact, incorporation is a way of limiting the 

l i a b i l i t y of owners. However, we may assume that most businessmen 

are honest, and that cases of dishonesty must be regarded as exceptions 

rather than the rule. It also suggests that we should look to some

thing else besides character to evaluate an enterprise's credit 

worthiness. 

It i s much easier and more objective to measure capacity 

and capital. Past earnings record and present assets give a f a i r 

measure of an enterprise 1s a b i l i t y to generate income in the future. 

Capital i s simply the t o t a l assets an enterprise possesses at one 

point of time. Information about an enterprise's capacity and capital 

i s to be found i n the financial records of an enterprise. Financial 

Edward W. Reed, op. c i t . , p. 219. 
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statements are one ready source of such information when i t i s adequate 

l y d i s c l o s e d . We therefore propose tha t f i n a n c i a l statements should be 

the main basi s of c r e d i t a n a l y s i s . A l l information relevant to c r e d i t 

a n a l y s i s should be d i s c l o s e d i n the f i n a n c i a l statements.5 We s h a l l 

l a t e r describe such information and i t s presentation. 

F i n a n c i a l Statements as a Source of Information f o r Credit Analysis 

Creditors have f o r a long time made use of f i n a n c i a l s t a t e 

ments f o r making decisions whether or not to extend c r e d i t . Bankers 

were the f i r s t t o make systematic a n a l y s i s of f i n a n c i a l statements f o r 

t h i s purpose. As e a r l y as 1895 the Executive Council of the New York 

State Bankers' A s s o c i a t i o n adopted a r e s o l u t i o n t o 

recommend to the members of t h i s a s s o c i a t i o n that 
they request borrowers of money from t h e i r respective 
i n s t i t u t i o n s to give them w r i t t e n statements over 
t h e i r signatures of t h e i r assets and l i a b i l i t i e s , 
i n such form as the Committee on Uniform Statements 
of the various groups recommend." 

Since then f i n a n c i a l statements have always been a b a s i s of a n a l y s i s 

of bank c r e d i t . How much s i g n i f i c a n c e each banker attaches to f i n a n 

c i a l statements i s of course a matter of h i s judgment. Other c r e d i t o r s 

a l s o make frequent use of information i n f i n a n c i a l statements i n c r e d i t 

5 Accounting has often been c r i t i c i s e d f o r l a c k of a complete 
p h i l o s o p h i c a l system of thought. I t s u f f e r s from many of the 
p r a c t i c a l imperfections of e x i s t i n g methods a r i s i n g from makeshift 
devices adopted i n the absence of a consistent theory of accounting. 
Many doubt i f the information i n the f i n a n c i a l statements i s r e a l i s 
t i c , o bjective and r e l i a b l e a t a l l . I t i s true that accounting i s 
not yet a pe r f e c t a r t . Thus, there i s every reason to attempt to 
improve i t s o b j e c t i v i t y , r e l i a b i l i t y and usefulness t o i t s users 
amongst whom c r e d i t o r s are a c l a s s . This study i s one such attempt. 

6 Quoted i n John N. Myer, F i n a n c i a l Statement A n a l y s i s , (New York: 
P r e n t i c e - H a l l , Inc., 1952), Second E d i t i o n , p.6. 
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a n a l y s i s . Chapin, an eminent w r i t e r i n t h i s f i e l d , says, " f i n a n c i a l 

statements are one of the most important sources of c r e d i t information. 

I t furnishes, i n many cases and i n f a c t i n most cases, a l l the informa

t i o n a v a i l a b l e i n regard to the c a p i t a l f a c t o r , and t h i s f a c t o r i s 

regarded by some c r e d i t managers as being the most important of a l l . " ? 

Another w r i t e r says that the advance of accountancy has given c r e d i t 

grantors much more precise and dependable t o o l s of deciding whether 

or not to grant c r e d i t . The foundation of " s c i e n t i f i c " c r e d i t a n a l y s i s 

r e s t s on three basic accounting statements, the balance sheet, the 
Pi 

income statement, and the cash-flow statement. Reed suggests that 

f i n a n c i a l statements can be used to determine solvency of a f i r m as 

of the date the statements are prepared, the p o s s i b i l i t y of continued 

solvency, the d i s p o s i t i o n of past income, and the a b i l i t y to generate 

income i n the future s u f f i c i e n t to pay o f f i t s o b l i g a t i o n s as they 

f a l l due.9 

Considerable thought has been given by accountants to the 

need o f c r e d i t o r s f o r information, although we may wish to contend 

that i t has not been adequate. George 0. May recognizes that there 

are a t l e a s t ten d i s t i n g u i s h a b l e uses of f i n a n c i a l accounts, one of 

which i s i t s use as a basis f o r the granting of c r e d i t . 1 0 Other 

7 A l b e r t F. Chapin, C r e d i t and C o l l e c t i o n - P r i n c i p l e s and P r a c t i c e , 
(New York: McGraw-Hill Book Company, Inc., 1953), Ch. XVIII. 

® Roland I . Robinson, The Management of Bank Funds, (New York: 
McGraw-Hill Book Company, Inc., 1962), p. 160. 
9 pp. c i t . , Ch. 10 

1 0 F i n a n c i a l Accounting, (New York: The Macmillan Company, 1956), 
p. 3. 
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accountants devote time and energy t o consider the p o s s i b i l i t y of pre

paring f i n a n c i a l statements that w i l l provide u s e f u l information to the 

various classes of c r e d i t o r s I n f a c t , some accounting bodies i n the 

United States have s p e c i a l personnel to work i n close a s s o c i a t i o n with 

the various classes of c r e d i t o r s who make use of f i n a n c i a l statements 

which accountants prepare. Unfortunately, such e f f o r t s are only made 

to meet i n d i v i d u a l needs rather than to the development of a consistent 

body of ideas which are generally a p p l i c a b l e . 

Creditors themselves a l s o express t h e i r need f o r accounting 

information and suggest how t h e i r needs may be met. A banker has 

expressed the view as f o l l o w s : 

"The value of f i n a n c i a l statements has c o n t i n u a l l y 
gained a more prominent p o s i t i o n because of the a c c e l 
e r a t i o n of the tax-paying burden on business, the 
l a r g e r r i s k involved, the widespread s p e c i a l i z a t i o n of 
businesses, and the huge volume of loans handled — 
both i n number and d o l l a r amount — by our f i n a n c i a l 
i n s t i t u t i o n s . I t follows that greater r e l i a n c e i s 
therefore placed upon the s t o r y of each business as 
t o l d by the f i n a n c i a l statements." 1 2 

S t i l l others express the view that f i n a n c i a l statements are 

u s e f u l to c r e d i t o r s , but much can be done to improve t h e i r usefulness. 

One way i s to enhance the r e l i a b i l i t y of the amounts stated i n the 

f i n a n c i a l statements. The relevant information may be more adequately 

d i s c l o s e d , and the methods of presentation may be standardised. 

Methods of t r e a t i n g a f i n a n c i a l t r a n s a c t i o n may be made more uniform. 

x ± Saul C. Hertz, "Recurring Problems Confronting the CPA and the 
Credit Grantor" i n New York C e r t i f i e d Public Accountants, 1:29, 1959 

Joseph J . Kaberna, "The Importance of F i n a n c i a l Statements i n 
Bank Lending" i n Auditgram, A p r i l , 1957-
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The e f f e c t s of adopting d i f f e r e n t methods may he disclosed.^3 

Of course other f a c t o r s a l s o influence the c r e d i t o r ' s judg-

-ment, and may condition the type of information required. One of these 

f a c t o r s i s the mere s i z e of the debtor. I f the debtor i s a very large 

e n t e r p r i s e , i t i s probable that past operations have been s u c c e s s f u l . 

I t i s a l s o probable that too much d e t a i l would be useless because there 

would l i k e l y be a great d i v e r s i t y of operation and g r e a t . . d i f f i c u l t y i n 

i n t e r p r e t i n g too much d e t a i l e d information. In such cases, the c r e d i t o r 

must base h i s d e c i s i o n on summarized information and must r e l y more on 

a large management organization to keep the business under control. 1** 

On the other hand, i f the debtor i s a r e l a t i v e l y small 

business, i t i s possible that there i s l e s s d i v e r s i t y i n operation. 

I t i s a l s o probable that management organization i s smaller and may 

not contain as much top-grade t a l e n t as would be found i n the large 

management organization. For t h i s reason, the c r e d i t o r frequently 

needs more d e t a i l e d information regarding the p o s i t i o n of the smaller 

debtor. 15 

Another f a c t o r i s the general c r e d i t standing of the debtor 

i n the business' community. 1^ 

13 Eugene L. L a r k i n , "Interpreting F i n a n c i a l Statements and 
Accountants' Report f o r C r e d i t Purposes" i n Haskins and S e l l s , 
Selected Papers, i960, pp. 99-111. 

^ M i l t o n J . Drake, "Reports f o r C r e d i t o r s " i n Accounting  
Review, XXV No. 1 (January, 1950), p. 60. 

15 I b i d . 

1 6 I b i d . 
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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.^7 

It i s 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 l i n e . In such case the creditor needs a 
great deal more information than he does where the 
line of business is stable and has a low mortality 
r a t e . " 1 8 

However, information i n financial statements i s s t i l l 

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 creditors. 

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 s i g n i f i 

cance of the information i n 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 

1 7 Ibid. 
1 8 l>9» c i t . 
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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 L i a b i l i t i e s : This ratio 

indicates the l i q u i d i t y of the business and the p o s s i b i l i t y of the debtor 

being able to meet his currently maturing l i a b i l i t i e s 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 rati o . 

5. Total Debt to Working Capital: This is similar to the 

previous ratio, but indicates how much t o t a l debt has to be supported 

by existing working capital. 

6. Times-Interest-Earned: This shows the debtor's a b i l i t y 

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 t o t a l funds supplied by creditors and owners. 

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

of a margin for the absorption of increased expenses or the shock of 

a downward movement i n the volume of business. 

9. Profit to Net Worth: This ratio points out the pr o f i t 

ableness of the business and the effectiveness with which invested 

capital i s being u t i l i z e d . 

Several empirical studies have come up with correlations 

between these ratios and the financial d i f f i c u l t i e s and failure 

experienced by f i r m s . ^ 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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a s s o c i a t i o n between the nature of the r a t i o of net working c a p i t a l t o 

t o t a l assets and business f a i l u r e s . 2 0 F i t z p a t r i c k shows i n another 

study a s i m i l a r r e l a t i o n s h i p between the net p r o f i t to net worth r a t i o , 

the net worth to t o t a l debt r a t i o , and impending f i n a n c i a l d i f f i c u l t i e s 
21 

and eventual f a i l u r e s . W. B. Hickman i n h i s Corporate Bond Quality  

and Investor Experience concludes that the times-interest-earned r a t i o 

and the net p r o f i t to sales r a t i o are u s e f u l predictors of defaults on 

bond issues, whether used j o i n t l y or s e p a r a t e l y , 2 2 With regard to bank 

c r e d i t d i f f i c u l t i e s , the Moore and Atkinson study concludes that firms 

with higher current r a t i o s , and working c a p i t a l to t o t a l assets, net 

worth to t o t a l debt, and net p r o f i t to net worth were i n a b e t t e r 

p o s i t i o n to use bank c r e d i t than other firms. 23 

However, these r a t i o s only serve as convenient r u l e s of 

thumb. There i s no p a r t i c u l a r reason why a current r a t i o of 3:1 i s 

s a t i s f a c t o r y i n a given case. These r a t i o s can even be misleading 

unless the amounts entering i n t o t h e i r computations are c o r r e c t and 

meaningful f o r c r e d i t a n a l y s i s . Creditors need information about 

the elements entering i n t o the computations of these r a t i o s . 

Development of Accounting i n Meeting C r e d i t o r s ' Information Needs 

Accounting i s a p r i n c i p a l means of recording, c l a s s i f y i n g , 

2 0 I b i d . , p. 566 

2 1 I b i d . 
22 

W. B. Hickman, Corporate Bond Qual i t y and Investor Experience, 
(Princeton, N.J.: Princeton U n i v e r s i t y Press, 1958). 

23 Horrigan, op. c i t . , p. 5&7 
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i n t e r p r e t i n g and communicating the information about the elements 

entering i n t o the computations of the f i n a n c i a l r a t i o s we have d i s 

cussed i n the preceding s e c t i o n . Such information i s d i s c l o s e d i n 

two p r i n c i p a l products of accounting — the income statement and the 

balance sheet. Two other statements — the cash flow statement and 

funds flow statement — a l s o d i s c l o s e u s e f u l and relevant information 

f o r making c r e d i t a p p r a i s a l . However, there are s e v e r a l acceptable 

methods of recording and i n t e r p r e t i n g and presenting a f i n a n c i a l 

t r a n s a c t i o n or event. Income may be computed on an a l l - i n c l u s i v e 

basis or net operating b a s i s . An inventory may be p r i c e d on an aver

age-cost basis or on a l a s t i n , f i r s t out b a s i s . Each method can pro

duce a d i f f e r e n t f i g u r e i n the f i n a n c i a l statements. We s h a l l l a t e r 

describe these statements, evaluate t h e i r usefulness and suggest 

adaptations as appear s u i t a b l e f o r use by long-term and short-term 

c r e d i t o r s . 

Information f o r Forecasting Debt-Paying A b i l i t y 

Generally c r e d i t o r s need information about an enterprise's 

a b i l i t y to provide cash and generate income i n the future i n order t o . 

gauge i t s capacity to pay o f f i t s debts. However, d i f f e r e n t types of 

c r e d i t o r s l a y emphasis on d i f f e r e n t types of information depending 

upon the maturity terms of t h e i r c r e d i t , because some types of inform

a t i o n are more relevant to s p e c i f i c types of c r e d i t a n a l y s i s than 

others. The types of information relevant t o the types of c r e d i t o r s , 

i n order of importance, are as f o l l o w s : 
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Information Relevant to Short-Term Creditors 

Type of 
Decision 

Relevant 
Information 

Source of 
Information 

Before Granting 
of Credit: 
Whether or not 
to grant credit 

Potential cash generation 
and uses 

Funds flow and uses i n 
the near future 

Cash flow Statement 

Funds flow Statement 

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

Realizable values of 
assets ( l i q u i d and fixed) 

Potential earning power 

Balance Sheet 

Income Statement 
(together with 
balance sheet) 

Information Relevant to Long-Term Creditors 

Type of 
Decision 

Subsequent to 
granting of credit: 
Whether to give 
additional credit 
or to withdraw 
credit; whether or 
not foreclosure is 
desirable i n the 
event of default. 

Relevant 
Information 

Before Granting of 
Credit: Whether or 
not to grant credit 

Potential earning power 
(e.g. times-interest-
earned ) 

Funds flow 
tain short 
for normal 
payment of 
and periodi 
suitable as 
a b i l i t y to 
debt. 

(mainly to main-
term l i q u i d i t y 
operations and 
short-term debts 
c interest. Hot 
indication of 

pay long-term 

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

Source of 
Information 

Income Statement 
(together with 
balance sheet) 

Funds flow Statement 

Cash flow Statement 

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 i n 
forced sale 

Balance Sheet and 
supplementary data 

Appraisals by compe
tent Appraisers 
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Short-term c r e d i t o r s want information to forecast an enter

p r i s e ' s a b i l i t y to generate s u f f i c i e n t cash before t h e i r claims become 

due because cash w i l l be wanted t o s e t t l e t h e i r claims. Therefore, 

t h e i r i n t e r e s t i s i n the cash flow statement. Funds flow i n d i c a t e s the 

probable amount of cash and near cash assets a v a i l a b l e which may be 

converted i n t o cash to pay o f f short-term debts i n cases of d i r e need 

f o r cash. This i s , however, only secondary importance t o short-term 

c r e d i t o r s . Receivables and inventories are two important sources of 

funds. Receivables and inventories should only provide cash through 

normal sales and c o l l e c t i o n . Other assets are not meant f o r sale i n 

the normal course of operations. The conversion of operating assets 

i n t o cash to pay o f f current debts may be a slow process. Realizable 

values of l o n g - l i v e d assets through forced sale give an i n d i c a t i o n of 

the probable amount of cash that can be r e a l i z e d upon l i q u i d a t i o n . 

This i s relevant only i n the event of forced l i q u i d a t i o n . People do 

not extend c r e d i t t o a f i r m that they expect to go bankrupt. One may 

argue that c r e d i t o r s no longer have any i n t e r e s t i n a f i r m a f t e r i t 

has paid o f f t h e i r claims. This i s , however, r e t r o g r e s s i v e . The 

proper f u n c t i o n of c r e d i t i s to a s s i s t businesses t o operate p r o f i t 

ably. Creditors should aim to avoid g i v i n g c r e d i t to u n p r o f i table 

e n t e r p r i s e s . One of the aims of t h i s study i s to a s s i s t c r e d i t o r s 

to reach that g o a l . 

S i m i l a r l y , short-term c r e d i t o r s have only an i n c i d e n t a l 

i n t e r e s t i n the enterprise's p o t e n t i a l earning power. In the long run 

a p r o f i t a b l e enterprise i s a l s o a solvent e n t e r p r i s e . This i s not true 

i n the short run. A p r o f i t a b l e enterprise may hive a l l i t s resources 
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t i e d up i n c a p i t a l and other n o n - l i q u i d assets and be unable to pay o f f 

i t s current debts. I f an enterprise i s unable t o pay o f f i t s short-

term debts i t w i l l have no opportunity of r e a l i z i n g i t s p o t e n t i a l long-

run p r o f i t s . 

Long-term c r e d i t o r s ' primary i n t e r e s t i s i n the enterprise's 

p o t e n t i a l earning power. The p r i n c i p a l source of resources to pay o f f 

long-term debts i s future earnings. A f i r m with high earning power 

w i l l be solvent i n the long run. I t may induce long-term c r e d i t o r s 

to r e i n v e s t i n i t when t h e i r claims f a l l due or even borrow from others 

to pay o f f the long-term debts f a l l i n g due. Under optimum f i n a n c i a l 

management firms w i l l finance t h e i r operations with long-term loans 

up t o a c e r t a i n proportion of t h e i r t o t a l a s s ets. They w i l l negotiate 

new long-term loans t o replace the e x i s t i n g long-term loans as the 

l a t t e r f a l l due. To be able to do t h i s the firms must show high earn

ing p o t e n t i a l . Where new loans w i l l not replace e x i s t i n g ones, the 

a d d i t i o n a l resources made a v a i l a b l e to the business from reserves w i l l 

probably enable repayment of long-term loans without curtailment of 

operations. 

Cash flow and funds flow are relevant to long-term c r e d i t o r s 

t o the extent that they t e l l long-term c r e d i t o r s i f an e n t e r p r i s e i s 

c u r r e n t l y solvent and w i l l be able to remain i n existence to r e a l i z e 

i t s p o t e n t i a l future earnings. Cash flow and funds flow w i l l not be 

relevant t o the payment of long-term debts because long-term debts 

are not expected to be paid i n the short run or with cash from current 

operations. 
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Long-term creditors' concern with the values of assets i s 

centred on the assets' a b i l i t y to generate income i n the future. Their 

interest i n the r e a l i z a b l e values of working c a p i t a l assets arises from 

the fact thao working c a p i t a l assets can be r e a l i z e d to meet short-term 

obligations as a temporary measure. Future earning power i s the basis 

of long-lived asset values. Thus, current replacement values of long-

l i v e d c a p i t a l assets give some indications of the p o t e n t i a l future 

earnings and the values to be replaced to maintain the productive 

capacity. 

Some long-term creditors such as mortgage lenders have an 

interest i n the r e a l i z a b l e value of the long-lived c a p i t a l assets which 

are used as c o l l a t e r a l f o r t h e i r claims. However, t h i s i n t erest i s one 

of l a s t r e s o r t . The safety of creditors' claims i s not measured by 

the value of a l i e n but by debtor's a b i l i t y to pay, which i n t h i s case 

i s future earning power. Lien i s no guarantee against shrinkage of 

asset values. Enforcing l e g a l r i g h t s under a l i e n i s expensive, 

troublesome and time consuming. A l l creditors should seek to avoid 
ok 

trouble rather than to protect themselves i n the event of trouble. 

^ Benjamin Graham, David L. Dodd and Sidney C o t t l e , 
Security Analysis, (New York, Toronto and London: McGraw-Hill 
Book Company, Inc., 1962), Fourth E d i t i o n , pp. 309-315. 
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CHAPTER I I I 

THE CASH FLOW STATEMENT 

"Cash Flow" Analysis and C r e d i t Granting 

The cash flow statement describes the flow of cash of an 

enterprise over a period of time. C a r e f u l a n a l y s i s and use of the 

appropriate information i n the cash flow- statement can help short-term 

c r e d i t o r s to make a forward-looking f o r e c a s t of the enterprise's prob

able cash r e c e i p t s and disbursements i n the near f u t u r e , the probable 

decrease i n cash r e c e i p t s and increase i n cash disbursements, and the 

r i s k of cash insolvency. However, "cash flow" i s capable of various 

i n t e r p r e t a t i o n s . 1 I t has d i f f e r e n t degrees of usefulness t o short-

term c r e d i t o r s depending upon the i n t e r p r e t a t i o n . Some such i n t e r 

pretations follow t h i s paragraph. 

Meaning of "Cash Flow" 

"Cash Flow" may be in t e r p r e t e d as: ( l ) funds from opera

t i o n s , (2) cash from operations, (3) h i s t o r i c a l changes i n the cash 

account, and (h) cash budget. 

"Funds from operations" are perhaps the most popular i n t e r 

p r e t a t i o n of "cash flow" and r e f e r to earnings a f t e r taxes plus depre

c i a t i o n and other non-funds deductions. Revenues which do not c u r r e n t l y 

provide cash or funds are a l s o excluded from the computation of "cash 

x See Perry Mason, "Cash Flow" Analysis and the Funds Statement, 
Accounting Research Study No. 2, (New York: American I n s t i t u t e of 
C e r t i f i e d Public Accountants, 196l). 
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flow". Funds in this context usually refer to cash, receivables or 

both. A business enterprise may receive other assets i n the process 

of earning revenues i n i t s operations; but cash and receivables are 

more usual i n practice. 

A principal function of the analysis in this case i s to 

measure the amount of cash and receivables from normal operations 

flowing into a business enterprise over a period of time. Short-term 

creditors may make use of these data for forecasting the inflow of 

cash and other l i q u i d assets from operations i n the near future. We 

can reasonably expect the flow of funds from operations to continue 

6 0 long as the business continues to operate. The forecast of short-

term funds flow from operations is reasonably reliable because the 

scale of operations and the environment surrounding the business do 

not change substantially in the short run. If there 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 i n operations also 

enter into the analysis. "Cash flow" analysis becomes a misnomer. 

The second drawback is that i t does not include cash or funds outflow 

arising on items not entering into income determination. Inflow of 

cash or funds assets alone arising from operations is not an e f f i c i e n t 

gauge of short-term debt-paying a b i l i t y . Total outflow of funds may 

well exceed the inflow of funds from normal operations. There may 

be no excess cash or funds from operations to pay off short-term 

debts. The converse w i l l also be true. 
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"Cash from operations" r e f e r s to cash sales of goods and 

s e r v i c e s , and c o l l e c t i o n s on r e c e i v a b l e s , l e s s cash expenses and pay

ments of payables i n the normal operations of a business. A l l t r a n s 

actions which do not involve cash are excluded from the computation 

of cash flow. 

•i 

The main purpose of t h i s a n a l y s i s i s to measure the amount 

of cash from operations flowing i n t o a business over a period of time. 

Assuming tha t operations of the business w i l l continue under s i m i l a r 

conditions, the a n a l y s i s of cash from operations permits the f o r e c a s t 

ing of the amount of cash a v a i l a b l e from operations i n the near f u t u r e . 

Inflow and outflow of cash from transactions other than those i n the 

course of operations are not considered. The exclusion of such inflow 

and outflow of cash represents a weakness. 

. H i s t o r i c a l changes i n the cash account record the t o t a l 

cash r e c e i p t s and disbursements of a business over a period of time. 

Receipts include cash s a l e s , c o l l e c t i o n s on r e c e i v a b l e s , borrowings, 

sale of equity stock, and cash from other sources. Disbursements 

include cash expenses, payment of payables, purchase of assets f o r 

cash, and other uses of cash. 

The p r i n c i p a l f u n c t i o n of analyzing h i s t o r i c a l cash flow 

i s to measure the change i n the cash account, and to describe the 

sources and uses of cash over a period of time. The a n a l y s i s can be 

used to forecast the future cash requirements and cash a v a i l a b l e from 

the various sources. 

Cash budget i s r e a l l y an extension of the a n a l y s i s of 

h i s t o r i c a l changes i n the cash account. I t i s an a c t u a l f o r e c a s t of 
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the cash requirements, the sources of cash a v a i l a b l e and the changes 

i n the cash account a t various points of time. 

The primary f u n c t i o n of a cash budget i s t o show the amount 

of forecast cash expenditures, the amount of cash a v a i l a b l e from the 

various sources t o meet these expenditures, the probable amount of 

excess cash a v a i l a b l e , and the probable amount of cash d e f i c i t . I t 

i s an a i d i n making short-term c r e d i t decisions as to whether cash 

must be borrowed to make good the d e f i c i t , and how the excess cash may 

be u t i l i z e d . I t i s a l s o h e l p f u l i n deciding what s o r t of borrowing i s 

s u i t a b l e , and what kind of investment f o r the excess cash i s f e a s i b l e 

i n the circumstance. 

Usefulness of "Cash Flow" An a l y s i s to Creditors 

Regardless of how "cash flow" i s i n t e r p r e t e d , "cash flow" 

a n a l y s i s serves as a b a s i s f o r f o r e c a s t i n g short-term a v a i l a b i l i t y of 

cash to meet current o b l i g a t i o n s , and i s therefore h e l p f u l t o short-

term c r e d i t o r s i n deciding whether or not to grant c r e d i t . The r e l a 

t i v e usefulness of t h i s a n a l y s i s as a ba s i s of f o r e c a s t i n g , however, 

hinges on how i t i s i n t e r p r e t e d and the information i t communicates. 

Ana l y s i s of "funds from operations" permits a f o r e c a s t of 

a v a i l a b l e future cash and r e c e i v a b l e s . Cash i s a ready means of meet

ing debt o b l i g a t i o n s . Receivables provide cash on c o l l e c t i o n . Cash 

may even be r e a l i z e d through sale of receivables i n the discount market. 

Ana l y s i s of "funds from operations" permits short-term c r e d i t o r s to 

forecast i f an enterprise w i l l have enough cash or other r e a d i l y 
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r e a l i z a b l e assets to pay o f f i t s debts as they become due. 

Information about funds from operation i s l e s s u s e f u l to 

long-term c r e d i t o r s . As we have stated elsewhere, long-term c r e d i t o r s 

do not expect t o be paid i n the near f u t u r e , or with funds from the 

operations. Long-range "cash flow" forecast i s i n any case l i k e l y to 

be u n r e l i a b l e . The i n t e r e s t of long-term c r e d i t o r s i n a n a l y s i s of 

"funds from operations" i s whether or not a business has s u f f i c i e n t 

l i q u i d resources to pay i'ts current debts and p e r i o d i c i n t e r e s t on 

long-term debts. Unless an enterprise i s able to meet i t s current 

o b l i g a t i o n s , i t w i l l go bankrupt. Long-term c r e d i t o r s w i l l have no 

hope of r e a l i z i n g t h e i r claims. 

An a l y s i s of "cash from operations" serves the same basic 

f u n c t i o n of providing a basis f o r short-term c r e d i t o r s to estimate 

future flow of cash from operations which may be used to meet current 

debts. I t i s u s e f u l to short-term c r e d i t o r s f o r reasons s i m i l a r t o 

those i n the preceding paragraph. Likewise, i t i s l e s s u s e f u l to long-

term c r e d i t o r s . As i n the case of "funds from operations", i t s u f f e r s 

from the drawback of excluding cash inflow and outflow from other than 

operations from the a n a l y s i s . 

However, "cash from operations" appears to be an i n t e r p r e 

t a t i o n superior t o that of "funds from operations". Cash i s the l e g a l 

and ready means of paying o f f o b l i g a t i o n s . Short-term c r e d i t o r s want 

cash i n settlement of t h e i r claims. The prospective future cash flow 

See Chapter I I , p. 29 
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i s a b e t t e r measure of short-term debt-paying a b i l i t y . Receivables 

provide cash upon c o l l e c t i o n and are one source of cash from operations. 

Receivables can a l s o provide cash through f a c t o r i n g . However, i n the 

normal course of the business, receivables are expected to provide cash 

on c o l l e c t i o n rather than through f a c t o r i n g . Factoring of receivables 

incurs discount expenses and may r e a l i z e considerably l e s s cash than i s 

expected. In some cases a need f o r cash may force a f i r m to s e l l 

r eceivables t o provide cash to meet short-term debts.3 This r e l i a n c e 

on s e l l i n g receivables t o meet current o b l i g a t i o n s would s i g n a l f i n a n 

c i a l stringency. This i s s p e c i a l l y true of firms which do not f a c t o r 

receivables as a normal p r a c t i c e . To regard f a c t o r i n g of receivables 

as a source of cash may lead to wrong conclusions about an enterprise's 

a b i l i t y t o generate cash through i t s normal operations. 

Analysis of " h i s t o r i c a l changes i n the cash account" permits 

short-term c r e d i t o r s to project future cash flow from the various 

sources i n c l u d i n g short-term borrowings, and future cash outflow t o 

meet the various uses i n c l u d i n g payment of debts. A comparison of cash 

inflow and cash outflow i s more meaningful than e i t h e r cash inflow or 

cash outflow alone. 

A shortcoming of the a n a l y s i s of " h i s t o r i c a l changes i n the 

cash account" i s that i t includes a l l sources and uses of cash, some 

of which do not recur i n the normal operations of the business and are 

therefore of no value to short-term f o r e c a s t i n g . Cash r e c e i p t s from 

In some l i n e s of business f a c t o r i n g of receivables i s a 
regular source of f i n a n c i n g and i s a normal p r a c t i c e . 
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sale of equity stock and long-term debts do not recur often, a t l e a s t 

not as regular sources of cash f o r paying o f f short-term debts. Simi

l a r l y , purchase of f i x e d assets and retirement of long-term l i a b i l i t i e s 

are i r r e g u l a r and cause spasmodic but important drains on cash. Only 

those sources and uses of cash which have recurred and which are 

expected to re-occur i n the normal operations are relevant t o p r o j e c t 

ing future cash flow. 

The cash budget i s a p r o j e c t i o n of how short-term c r e d i t o r s ' 

funds w i l l be u t i l i z e d and what future sources of cash w i l l be a v a i l a b l e 

to pay o f f the short-term c r e d i t o r s . I t saves short-term c r e d i t o r s the 

trouble of having to prepare the cash budget themselves. I f the cash 

budget i s s u f f i c i e n t l y r e l i a b l e , short-term c r e d i t o r s can w e l l decide 

whether or not to grant c r e d i t on the b a s i s of the cash budget. 

A shortcoming of the cash budget i s that i t does not d i s c l o s e 

the basis upon which the f o r e c a s t of cash r e c e i p t s and disbursements i s 

made. Unless there i s supporting evidence, short-term c r e d i t o r s and 

p o t e n t i a l short-term c r e d i t o r s cannot be confident that the estimates 
i 

are reasonable and w i l l m a t e r i a l i z e eventually. A n a l y s i s of h i s t o r i c a l 

"cash flow", regardless of how i t i s interpreted, serves to support the 

cash budget. 

Suggested Adaptations 

We now propose some adaptations to the cash flow statement 

which w i l l eliminate some of the defects i t presently s u f f e r s from and 

make i t more u s e f u l to short-term c r e d i t o r s . The r e s u l t a n t statement 

of cash f l o w ' w i l l be an extension of the statement of h i s t o r i c a l 
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changes i n the cash account with emphasis on the d i s t i n c t i o n between 

re c u r r i n g sources and uses of cash which n e c e s s a r i l y emerge i n the 

normal operations, and sources and uses of cash which do not recur i n 

the normal operations of the business. The r a t i o n a l e i s that only 

those r e c u r r i n g items are relevant to short-term cash f o r e c a s t . The 

p r i n c i p a l features of the statement are as f o l l o w s : 

1. A l l normal r e c u r r i n g cash r e c e i p t s are separately c a l c u 

l a t e d and c l a s s i f i e d . The important items of normal cash r e c e i p t s are 

cash sales and c o l l e c t i o n s on accounts receivable on c r e d i t s a l e s . 

Short-term bank loans may be included i n t h i s category i f t h i s i s a 

regular source of short-term f i n a n c i n g . The important c r i t e r i o n i s 

that we should reasonably expect inflow of cash from these sources to 

continue i f the basic character of the corporate operations remains 

unchanged. As a matter of f a c t we do.not expect s u b s t a n t i a l changes 

to occur i n the near f u t u r e . 

2. A l l normal r e c u r r i n g cash disbursements are likewise 

separately grouped. The norma], disbursements include paynents of 

s a l a r i e s , wages, short-term loans, accounts payable and purchase of 

merchandise f o r cash. Included a l s o are dividend payments, as these 

are normal d i s t r i b u t i o n s i n a p r o f i t a b l e e n t e r p r i s e . Here again, the 

c r i t e r i o n i s that such outflow of cash w i l l normally continue i n the 

ordinary course of business. 

What are normal sources and uses of cash must be Judged i n 

the l i g h t of the surrounding circumstances i n each i n d i v i d u a l case. 

3. A comparison i s made between normal cash r e c e i p t s and 

normal cash disbursements. The r a t i o gives a f a i r measure of the 

a b i l i t y of generating cash from normal operations to meet normal 
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operating needs, and the extent to which normal cash r e c e i p t s may shrink 

and normal cash disbursements may increase without hampering the normal 

operations. The d i f f e r e n c e between normal cash r e c e i p t s and normal cash 

disbursements i s the normal cash surplus or d e f i c i t . This gives a f a i r 

measure of the amount of cash a v a i l a b l e from normal operations to meet 

other short-term o b l i g a t i o n s , and the need f o r cash from other sources. 

One fundamental p r i n c i p l e of f i n a n c i a l management i s that 

normal operations should be financed from short-term sources. From the 

standpoint of short-term c r e d i t o r s , cash from the normal operations i s 

the proper source of cash f o r paying o f f short-term debts. Analysis of 

normal cash r e c e i p t s and disbursements from operations and other sources 

meets the needs of short-term c r e d i t o r s and management. Information 

about such normal cash flow covering a number of periods w i l l provide 

a sound basis of making short-term cash forecast by short-term c r e d i t o r s , 

e s p e c i a l l y bankers and s u p p l i e r s . 

I t i s possible t o influence the normal cash flow by e i t h e r 

changing the terms of c r e d i t s a l e s , or by re-negotiating the terms of 

c r e d i t purchases. We, however, assume that such managerial p o l i c i e s 

do not change so frequently as to render the a n a l y s i s useless. Due 

allowance f o r such changes can and should be made i n the cash f o r e c a s t . 

Comparative balance sheets and income statements may give some i n d i c a 

t i o n s of such changes. 

h. A l l items of cash r e c e i p t which do not recur i n the 

normal course of the business are to be separately grouped together. 

5. A l l items of cash disbursement which do not recur i n 

the normal course of the business are to be grouped i n another c l a s s . 
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(4) and (5) together w i l l give the net cash surplus or 

d e f i c i t i n respect of items which do not recur frequently. 

i d e n t i f i e d ; and data covering a number of periods are of greater value 

to f o r e c a s t i n g . Such data w i l l i n d i c a t e a trend f o r each "of the f i g u r e s 

entering i n t o the f o r e c a s t . Readers of the cash flow statement can 

place greater confidence and r e l i a n c e on the data. 

A Suggested Model 

A "cash flow" statement incorporating the features i n the 

preceding s e c t i o n appears below. 

In a l l cases, the sources and uses of cash should be c l e a r l y 

XYZ Company Limited 
Statement of Cash Flow 
For Period 

A. Normal Sources of Cash Receipt 

Cash Sales (goods and se r v i c e s ) $xxxx 
C o l l e c t i o n s on Accounts Receivable xxxx 
Regular Bank Loans xxxx 
Other Items xxxx $xxxxx 

B. Normal Cash Disbursements 

Wages and S a l a r i e s 
Cash Purchases 
Payments on accounts 

$xxxx 
xxxx 

of payables 
Payment of Dividends 
Regular Bank Loan Repayments 
Taxes 
Other Items 

xxxx 

xxxx 
xxxx 

xxxx 

xxxx xxxxx 

c. Net Normal Cash Surplus ( D e f i c i t ) $ xxxx 
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D. Non-recurring Cash Receipts 

Sale of Investments $xxxx 
Issuance of Stock xxxx 
Cash from long-term Loans • xxxx 
G i f t s , e t c . (of cash) xxxx $xxxxx 

E. Non-recurring Cash Disbursements 

Purchase of Fixed Assets $xxxx ' 
Retirement of long-term Debts xxxx 
Other Items xxxx $xxxxx 

F. Net Non-recurring Cash Surplus ( D e f i c i t ) $ xxxx 

G. Net Change i n Cash (C- & F.) $ xxxx 

H. Add Opening Balance xxxx 

I. F i n a l Cash Balance $xxxxx 

This a n a l y s i s r e f e r s to cash r e c e i p t s and disbursements over 

a period of time which may vary from three months to a year. The value 

of the statement as a basis f o r making short-term f o r e c a s t of cash 

flow declines r a p i d l y as i t ages. A cash flow statement to be u s e f u l 

t o short-term c r e d i t o r s should not be more than three months o l d . 

Thus, a cash flow statement of t h i s form should prove more 

u s e f u l to short-term c r e d i t o r s than other forms of cash flow statements 

incorporating other i n t e r p r e t a t i o n s of cash flow, and may be prepared 

on a q u a r t e r l y basis or as often as appears d e s i r a b l e . 

The suggested form of "cash flow" a n a l y s i s d i s c l o s e s s i g 

n i f i c a n t information which the a n a l y s i s of "cash flow" presently a v a i l -

able overlooks. A business may obtain short-term bank loans and pay 

them o f f i n exact amounts during the same period to which the analyses 

r e l a t e . Short-term c r e d i t o r s may f i n d 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 i t s e l f currently solvent. It may also 

be an indication that the business enjoys good credit standing. But 

such information may not show up i n the analyses presently available. 

Probably only the net effect of these transactions w i l l appear. 

It i s 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 i s true for cash outflows. These w i l l 

not show up in the cash flow statement covering the period as a whole. 

At some point i n time the volume of normal cash receipts may be par

t i c u l a r l y low while the volume of normal cash disbursements remains 

high. There is then the danger of cash insolvency. Good financial 

management should attempt to synchronize cash outflow and cash inflow. 

This i s an ideal objective, but i t may not be always achievable. It 

i s , 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 and available for estimating 

the risk of cash insolvency. One method is to calculate the average 

normal cash receipt and average normal cash disbursement over an entire 

period. We can further develop s t a t i s t i c a l measures of the degree of 

fluctuation; for example, the standard deviation, and median, etc. 
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We may also i l l u s t r a t e the fluctuations in tabular forms or graphically 

as follows: 

Time Period Normal Cash Normal Cash Net Normal Cash 
(Month) Receipt Disbursement Surplus (Deficit) 

$ if $~ 
January 
February 
March 
A p r i l 
May 
June 
July 
August 
September 
October 
November 
December 

Monthly Normal Cash Receipts and Normal Cash Disbursements 

Normal Cash Receipt.' Normal Cash Deficit 

-v x N » x - I.I — ' V III . 

Normal Cash Disbursement 

Normal Cash Surplus 

J F M 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 insolvency. 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.** 

Let us take Yito be the amount of net normal cash surplus, a 

random variable, and l e t Pi denote the probability distribution of the 

variable Y i . Then the probable net normal cash surplus (or d e f i c i t ) 

for the period, B, i s 

n 
B =• . > Y i Pi 

1 = 1 
Where Y i - (Ri - Di) 

' Ri s Normal Cash Receipts 

V Di = Normal Cash Disbursements 

i = 1, 2, 3*••• & 
n 

Pi - 1 
i 1 

With the aid of s t a t i s t i c a l measures short-term creditors 

can use the mathematical model to estimate the probable future cash 

flow. A cash flow statement of the suggested form w i l l have ready 
i 

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 cash flow. 

^ William Beranek, Analysis for Financial Decisions, (Homewood, 
I l l i n o i s : Richard D. Irwin, Inc., 19&3) Ch. 11. 

5 The theoretical model for a case where Y i i s a continuous variable 
i s 

B *= 
r 

k2 g i (y) dy 
k l 

where gi(y) i s the probability distribution of the continuous random 
variable y. This model i s , however, d i f f i c u l t to apply i n practice. 
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Probability Distribution of Normal Cash Flow 

Probability (Pi) l / l 2 2/12 3/12 3/12 2/12 1/12 
Ri $300 $400 $500 $600 $700 $800 
Di $400 $450 $500 $550 $600 $650 

Ri - Di (Yi) -$100 -$ 50 0 $ 50 $100 $150 
Y i Pi -$100/12 -$100/12 0 $150/12 $200/12 $150/12 

^>Yi Pi = $(-100 -100 +150 +200 +150)/12 
1 

= $300/12 
= $25 

The i l l u s t r a t i o n i s an example of how the information provided 

in the suggested cash flow statement can prove useful to short-term 

creditors for making short-term cash forecasts and to make s t a t i s t i c a l 

tests of their r e l i a b i l i t y . Nonetheless, 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 

i s piesently available, some of which may be of value to competitors. 

The prospective debtor may be reluctant to make adequate disclosures. 

The statement may not be available as frequently as i t s usefulness would 

require. 

Short-term creditors can compute s t a t i s t i c a l measures of 

means, standard deviations, and medians from information in the cash 

flow statement of the suggested form. With the aid of these measures, 

short-term creditors can make probabilistic estimates and construct a 

probability distribution. They can make their own estimate of their 
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prospective debtor's future cash flow and compare i t with the forecast 

their prospective debtor may submit. 

Suppose the prospective debtor submits a forecast of cash 

flow as having $50 of normal cash surplus. A short-term creditor using 

the information i n the past cash flow statements may come up with an 

estimate of $25 in normal cash surplus. The conclusion i s that he 

should be suspicious of the prospective debtor's estimate. It may be 

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

It i s conceivable that many creditors w i l l be unable to make 

rewarding use of the mathematical technique i n conjunction with the 

information in the suggested statement. But i t remains useful to those 

who can use i t . There i s no reason why we should hot provide the 

information to those who can and want ;to use i t . 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 understanding of the statements on the part of those who 

use them. What we seek to accomplish i s to improve the quality of the 

cash flow statement. It i s quite a different problem i f creditors can

not or do not wish to use i t . 

In summary, the analysis of cash flow i s helpful to short-

term creditors. However, i t is capable of various interpretations. 

A statement of cash flow may be prepared i n various ways according to 

the interpretation. The illustrated form i s suggested as the most 

useful of a l l . 
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CHAPTER IV 

THE FUNDS FLOW STATEMENT 

Funds Flow Analysis and Credit Granting 

The funds flow statement i s becoming increasingly an impor

tant means of communicating information about a business enterprise 

significant to decision making. It describes the hi s t o r i c a l flow of 

funds of an enterprise over a period of time. Creditors can u t i l i z e 

the appropriate information i n the funds flow statement to prepare a 

forward-looking forecast of the enterprise's future funds flow. If 

the enterprise's future funds inflow exceeds i t s funds outflow, i t i s 

probably a f a i r indication that the enterprise w i l l be solvent i n the 

near future. Creditors may predict whether or not the enterprise w i l l 

l i k e l y to have l i q u i d resources available to meet their claims as they 

f a l l due. Funds flow analysis can help creditors to decide whether or 

not to grant credit. 

Meaning of "Funds" and the Funds Flow Statement 

The term "funds" i s capable of several interpretations. The 

funds flow statement can be prepared i n several ways according to the 

interpretation. The types of information in the funds flow statement 

also vary according to an interpretation of the term. The funds flow 

statement can have different degrees of usefulness as a tool for decision 

making depending upon the types of information i t discloses. 
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The term "funds" may be defined as: ( l ) l i t e r a l cash, (2) 

monetary assets, (3) net monetary assets, (4) current assets, (5) work

ing capital, and (6) a l l resources or to t a l purchasing power.^ 

"Li t e r a l cash" i s simply cash on hand and demand deposits 

in banks. The principal purpose of the funds flow statement incorpor

ating this interpretation i s to explain the change in the cash account 

covering a period of time. 2 

There are two main approaches to the preparation of the funds 

flow statement on a l i t e r a l cash basis. One approach is to consider the 

net changes in the balance sheet accounts at the beginning and end of a 

period and the income statement covering the period.3 A drawback of 

this approach is that only the net effect of cash "flow affecting the 

balance sheet accounts appears in the funds flow statement. The actual 

amounts of cash inflow and cash outflow may not appear in the statement 

at a l l . 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 

w i l l appear as bank loans i n the statement. The bank loans w i l l not 

appear in the statement at a l l i f the enterprise paid off the entire 

amount during the same period. Such information may, nevertheless, be 

significant to decision making. 

1 See Perry Mason, op. c i t . , pp. 48-57, and Hector R. Anton, 
Accounting for the Flow of Funds, (Boston: Houghton M i f f l i n Company, 
I9027: 

2 For i l l u s t r a t i v e examples, see Anton, op. c i t . , p. 43. 

3 See H. A. Finney and Herbert E. M i l l e r , Principles of Accounting -
Intermediate, (Englewood C l i f f s , N.J.: Prentice-Hall, Inc., 1962), 
5th Edition (Canadian Edition), Ch. 25. 



The other approach i s to include a l l cash receipts and dis

bursements in the statement of funds flow. It i s devoid of the draw

back from which the f i r s t approach suffers. This approach i s identical 

to the "h i s t o r i c a l changes in the cash account" of the preceding chapter 

and i s 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.** A quality of this concept i s 

that i t takes into consideration the commercial practice of the free 

market economy i n which receivables and marketable securities possess 

purchasing power. 

A funds flow statement incorporating "funds as monetary 

assets" includes only changes affecting an enterprise's monetary assets. 

The purpose of the statement i s to explain the increase or decrease in 

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

The two approaches to the preparation of the funds flow 

statement on the basis of "funds as l i t e r a l cash" are applicable to 

the preparation of the funds flow statement on the basis of "funds as 

monetary assets". The respective drawback and advantage of the two 

approaches also apply. 

"Funds as net monetary assets" refer to the sum of cash on 

hand and i n banks, marketable securities held as secondary reserves, 

and current receivables less the current . l i a b i l i t i e s . This concept 

For i l l u s t r a t i v e examples, see Anton, op. c i t . , p. Ul 
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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 l i a b i l i t i e s represent uses of cash i n the near future. The 

amount of net monetary assets measures the excess l i q u i d resources 

available to meet other needs and the relative short-term solvency of 

a business. 

A funds flow statement which i s based on "funds as net 

monetary assets" includes a l l transactions affecting the monetary assets 

and current l i a b i l i t i e s of an enterprise. The purpose of the statement 

is to explain the changes in the monetary assets and the current l i a b i l i 

ties over a 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 a l l current resources 

of a short-term nature such as cash on hand and i n banks, marketable 
1 securities, current receivables and inventories. "Funds" i n this case 

is a pool of resources supporting the current operations of the 

business. The emphasis is on short-term operating assets. The concept 

excludes current l i a b i l i t i e s from consideration, and overlooks the 

problem of l i q u i d i t y . 

A funds flow statement which is based on interpreting 

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

5 For i l l u s t r a t i v e examples, see Anton, op. c i t . , p. 4 2 . 
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assets over a period of time. It also explains the resultant change i n 

the current assets during the same period of time. 

A l l inflows and outflows of funds affecting the current 

assets enter into the preparation of the funds flow statement explain

ing changes i n the current assets. Only funds flow not affecting 

current assets i s excluded from the statement.^ 

The two approaches to the preparation of a funds flow state

ment based on "funds as current assets" are similar to the two approaches 

to the preparation of the funds flow statement incorporating "funds as 

l i t e r a l cash". The balance sheet approach considers only the net bal

ances of the inflow and outflow of funds affecting the current assets. 

This approach suffers from the drawback 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 drawback from which the balance sheet 

approach suffers. 

"Working capital" i s the most popular interpretation of 

"funds", and refers to t o t a l current assets less current l i a b i l i t i e s . ? 

Current assets and current l i a b i l i t i e s i n this connection have the 

same connotations common in accounting. The emphasis of this concept 

is on l i q u i d i t y . 

0 For i l l u s t r a t i v e examples, see Anton, op. c i t . , p. kO 
7 Accounting Research Bulletin, #43, Ch. 3« 
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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, i f any, for the 

same period. 

The analysis of working capital takes into account a l l i n 

flow and outflow of funds affecting working capital accounts. However, 

funds flow affecting current assets and current l i a b i l i t i e s simultaneous

l y has no effect on the/working capital position. For example, a short-

term bank loan increases cash and current l i a b i l i t i e s simultaneously. 

The net effect on working capital i s zero. 

The balance sheet approach to the preparation of a statement 

of working capital i s more usual. It takes into consideration the net 

changes i n the non-current balance sheet accounts at the beginning and 

end of a period, and the income statement covering the period.® Only 

the net balances of the inflows and outflows of funds affecting working 

capital appear in the statement. The actual inflow and outflow of 

funds i n each individual category of transactions do not show up i n 

the statement. The latt e r information may, however, be more s i g n i f i 

cant. Therefore, the absence of this information i s a shortcoming of 

the balance sheet approach. 
i-

The transaction approach takes into account the actual i n 

flow and outflow of funds i n each category of transactions affecting 

working capital. This approach avoids the shortcoming in the pre

ceding paragraph. 

For i l l u s t r a t i v e examples, see Anton, op. c i t . , p. ko. 
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A somewhat broader interpretation of "funds" refers to t o t a l 

resources conceived as purchasing or spending power, arising from exter

nal rather than internal transactions of the business enterprise. It 

includes a l l assets or financial resources which may not affect or flow 

through the working capital accounts, and makes no distinction as to 

the degree of nearness to cash or any other time realization considera

t i o n . 9 

The statement of "funds as to t a l resources" describes the 

flow of purchasing power into the enterprise and the uses of such 

purchasing 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 information such as how earnings 

are applied, how plant expansion i s financed, and why there i s an 

increase i n working capital, etc. 

One approach'to the preparation of a statement of "funds as 

tot a l resources" i s to consider the net effect of the inflows and out

flows of purchasing power on.the various resources of the enterprise. 

This approach conceals the gross magnitudes of the inflows and outflows. 

This can be a drawback as such information i s significant to decision 

making. 

The other approach i s 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. c i t . , 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 

administration of a business enterprise 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 business enterprise. Analysis of "funds flow" is there

fore useful to short-term creditors i n deciding whether or not to grant 

credit to a business enterprise. 

Analysis of "funds as l i t e r a l cash" can indicate whether or 

not the inflows of cash from the various sources into the business w i l l 

continue i n the near future, and the probable amounts of such inflows. 

It can also indicate i f the outflows of cash from the business w i l l 

continue, and the probable amounts of such outflows. Short-term 

creditors w i l l make a cash budget and then decide whether or not to 

grant credit according to whether or not the prospective debtor w i l l 

be solvent i n the near future. We have discussed the various inter

pretations of "cash 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 i n a past period. 

Careful analysis of information i n the statement, and information from 

other sources permit the construction of a proforma funds flow state

ment affecting monetary assets, and forecasting the amount of monetary 

assets available at a future point of time. By this means short-term 
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creditors may evaluate a business enterprise's prospective solvency 

position. Cash i s 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 w i l l 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 i t overlooks the payment of current l i a b i l i t i e s which 

represent uses of monetary resources in the near future. The amount 

of monetary assets is not an adequate measure of solvency without con

sidering the amount of possible uses of monetary assets. An enterprise 

can borrow from banks to increase Its monetary assets. But this does 

not improve the enterprise's debt-paying a b i l i t y . The gross amount of 

monetary assets tends ?fcd depict an optimistic picture of the enter

prise's financial position. 

Analysis of "funds as net monetary assets" serves the same 

basic function of assisting short-term creditors to estimate future 

flow of monetary resources and future uses of monetary resources. It 

i s useful to short-term creditors for reasons similar to those i n 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 they become inadequate to meet the uses of monetary assets .• 

for present current l i a b i l i t y payments. Analysis of "funds as net 

monetary assets" permits a forecast of the net monetary assets available 

i n a future period. This measures the degree of protection against 

insolvency in gross terms. A comparison of the tot a l monetary assets 

against total current l i a b i l i t i e s indicates the degree of protection 

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

has a t o t a l of monetary assets of $3,000 against current l i a b i l i t i e s 

of $2,000. Firm B has $2,000 i n monetary assets and tot a l current 

l i a b i l i t i e s of $1,000. Both firms have net monetary assets of $1,000. 
But firm B i s more solvent than firm A. Firm B has $2 i n monetary 

assets against every $1 i n current l i a b i l i t i e s . Firm A has only $1.50 

i n monetary assets against each dollar of current l i a b i l i t i e s . 

Analysis of "funds as current assets" also provides a basis 

for forecasting the future flow of current assets into an enterprise 

over a period of time and the probable amount of current assets a v a i l 

able at a point i n time i n the future. The analysis lays emphasis on 

short-term operating assets, and overlooks the problem of l i q u i d i t y . 

It i s , nevertheless, useful to short-term creditors for decision 

making. If an enterprise has sufficient current assets to maintain 

smooth and profitable operations, short-term creditors can be hopeful 

that the enterprise w i l l generate enough cash or even be able to borrow 

from banks to meet current debt obligations as they f a l l due i n due 

course. Over a sufficiently long period of time current assets w i l l 

provide cash through operations. It may even be possible to liquidate 

by exceptional means the current assets to provide cash when cash i s 



-57-

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 a business 

enterprise's future solvency i f uses of current assets are known. 

Short-term creditors can probably estimate future uses of current assets 

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

It i s even possible to construct a proforma statement of 

"funds as current assets" to estimate the probable amount of current 

assets available in a future period with information from analysis of 

statements covering 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 i s a shortcoming that the analysis does not take into 

"account the current l i a b i l i t i e s which represent uses of current resources 

in the near future. The probable amount of future current assets a v a i l 

able i s not an eff i c i e n t gauge of future debt-paying a b i l i t y without 
i 

taking current l i a b i l i t i e s into account. If the amount of current 

l i a b i l i t i e s exceeds that of current assets, the enterprise w i l l not: 

be able to pay off i t s current debts without borrowing from other 

sources. However, this w i l l not show up i n a proforma statement of 

funds flow incorporating funds as current assets. 

The analysis of working capital lays emphasis on the problem 

of l i q u i d i t y . The statement of working capital contains much useful 

information which i s of interest to short-term creditors such as bankers 
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and suppliers. If an enterprise shows an increase i n i t s working 

capital, prospective grantors of short-terra credit wish to know what 

caused the increase. The reasons for the working capital position 

remaining unchanged are also significant. The i l l u s t r a t i o n below shows 

the relevance of these points.1° 

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

December 31 

1959 

Current Assets 

Cash 

Accounts Repeivatle 
Inventory-

Total current assets 
Current L i a b i l i t i e s 

Notes Payable 
Accounts Payable 

Total current l i a b i l i t i e s 

Working Capital 

Working Capital Ratio 

Increase in Working Capital 

$20,000 
35,000 
50,000 

1958 

Changes i n 
Working Capital 

Increase Decrease 

$17,000 
37,500 
45,000 

$3,000 

5,000 
$2,500 

$105,000 $99,500 

$10,000 $15,000 
30,000 38,000 

$40,000 $53,000 

$46,500 

5,000 
8,000 

$65,000 

2.63 1.88 

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 i n the Working Capital and an increase i n the Working Capital 

Ratio from 1.88 to 2.63. 

1 0 Adopted from Finney and Mil l e r , Principles of Accounting  
Intermediate, op. c i t . , pp. 512-513* 
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Suppose the reasons f o r the increase i n working c a p i t a l are 

as follows: 

Funds provided (increasing working c a p i t a l ) : 
By operations $24,500 

Funds applied (decreasing working c a p i t a l ) : 
Dividends paid 6,000 

Increase i n working c a p i t a l $18,500 

This means that working c a p i t a l was increased by funds pro

vided from operations, which are regular sources of funds i n the o r d i 

nary course of business. Short-term creditors can be hopeful that 

funds flowing from operations w i l l continue. The working c a p i t a l 

position w i l l continue to remain favourable. 

I f , however, the reasons f o r the increase i n working c a p i t a l 

are as below, short-term creditors w i l l be less confident that the 

favourable working c a p i t a l position w i l l continue. 

Funds provided: 

By operations $10,000 
By sale of long-term 

investments 14,500 

Total ' : $24,500 

Funds applied: 

Dividends paid . \ 6,000 

Increase i n working c a p i t a l $18,500 

Now suppose the reasons f o r the increase i n working c a p i t a l 

are as follows: 
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Fun&s provided: 

By operations $4,500 
By issuance of three-year notes ••••• 20,000 

Total $24,500 

Funds applied: 

Dividends paid 6,000 
Increase i n working capital $18,500 

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

a b i l i t y to meet i t s current debt obligations in the near future even 

though the present working capital position i s favourable. There i s 

an indication that funds flow from operation i s inadequate to meet 

dividend payments. The working capital would have decreased by $1,500 

i f the firm had not borrowed the $20,000. Short-term creditors are 

unable to regard funds from operations as a reliable source of funds 

for meeting current debts f a l l i n g due. It is questionable financial 

administration to borrow from long-term sources to pay dividends i n 

excess of current earnings. 

' It is then apparent that the analysis of working capital 

can disclose much significant information to short-term creditors. 

It can serve as a basis for forecasting the future flow of resources 

into the enterprise and the working capital position at various points 

in time, which are f a i r measures of future short-term solvency. Cash 

is a ready means of meeting current debts. Other non-cash assets are 

in the process of conversion into cash through normal operations. 

Over a sufficiently long period of time non-cash current assets w i l l 

provide cash to meet debt obligations f a l l i n g due. Under optimum 
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l i q u i d i t y management the rate of converting non-cash current assets 

into cash should match the rate at which current l i a b i l i t i e s f a l l due. 

There w i l l then be sufficient cash to meet current debts f a l l i n g due. 

The working capital position is a measure of the cushion against the 

shrinkage that can take place in the value of the current assets before 

current l i a b i l i t i e s exceed current assets. 

However, the working capital position only measures the 

excess of current assets over current l i a b i l i t i e s i n absolute terms. 

This is a drawback. Two business enterprises with the same amount of 

working capital need not have the same debt-paying capacity i f the 

relative proportions of current assets and current l i a b i l i t i e s for the 

two enterprises are different. 

Analysis of the statement of "funds as t o t a l resources" also 

serves as a basis for forecasting the future flow of resources into the 

enterprise and the uses of such resources (purchasing power) i n the 

various assets of the enterprise. It i s possible to construct a pro- . 

forma statement of t o t a l resources and to estimate the short-term 

solvency position i n the future. A forecast of the relative amounts 

of current resources and current uses of resources i s a f a i r measure 

of the short-term l i q u i d i t y position. Thus, i t i s useful to short-

term creditors as a tool for decision making. 

The statement incorporating "funds as t o t a l resources" 

provides a more complete presentation of the information about the 

financial administration of an enterprise. Information about finan

c i a l transactions which do not directly affect cash or working capital 



-62-

is also significant to short-term creditors. It i s even possible to 

use information 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 "funds as l i t e r a l cash", "funds as 

monetary assets", and "funds as working capital", etc. as a means of 

communicating information significant 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 i s possible to compute s t a t i s t i c a l measures 

of fluctuations of recurring items from funds flow statements covering a 

number of periods. Prospective short-terra creditors can then objective

l y estimate the probable funds flow and solvency position i n a future 

p e r i o d . 1 1 Information in the funds flow statements i s generally suit

able for appraising short-term debt-paying a b i l i t y . It i s less relevant 

to appraising long-term debt-paying a b i l i t y . A forecast becomes pro

gressively less' reliable as i t s time period lengthens. In the long run, 
! of course, a company must be able to pay debts in the short-term and 

interim-term i f i t is to meet long-term commitments. I f a firm i s 

unable to pay i t s debts as they become due in the short and interim 

periods, and is unable to make satisfactory arrangements, a forecast 

of the long-term position i s not of much use. 

Presumably, cash flow analysis i s more accurate, reliable 

and relevant than funds flow analysis in predicting solvency for a 

See illustrations in Chapter III. 
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shorter time period. Funds flow analysis i s more relevant for a 

longer time period, say, from three to six months. Cash flowing into 

an enterprise i s readily available to meet current debt obligations. 

Inflows of funds need not be i n the form of cash. Such inflows of 

funds may be i n the form of receivables and other current assets. 

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

There are suggestions that funds flow statements, particu

l a r l y the statement of working capital and the statement of "funds as 

total assets", can be useful for predicting the financial policies and 

practices of an enterprise. They are thus useful for appraising i t s 

long-term debt-paying a b i l i t y . They can provide a basis for preparing 

proforma statements extending over a number of y e a r s . ^ However, i t 

is doubtful how reliable and useful forecasts for such long periods 

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

period increases. In the circumstance, income is a better measure of 

long-term debt-paying a b i l i t y . "A firm w i l l not remain in existence 

for a long time i f i t does not make sufficient profits. Funds from 

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

performance. However, i t is income statements which provide the real 

basis for forecasting future funds from operations. 

See Robert K. Jaedicke and Robert T. Sprouse, Accounting Flows: 
Income, Funds, and Cash, (Englewood C l i f f s , N.J.: Prentice-Hall, Inc., 
1965), pp. 92-93,' and Edgar 0. Edwards, "Funds Statements for Short-
and Long-Run Analysis", The Journal of Business, XXV No. 3 (July* 
1952), pp. 156-174. 
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A Proposal 

In view of i t s superiority over other analyses, the proposal 

i s made to adopt the analysis of "funds as t o t a l resources" as the most 

satisfactory for the purpose or estimating an enterprise's short-term 

debt-paying a b i l i t y . It has an additional advantage. Even though 

information i n most funds flow statements i s generally suitable for 

short-term analysis only, analysis of the flow of t o t a l resources can 

be used for long-term as well as short-term analysis.^3 

Suggested Adaptations 

It i s possible to enhance the usefulness of the information 

in the statement of flow of t o t a l resources by introducing some adapta

tions to the statement. The emphasis i s on gross inflows and outflows 

of funds rather than net funds flows, and the normal sources and uses 

of resources. Gross flows can be more meaningful than net flows. 

Normal sources and uses of resources are more relevant and useful for 

forecasting future funds flows. The principal features of the adapted 

statement of funds flow are as follows: 

1. A l l inflows in gross amounts of funds from normal sources 

are separately c l a s s i f i e d . The normal sources of funds flow may include 

funds from operations, regular bank loans, and purchase of merchandise 

on credit. In the normal circumstance we can expect funds flow from 

these sources to continue i n the normal course of operations. 

3̂ See Jaedicke and Sprouse, op. c i t . , Ch. V 
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2. A l l uses of funds i n gross amounts are likewise sep

arately c l a s s i f i e d . 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. A l l these are normal uses of funds in the ordinary course 

of business. 

3. A l l inflows of funds i n gross amounts which do not 

recur i n the normal course of operations are to be grouped i n another 

class. 

k. A l l uses of funds i n gross amounts which do not recur 

in the short-term operations are likewise separately grouped i n 

another class. ' ^ 

A Suggested Model 

We now suggest a "funds flow" statement which w i l l have 

the features i n the preceding section. We f i r s t present the support

ing data necessary for i t s preparation below. 
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XYZ Company Limited 

Schedule of Balance Sheet Changes 

For Period 

Balances Changes 

Current Assets 

Cash 
Accounts Receivable 
Merchandise Inventory 
Prepaid expenses 

Total Current Assets 

Long-lived Assets 

Equipment 
Plant 
Land 

Total Long-lived 
Assets 

Current L i a b i l i t i e s 

Notes payable (bank 
loans) 

1 Accounts Payable 

Total Current 

L i a b i l i t i e s 

Long-term L i a b i l i t i e s 

6$ Long-term Bonds 

Shareholders' Equity 
Share Capital 
Earned Surplus 

Total Shareholders' 
Equity 

Beginning 

$150,000 
180,000 
340,000 
14,000 

Ending 

$162,000; 
150,000 
390,000 
15,000 

$684,000 $727,000 

$150,000 
100,000 

$150,000 
120,000 
88,000 

$250,000 $358,000  
$934,000 $1,085,000 

$180,000 $ 155,000 
200,000 216,000; 

$380,000 $ 371,000 

$400,000 $ 490,000 
154,000 194,000 

$554,000 $ 684,000 
$934,000 $1,085,000 

Increase 

$12,000 
50,000 
1,000 

120,000 

16,000 

$ 20,000 20,000 

90,000 
40,000 

Decrease 

$30,000 

12,000 

25,000 
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We make the following additional assumptions, ( l ) The t o t a l 

debits and credits to no«es 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 $141,000. 
(3) The proceeds from issuance of capital stock and bonds, and sale of 

land were a l l i n the gross amounts as i n the statement of "funds flow". 

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

ceding section appears below. 
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XYZ Company Limited 

Statement of Funds Flow 

For period. 

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) 

Payment of dividends 
Regular bank loan repayments 
Payments to trade creditors on 

merchandise purchased 
Increase i n inventory 
Increase i n prepaid expenses 
Accounts receivable arising during period 

Cash (Increase) Decrease 

Normal sources 
Normal uses ' 

$330,000 
320,000 ($10,000) 

1 Non-recurring sources $122,000 
Non-recurring uses 120,000 ($ 2,000) 

Non-recurring Sources 

Issue of capital stock 
Issue of long-term bonds \ 
Sale of land 

Non-recurring Uses 

Construction of plant 

Total 

Source Application 

$ 90,000 
10,000 
35,000 

141,000 
180,000 
$456,000 

$ 90,000 
20,000 
12,000 

;>122,000 

$578,000 

$ 60,000 
60,000 
125,000 
50,000 
1,000 

150,000 

$446,000 

$ 12,000 

$120,000 

$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 w i l l continue i n the ordinary 

course of business. Information about normal funds flows can thus be 

useful for predicting future funds flows and short-term debt-paying 

a b i l i t y . The suggested model also has the advantage of showing changes 

in a l l resources including working capital assets. Different working 

capital assets have different degrees of l i q u i d i t y . Changes in working 

capital assets therefore have a direct effect on the l i q u i d i t y position, 

and are of interest to short-term creditors. 

Funds flows appearing i n the suggested statement i n gross 

amounts can be significant to short-term creditors. For example, a 

business borrowed $10,000 from banks and paid off the same amount 

during the same period. This w i l l not show up i n the conventional 

funds flow statement. If the business paid off $6,000 during the 

period, $4,000 w i l l appear i n the conventional statements as bank loans. 

Suppose the enterprise borrowed $4,000 from banks but made no repayment 

'during the period. Again $4,000 in bank loans w i l l appear i n the con

ventional funds statements. However, there are important implications 

in these cases. Careful analysis of such information can be helpful 

to forecasting future short-term debt-paying a b i l i t y . 

The presentation of cash as a separate item emphasizes the 

effects of funds flows on the cash position. Cash i s either a source 

or use of funds in the statement depending upon whether the cash 

balance decreases or increases. 
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It i s also possible to use the same information i n 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 according to the need of circumstances. Using 

information from the same funds statement, an i l l u s t r a t i v e statement 

of working capital appears below. 

XYZ Company Limited 
Statement of Working Capital 

For Period 

Working Capital Funds of Normal Sources: 

Operating at a profit $ 90,000 
Adjustment for depreciation 10,000 
Regular bank loans 35,000 
Purchase of merchandise on credit lUl,000 

Working Capital Funds of 
Non-Recurrent Sources: 

Issue of capital stock $ 90,000 
Issue of long-term bonds 30,000 
Sale of land 12,000 

Total funds provided 

Normal Applications of Working 
Capital Funds: .. 

Payment of dividends 
Liquidation of bank loans: -

Total bank loans repaid $60,000 
Excess of repayment 

over new loans 25,000 i 
Net use of working capital \ 35,000 

Payments to trade creditors 125,000 
Increase i n net current debt 

to trade creditors 16,000 

Non-Recurrent Applications of 
1 Working Capital Funds: 

Construction of plant 
Total application of funds 

Net Increase i n Working Capital 

See Schedule of balance sheet changes on p. 66. 

$ 60,000 

$276,000 

$132,000  

$Uo8,000 

$236,000 

$120,000  
$356,000 

2.00O 14 
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Thus, i t i s seen that the suggested model of funds statement 

is superior to other forms as a means of communicating information sig 

nificant for making decisions by short-term creditors. However, i t 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 i n a form suitable for the 

purpose. The prospective debtor may even be unwilling to make available 

such data and/or to make them available as often as the usefulness of 

the statement would demand. 

X' In summary, funds statements are coming to be recognized as 

providing a useful basis for appraising future debt-paying a b i l i t y . 

However, there are various interpretations of "funds". A funds state

ment may be prepared i n various ways according to the interpretation. 

Its usefulness to short-term creditors depends on the quality and 

quantity of information i t contains. A funds statement on the basis 

of "funds as t o t a l resources" is suggested as the most useful of a l l . 

Some adaptations to the statements can, however, enhance i t s usefulness. . 

The suggested model i s an attempt to do 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 i s an index of an enterprise's economic progress. 

It is a measure of i t s operating efficiency. Knowledge of an enter

prise's income can be a basis for making decisions relating to the 

enterprise. George 0. May suggests that i t can be useful i n at least 

ten different instances.^ 

The income statement i s a description of the inflows and 

uses of resources that give rise to the income of an enterprise for 

a period measured in accordance with generally accepted principles 

of accounting. Careful analysis of the income statements covering 

a number of periods gives a f a i r 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 i n the income statement 

can thus be used to forecast the inflows and uses of resources giving 

rise to the income of an enterprise in the future. 

It i s the future stream of income flowing from an asset 

that gives rise to i t s present value. Forecasting an enterprise's 

future income i s essential to the valuation of i t s assets. Thus, 

income determination i s requisite to the valuation of an enterprise. 

Op. c i t . , p.3. 
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The Interest of Creditors i n Income Determination 

The primary interest of creditors in a business enterprise 

is i t s a b i l i t y to pay off i t s debts as they f a l l due. Other considera

tions surround this central objective. Income is an index of future 

earning power. The income of an enterprise covering a number of periods 

can serve as a basis for creditors to estimate i t s future income flows 

and to appraise i t s future debt-paying a b i l i t y . A profitable enterprise 

is also a solvent enterprise in the long run. The income flowing into 

an enterprise necessarily increases the resources in i t s possession 

which i n turn increase their earning capacity and a b i l i t y to meet debt 

obligations. 

It i s desirable that an enterprise should operate e f f i c i e n t l y . 

Its resources w i l l then be more productive. E f f i c i e n t operations assure 

that i t w i l l flourish and continue to generate income in the future. 

Its periodic income in relation to i t s t o t a l resources is a f a i r measure 

of i t s operating efficiency. 

As a requisite to an enterprise's income stream continuing, 

i t i s necessary to maintain the stock of capital resources that make 

up i t s productive capacity. An increase of i t s stock of capital 

resources is even more preferable. Such an increase enhances both i t s 

prospective earning power and i t s debt-paying capacity. As a last 

resort, i t can liquidate i t s capital resources to meet debt obligations 

when there are no other means to do so. Generally, creditors do not 

expect a business to liquidate i t s capital resources to settle their 

claims. However, such resources serve as a margin of protection for 
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the creditors i n 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 i f distributions are i n 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 contracts prohibits the payment 

of dividends when there i s no income and the payment of dividends i n 

excess of income. There may be further restrictions on dividend dis

tributions imposed by the contractual relationship of a company when 

income drops below a certain amount. Income, therefore, establishes 

the limits within which dividends may be legally distributed and deter

mines dividend policy. 

Income is also the basis of taxation. However, i f 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 financial ratios which are u t i l i z e d 

for making credit appraisal. Common examples are "times-interest" ratio, 

" p r o f i t a b i l i t y " ratio, "accounts receivable turnover" ratio, and "inven-
2 

tory turnover" ratio, etc. These are measures of operating efficiency 

and are indicative of the probable probable prospect of short-term 

solvency. 
The income figure, in conjunction with items i n the balance 

sheet, i s necessary for computing these ratios. However, the ratios 

can be misleading i f the income figure i s incorrectly measured. 
2 See Chapter II 
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Except during periods of i n i t i a l plantcbnstruction and expan

sion, sound principles of financial management w i l l normally require 

that interest on debt capital should be paid out of current income, and 

debt capital should be repaid out of income accumulated in the business. 

It may be possible to pay interest on debt capital from short-term bor

rowings or existing resources. However, in order to accumulate s u f f i 

cient resources to pay off the debt capital when i t becomes payable, i t 

i s necessary to generate a sufficiently large flow of income during the 

period the debt capital i s outstanding. 

On the other hand a firm's financial policy may not require 

the repayment of the debt capital from accumulated income. In most 

cases, debt capital Is an essential and integral component,bf an opti

mum capital structure. As the debt capital becomes payable, an enter

prise w i l l either re-borrow from the existing creditors or obtain new 

debt capital to replace the existing debt capital as the latter 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 i t s future earning capacity. 

A profitable enterprise is a solvent enterprise i n the long 

run, but a profitable enterprise i s not necessarily solvent i n the short 

run. Therefore, income measurement has l i t t l e relevance to short-term 

credit analysis.3 The a b i l i t y of an enterprise to settle a debt f a l l i n g 

due shortly may depend on the cash flows which w i l l take place before 

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

See also Chs. I l l and IV 
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settlement of the debt i s of l i t t l e concern;to short-term creditors. 

His direct financial interest i n the enterprise terminates with the 

liquidation of his claims. The only additional interest he has i s as 

regards prospective future business. 

On the other hand, long-term creditors commit their resources 

to an enterprise for a long period and accept a position which i s not 

usually easily changed. Long-term creditors such as bondholders want 

to appraise the interim and the long-term picture. Thus, they want to 

appraise the probability of an enterprise being able to make interest 

payments and meet other debts as they f a l l due, and they want to be 

satisfied that i t w i l l eventually be able to repay the principal i n the 

long run. Unless there i s a stream of current and future income, the 

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

dissipation of i t s resources through losses. 

It is thus apparent that income determination i s of v i t a l 

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 concept used. It i s also possible to 

present the computation of income in several ways even though using 

only one particular concept of income. The different concepts of 

income have different degrees of relevance in credit analysis. The 

forms of presentation of the computation of income also have varying 

degrees of u t i l i t y to long-term creditors as a basis of appraising 

long-term debt-paying capacity. 

The remainder of this chapter w i l l be devoted to a brief 

examination and appraisal of the s u i t a b i l i t y of the concepts of income 
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and forms of Income statement as regards long-term credit analysis. 

An attempt w i l l be made to introduce such modifications as appear 

desirable. 

Criteria for Choice of an Income Concept 

Of the various concepts of income available, each has certain 

advantages for a particular purpose. Consequently, i n any dispute over 

how income should be best measured, i t i s only rarely that the question 

can be settled by appeal to a fundamental income concept. The various 

methods of measuring income may a l l be consistent with the basic concept 

of income, but each puts a different interpretation on the elementary 

notions of which the basic concept i s composed.^ Therefore, there should 

be suitable c r i t e r i a by which a choice may be made among the various 

methods of measuring income. There are three applicable general c r i t e r i a : 

( l ) The concept should best serve the purpose for which the measurement 

of income is desired. (2) It should be capable of implementation, i n 

the broadest sense of the term. Otherwise, i t has no real value i n 

i practice no matter how conceptually sound i t may be. (3) It should 

also be readily understood and interpreted. Otherwise, the measurement 

of income i s useless as a basis of decision makdmg. 

The purpose of this chapter i s to evaluate the usefulness of 

income measurement as a basis for making long-term credit appraisal. 

As regards this purpose, two additional c r i t e r i a are relevant for the 

choice of a suitable income concept: ( l ) The concept should be capable 

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

5 See discussions i n the preceding section. 
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on the maintenance of capital or productive capacity. 

Concepts of Income and their Relevance to Credit Analysis 

The economist supplies the conceptual framework of income 

measurement. The popular economic concepts of income include ( l ) Irving 

Fisher's concept of income,? (2) the Hicksian concept of income, 8 

(3) the concept of variable income by Sidney S. Alexander,9 and (k) the 

concept of income as increase i n net worth by Ronald Edwards.^ 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 i s the 

increase of capital values i n real terms at two points of 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 income are theoretically suitable bases for income measure

ment which i s 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 

0 See discussions in the preceding section. 
7 
' Ronald Ma, A Review of Price-Level Change and Income Determination  

Concepts (Unpublished M.B.A. Dissertation, University of B r i t i s h 
Columbia, 1963), p. 6. 

Q 

J . R. Hicks, Value and Capital, (Oxford: Clarendon Press, 19^6). 
o 
* "Income Measurement in a Dynamic Economy" in Baxter and Davidson, 

op. c i t . 
"The Nature and Measurement of Income" i n Baxter and Davidson, 

op. c i t . 
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expectations. Under conditions of certainty this i s no problem, for 

a l l expectations w i l l be realized. In real l i f e , however, business 

enterprises operate under conditions of uncertainty. That a l l expecta

tions w i l l be realized i s a r a r i t y . Besides, expectations are subjective 

and not easily measurable. It is doubtful i f they can have relevance to 

indicating future earning potential when the concepts cannot be imple

mented in practice. Thus, they f a l l short of the general c r i t e r i a . 

The economic concepts of income, although sound i n 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 rather than conceptual. 

His main concern i s : what should be included in the income for a period? 

The accountant has two major concepts of income i n this regard: ( l ) the 

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

of income. 

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

items of revenues, expenses, gains and losses as necessary factors i n 

income determination irrespective of the period in which they arise. 

The income statement for a period properly includes a l l extraordinary 

items and these correcting previous periods (suitably described and 

segregated). This concept emphasizes the to t a l changes i n values, 

irrespective of sources, and therefore i s more akin to the economic 

concepts of income. Arguments in support of this concept include 
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( l ) over a number of periods extraordinary items do i n fact become 

ordinary and recurring items, (2) efficiency and prediction of future 

performance should be based on the h i s t o r i c a l experience of a series of 

years, and (3) income measurement for a 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 from the decisions of the current period, and relate to the 

normal operations of the enterprise. This concept focuses on the measure

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 implementation. They are generally 

understood by businessmen and other readers of financial statements. 

However, these concepts are silent on the question of maintaining capital 

intact. The methods of valuing assets and determining expired costs 

largely determine whether or not the concepts w i l l result i n maintaining 

capital intact in real terms. As regards income measurement as a basis 

for indicating future earning potential, the current operating concept  

of income appears to be superior to the all-inclusive concept of income. 

There is greater likelihood that income flowing from recurring sources 

in the normal operations of the enterprise w i l l continue i n the future. 

An income statement including 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 i n measuring the income for a period, he has two 

further questions to consider: ( l ) what are proper deductions i n deter

mining income? (2) what are profit-sharing distributions rather than 

deductions in determining income? Having regard to these questions, 

i t i s possible to compute several income figures within an income 

statement each of which may be of particular interest to some classes 

of readers. These include ( l ) income as tot a l value added, (2) enter

prise net income, (3) net income to investors (shareholders and long-

term creditors), (k) net income to shareholders (common and preference 

shareholders), (5) net income to equity shareholders. 1 1 

Income as t o t a l value added i s selling price of the enter

prise's products less, cost of goods and services. It focuses on em

ployees, owners, creditors and the government as recipients of a share 

of the income. This is not of much interest to long-term creditors 

because payments to employees have not been 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. 

Enterprise net income is the change i n the net assets of the 

enterprise arising out of (a) the excess of revenues over expenses, and 

(b) other gains and losses to the enterprise from sales, exchanges, or 

other conversions of assets. Interest charges on long-term debts, 

income taxes, true profit-sharing distributions are not determinants 

1 1 Eldon S. Hendriksen, Accounting Theory, (Homewood, I l l i n o i s : 
Richard D. Irwin, Inc., 1965), PP« 117-124. 
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of enterprise net income. d Enterprise net income focuses on share

holders, bondholders and the government as r e c i p i e n t s of a share i n the 

enterprise net income. Long-term c r e d i t o r s have a v i t a l i n t e r e s t i n 

enterprise net income as the normal source of funds f o r paying p e r i o d i c 

i n t e r e s t on long-term debts. I t i s usual f o r long-term c r e d i t o r s to 

compute the "times-interest" r a t i o on the enterprise net income as a 

basis f o r appraising long-term debt-paying a b i l i t y . Furthermore, i n 

asse?,si'Jg the times-interest r a t i o , p e r i o d i c i n t e r e s t payments take 

precedence over taxes because i n t e r e s t payments are deductible against 

taxable income. In the short run, taxes must be paid a f t e r deductions 

f o r i n t e r e s t charges. This n e c e s s a r i l y reduces the t o t a l resources 

a v a i l a b l e ( e s p e c i a l l y with the high rate of corporate taxes) and the 

future earning p o t e n t i a l . But from the viewpoint of maintaining c a p i 

t a l i n t a c t , long-term c r e d i t o r s can assume that some surplus w i l l 

remain a f t e r taxes, f o r tax rates are always l e s s than 100 per cent 

of income, and taxes are on income. Taxes w i l l not lead to impairment 

of c a p i t a l i f income has been properly and c o r r e c t l y determined. This 

does, however, assume that deductions are allowed i n determining tax

able income f o r a i l items which r e f l e c t a reduction i n resources, which 

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

Income to investors (shareholders and long-term c r e d i t o r s ) 

i s enterprise net income l e s s taxes. As regards a b i l i t y to pay p e r i o d i c 

± e i American Accounting A s s o c i a t i o n , Accounting and Reporting Standards  
f o r Corporate F i n a n c i a l Statements, 1957 Revision, p. 3 Cf. Robert T. 
Sprouse and Maurice Moonitz, "A Tentative Set of Broad Accounting 
P r i n c i p l e s f o r Business E n t e r p r i s e " Accounting Research Study No. 3 , 
(New York: American I n s t i t u t e of C e r t i f i e d Public Accountants, 1 9 6 2 ) , 
p, 4 5 , and Finney and M i l l e r , op. c i t . , pp. 7 5 - 7 6 . 
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i n t e r e s t , income to investors i s of l i t t l e i n t e r e s t t o long-term 

c r e d i t o r s , f o r i n t e r e s t payments take a p r e f e r e n t i a l order before taxes 

i n computation of income i f not i n payment. However, i t i s of i n t e r e s t 

to long-term c r e d i t o r s as a source of inflow of resources which w i l l 

b u i l d up reserves f o r eventual payment of long-term debts and w i l l 

enhance the enterprise future earning p o t e n t i a l so long as these 

resources remain i n the e n t e r p r i s e . 

Income to shareholders ( common and preference shareholders) 

i s enterprise net income less, i n t e r e s t , income taxes and other p r o f i t -

sharing d i s t r i b u t i o n s . ^ 3 Income t o shareholders i s the basis f o r pay

ing dividends' (preference and common), I t i s of i n t e r e s t to long-term 

c r e d i t o r s to the extent that dividend d i s t r i b u t i o n s must not impair the 

c a p i t a l of the enterprise and i t s long-run earning power. 

Income to r e s i d u a l equity shareholders i s income to share

holders l e s s preference dividends. This i s of i n t e r e s t to long-term 

c r e d i t o r s f o r reasons s i m i l a r . t o those i n the preceding paragraph. 

Form of Income Statement 

The income statement i s e s s e n t i a l l y a means of communicating 

information about the r e s u l t s of an enterprise's past operations. 

There are a v a r i e t y of ways t o present such information. The usual 

forms are si n g l e - s t e p income statements, multiple step statements, 

and combined single-step income and retained earnings statements. 

^3 Accounting and Reporting Standards f o r Corporate F i n a n c i a l  
Statements, 1957 Revision, p. 3. 



I t may fu r t h e r be modified to present the information to meet the needs 

of some p a r t i e s , such as long-term c r e d i t o r s 

A Proposal 

For reasons i n the preceding paragraphs, a proposal i s made 

to adopt the follo w i n g : 

As regards the concept of income measurement as a basis f o r 

making long-term c r e d i t a p p r a i s a l , the current operating concept of 

income i s most appropriate. Only items of revenues, expenses, gains 

and losses that r e l a t e t o the normal and current operating transactions 

of the enterprise should enter i n t o the determination of i t s p e r i o d i c 

income. 

As regards what are proper deductions against revenue,„&&d 

what are p r o f i t - s h a r i n g d i s t r i b u t i o n s rather than deductions against re 

•frewjszt,, the f i g u r e f o r enterprise net income i s of primary importance 

to long-term c r e d i t o r s . 

Rearrangement of items i n the income statement may be made 

to emphasize the f i g u r e s which are of i n t e r e s t to long-term c r e d i t o r s . 

We may compute a f i g u r e emphasizing the main operations of the enter

p r i s e : sales l e s s cost of goods s o l d and expenses r e l a t e d to s a l e s . 

Next we compute the enterprise income exclusive of depreciation and 

depletion charges to a r r i v e at the enterprise income before such 

deductions. Deduction o f depreciation gives enterprise net income.. 

Finney and M i l l e r , op. c i t . , Ch. I I I . 
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We deduct i n t e r e s t on long-term debt t o a r r i v e at the net income before 

taxes. Adjustment f o r taxes gives the net income to shareholders. 

A Suggested Income Statement 

An income statement which incorporates the various 

i n the preceding paragraph i s as appears below: 

XYZ Company Limited 
Income Statement 

For period ended 

proposals 

Sales ( l e s s returns ana allowances) 
Less: Cost of goods s o l d 

Gross Margin 

Deduct: 
Salesmen's s a l a r i e s 
Sales discounts . 
Various other sales expenses 

Net Income from Sales 

Add other income: 
Interest income 

Investment income from s u b s i d i a r i e s 

Income a f t e r sales expenses 

$15,000 
2,000 
3,000 

$ 1,000 
2,000 

Deduct: 
General and administrative expenses (exclusive 

of depreciation, i n t e r e s t and taxes) 

En t e r p r i s e income before depreciation, i n t e r e s t 
and taxes 

Depreciation 

Enterprise net income 

Deduct: 
Interest on long-term debts 

Enterprise net income before taxes 
Income Taxes 

$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 
Net income to shareholders $ 5,000 
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The income statement as suggested has several merits. I t contains 

information which i s of i n t e r e s t to several classes of c r e d i t o r s . I t 

presents several f i g u r e s i n the computation of periodic income each of 

which can be u s e f u l t o c r e d i t o r s . Net income from sales ($20,000) 

measures the operating e f f i c i e n c y . The enterprise net income before 

depreciation and taxes ($15,000) i s a measure of management's success 

with resources c o n t r o l l a b l e i n the short run. This f i g u r e a l s o corres

ponds to the normal flow of funds from operations i n t o the enterprise 

and i s of i n t e r e s t to short-term creditors.15 The most important f i g u r e 

as regards the payment of p e r i o d i c i n t e r e s t f o r long-term c r e d i t o r s i s 

the enterprise net income ( $ 1 3 , 0 0 0 ) S i n c e taxes are chargeable a f t e r 

i n t e r e s t deductions, t h i s f i g u r e i n d i c a t e s the amount a v a i l a b l e f o r pay

ment of p e r i o d i c i n t e r e s t . This a r i s e s from the normal operations of 

the enterprise and therefore i s a more r e l i a b l e index f o r p r e d i c t i n g 

future income flow and a b i l i t y to pay p e r i o d i c i n t e r e s t . Depreciation 

deduction i s proper, f o r i t i s necessary f o r a measurement of income 

which w i l l not r e s u l t i n overstatement and excessive dividend d i s t r i b u 

t ions leading to impairment of c a p i t a l , however crude i t s estimate may 

be. . 

Non-recurring and c o r r e c t i n g charges and c r e d i t s are excluded from 

our suggested model. Our t h e s i s i s that as they are not regular sources 

of income or charges, long-term c r e d i t o r s cannot depend on non-recurring 

sources f o r payment of p e r i o d i c i n t e r e s t and eventual repayment of p r i n 

c i p a l . Such charges and c r e d i t s a f f e c t the income to shareholders. 

15 This corresponds to the conventional funds from operations. 

1^ In p r a c t i c e , t h i s i s used to compute the time-honoured times-
i n t e r e s t r a t i o . 
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They axe, however, of l e s s e r i n t e r e s t to c r e d i t o r s f o r c r e d i t o r s w i l l 

have got t h e i r share of the enterprise net income long before the share

holders. Long-term c r e d i t o r s do, nonetheless, have an i n t e r e s t i n these 

items to the extent that non-recurring charges might wipe out the sur

pluses and impari the c a p i t a l of the i n t e r p r i s e and future earning 

p o t e n t i a l , or v i c e versa, but past h i s t o r y i s probably of l i t t l e guide 

i n the p r e d i c t i o n of these items. 

I t i s apparent that our suggested model income statement d i s 

closes much more information than i s a v a i l a b l e at present. Such inform

a t i o n i s i n a form ready f o r use by c r e d i t o r s f o r p r e d i c t i n g future 

income flows and debt-paying a b i l i t y . Given such income f i g u r e s cover

ing a number of periods and assumptions about future s a l e s , cost of 

sales and r e l a t e d expenses, i t i s possible to prepare proforma income 

statements and estimates of future income. Long-term c r e d i t o r s can 

then decide on the various courses of a c t i o n according to t h e i r f o r e 

c a s t s . Employment of the s t a t i s t i c a l technique discussed i n Chapter 

I I I w i l l enhance the value of the f o r e c a s t s . 

I t i s admitted that the suggested model i s unconventional. 

I t may a l s o appear confusing to some readers. This i s , however, not 

important, because i t i s intended f o r c r e d i t o r s who have some under

standing of accounting. Our main concern i s that i t should serve 

t h e i r needs more adequately than the conventional income statements. 

U t i l i t y alone i s the j u s t i f i c a t i o n f o r any manner of presentation;-, 

Consolidated Income Statements 

"The purpose of consolidated income statements i s to present 
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p r i m a r i l y f o r the b e n e f i t of the shareholder and c r e d i t o r s of the 

parent company, the r e s u l t s of operations and the f i n a n c i a l p o s i t i o n 

of a parent company and i t s s u b s i d i a r i e s e s s e n t i a l l y as i f the group 

were a s i n g l e company with one or more branches or d i v i s i o n s . " ^ 

Conceivably, c r e d i t o r s can haver valuable information about the true 

earnings of the parent company against which they have claims. An 

important weakness i s that c r e d i t o r s can have claims only on the 

assets of the company with which they have contracted. Much of the 

income of s u b s i d i a r i e s i s i n the form of stock appreciation; there 

need not be a v a i l a b l e cash to pay o f f debts of the parent company 

unless i t receives cash dividends from s u b s i d i a r i e s or unloads the 

holdings. In t h i s regard consolidated income statements are l e s s 

r elevant. Moreover, consolidated statements can conceal some p e r t i 

nent f a c t s . An insolvent and unprofitable s u b s i d i a r y i s e a s i l y covered 

up i n a consolidated statement. In f a c t , bankers and other c r e d i t o r s 

even r e j e c t consolidated statements as not u s e f u l . ° "For i n t e l l i g e n t 

a n a l y s i s and c r e d i t granting c o n s o l i d a t i n g f i g u r e s are e s s e n t i a l . 

Consolidated balance sheets are worthless unless every subsidiary's 

statement i s separately shown. A great many e v i l s masquerade under 

the name of consolidated balance sheets." "A breakdown by s u b s i d i a r i e s 

would be h e l p f u l and would a i d i n d i s t i n g u i s h i n g between p r o f i t a b l e and 

non-profitable units.^9 A subsidiary having a considerable d e f i c i t i s 

17 Accounting Research B u l l e t i n #51, p. 4 l 

1 8 See Roy A. Foulke, The Balance Sheet of the Future, (New York: 
Dun and Bradstreet, Inc., 19^1) pp. 14-16. 

1 9 I b i d . , p. 15. 

1 
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not apparent i n a c o n s o l i d a t e d balance sheet. I t would appear t h a t f o r 

a s u b s i d i a r y c o n s o l i d a t e d statements would even confuse c r e d i t o r s and 

not e n l i g h t e n them. We t h e r e f o r e should r e j e c t c o n s o l i d a t e d balance 

sheets as not being h e l p f u l t o c r e d i t o r s . 

In summary, the income statement i s u s e f u l t o long-term 

c r e d i t o r s as a t o o l f o r a p p r a i s i n g long-term debt-paying a b i l i t y . 

However, there are many concepts of income. The computation of 

p e r i o d i c income v a r i e s a ccording t o the income concept. The income 

statement may a l s o be presented i n s e v e r a l ways r e g a r d l e s s of the 

income concept. They a l l have d i f f e r e n t degrees of u t i l i t y t o l o n g -

term c r e d i t o r s . Our proposals as regards income concept and presenta

t i o n are suggested as most s a t i s f a c t o r y f o r t h e i r needs. They have, 

however, l e s s e r relevance t o short-term c r e d i t o r s because a p r o f i t a b l e 

e n t e r p r i s e need not be a l s o s o l v e n t i n the short run. For example, 

income i n the form of a s s e t a p p r e c i a t i o n does not generate cash or 
20 

other l i q u i d resources f o r payment of short-term debts. 

See Appendix X X I I I - A Note on Income Determination. 
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CHAPTER VI 

THE BALANCE SHEET 

What i s a Balance Sheet? 

The balance sheet has been defined as a statement of the 

assets, the l i a b i l i t i e s , and the c a p i t a l of a business as shovn by the 

balances i n i t s books as of a s p e c i f i c d a t e . 1 I f these balances d i d 

include a l l resources and a l l claims and d i d f a i r l y represent these 

items, the balance sheet would reasonably r e f l e c t the amount of r e 

sources i n the possession of the business and the claims against these 

resources by i t s c r e d i t o r s and owners as of that date. The conventional 

approach to the balance sheet i s to assume that the balances do f a i r l y 

represent the s i t u a t i o n even though t h i s i s debatable. 

I t i s usual to describe the nature of the assets, l i a b i l i t i e s 

and c a p i t a l and to c l a s s i f y them accordingly. The common c l a s s i f i c a 

t i ons f o r assets are ( l ) current assets, and (2) l o n g - l i v e d or f i x e d 

assets. The common c l a s s i f i c a t i o n s f o r l i a b i l i t i e s are ( l ) current 

l i a b i l i t i e s , and (2) long-term l i a b i l i t i e s . Shareholders' equity i s 

c l a s s i f i e d 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 i s presumably to pre

sent s i g n i f i c a n t information about the assets, l i a b i l i t i e s and c a p i t a l 

x A.E. Cutforth, Balance Sheets: Their Uses, Abuses and L i m i t a t i o n s , 
(Toronto: The Dominion A s s o c i a t i o n of Chartered Accountants, 1 9 3 7 ) , p.l« 
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of a business which the reader requires f o r making meaningful f i n a n c i a l 

a n alysis and i n t e r p r e t i n g and reaching conclusions about the business 

e n t e r p r i s e . Such an a l y s i s and conclusions can serve as a b a s i s f o r 

making subsequent decisions r e l a t i n g t o the business e n t e r p r i s e . 

It s Usefulness to C r e d i t o r s : 

The main i n t e r e s t of c r e d i t o r s (long-term and short-term) 

i n a business enterprise i s i t s future debt-paying a b i l i t y , a f a c t o r 

which i s fundamental i n deciding whether or not to grant c r e d i t . 

How f a r the balance sheet can be h e l p f u l t o c r e d i t o r s i n t h i s i s 

discussed i n the following paragraphs. 

I t has been suggested that future earning p o t e n t i a l i s the 

proper measure of long-term debt-paying a b i l i t y . 2 Future earnings 

flow from productive resources. The amount of productive resources 

are i n d i c a t i v e of the future earning p o t e n t i a l . The balance sheet 

shows ( i f i t f a i r l y represents the s i t u a t i o n ) the amount of an 

enterprise's t o t a l resources a v a i l a b l e f o r generating future earnings. 

In conjunction with the income statement the rate of earnings flowing 

from such resources may be computed from the balance sheet. Some 

resources are used up i n the process of generating earnings. For 

example, merchandise may be sold and supplies used up. Such changes 

i n the resources are determinants of p e r i o d i c income. Successive 

balance sheets w i l l r e f l e c t such changes. Thus, the balance sheet 

See Chapter V 
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provides some information f o r measuring p e r i o d i c income.3 

I t has also been suggested i n an e a r l i e r chapter that f o r e c a s t 

ing cash flow can be i n d i c a t i v e of short-term solvency.*4'. In the ordinary 

circumstance, we can assume (as we normally do) that the business w i l l 

continue t o operate. I t i s reasonable to expect current assets to be a 

source of cash flow i n the near f u t u r e . S i m i l a r l y , current l i a b i l i t i e s 

represent future uses of cash. Thus, the information about current 

assets and current l i a b i l i t i e s i n the balance sheet i s s i g n i f i c a n t f o r 

f o r e c a s t i n g the cash flow f o r a short period of time immediately follow

ing the balance sheet date. 

Creditors u s u a l l y make c r e d i t appraisals with the a i d of 

f i n a n c i a l r a t i o s such as "debt-equity" r a t i o , " d e b t ' t o t a l assets" r a t i o , 

etc.5 The debt-equity r a t i o shows the p r o t e c t i o n f o r c r e d i t o r s by equity 

c a p i t a l . The d e b t ' t o t a l assets r a t i o measures the p r o t e c t i o n f o r cred

i t o r s i n terms of t o t a l resources. The computation of these r a t i o s 

requires information about the assets, l i a b i l i t i e s and c a p i t a l . The 

balance sheet i s the ready source"of such information. 

The information about the assets given i n a balance sheet i s 

a l s o i n d i c a t i v e of the asset structure of a business e n t e r p r i s e . The 

3 As Sprouse and Moonitz s t a t e , "Both experience and abstract ana
l y s i s t e l l us i n unmistakable terms that any attempt i n accounting to 
emphasize e i t h e r the balance sheet or the income statement to the 
exclusion of the other i s bound to give disappointing r e s u l t s . Neither 
l i v e s i n i s o l a t i o n from the other. Both must be considered i n an i n t e 
grated attack on the problem of f i n a n c i a l r e p o r t i n g . " Accounting Research  
Study No. 3) op. c i t . , p. 5. 

*+ See Chapter IV 

5 For other relevant r a t i o s , see Chapter I I . 
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asset structure can be s i g n i f i c a n t to c r e d i t o r s f o r making d e c i s i o n s . 

Let us assume the industry, to which an enterprise belongs, has a 

c e r t a i n asset structure which i s close to the optimum which should 

e x i s t f o r that industry. I f the balance sheet of the enterprise shows 

tha« i t s inventory i s excessive by the standards of that industry, the 

prospective short-term c r e d i t o r s may w e l l be l e d to assume that i t s 

sales are d e c l i n i n g and inventory turnover i s slowing down. They may 

be r e l u c t a n t to regard past sales as i n d i c a t i v e of prospective future 

sales volume. I t i s possible that there are other legitimate reasons 

explaining the excessive inventory. However, the prospective short-

term c r e d i t o r s w i l l be prone to enquire f u r t h e r before they decide 

whether or not to give c r e d i t . An excessive amount of accounts r e c e i v 

able may have analogous implications which require consideration by the 

prospective short-term c r e d i t o r s . The e x i s t i n g short-term c r e d i t o r s 

may decide whether or not to extend a d d i t i o n a l c r e d i t , using s i m i l a r 

reasoning. 

Prospective long-term c r e d i t o r s may a l s o be concerned with 

future earning prospects i f there appears to be excessive inventory 

and accounts r e c e i v a b l e . The e x i s t i n g long-term c r e d i t o r s may wish 

to i n v e s t i g a t e i f i n f a c t sales are d e c l i n i n g , p o s s i b l y leading to a 

decline i n earnings. They may become f e a r f u l of the safety of t h e i r 

investment i n the enterprise i f the decline i n sales i s l i k e l y to 

continue, r e s u l t i n g i n a decrease i n earnings. They may wish to invoke 

the protective clauses i n t h e i r long-term loan agreements i f the earn

ings f a l l s below a s p e c i f i c amount. 
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Let us a l s o assume that there can be formulated a standard 

c a p i t a l structure f o r the industry. The balance sheet i s i n d i c a t i v e 

of the c a p i t a l structure of the business e n t e r p r i s e . I f the long-term 

debts as shown i n the balance sheet of the enterprise are excessive by 

industry standards, the prospective long-term c r e d i t o r s may e i t h e r 

refuse to lend money to the enterprise because a d d i t i o n a l loans w i l l 

reduce the r e l a t i v e p r o t e c t i o n f o r a l l c r e d i t o r s , or require a d d i t i o n a l 

s e c u r i t y f o r t h e i r loans. As f o r the e x i s t i n g long-term c r e d i t o r s , 

there may be clauses i n the e x i s t i n g long-term debt agreements pro

v i d i n g that the long-term debts s h a l l become immediately payable when 

the t o t a l long-term debts i n the c a p i t a l structure exceed a c e r t a i n 

proportion. 

I t has been stated e a r l i e r that short-term c r e d i t o r s expect 

to be paid from short-term cash flow, and long-term c r e d i t o r s expect 

to be paid from future earnings. However, i n an uncertain business 

world there i s no assurance that t h e i r expectations w i l l m a t e r i a l i z e . 

There i s always the p o s s i b i l i t y that a f i r m may go i n t o l i q u i d a t i o n . 

Accordingly, c r e d i t o r s (long-term and short-term) want to know the 

probable amount of resources they can salvage i n such an event. 

Information about the assets, l i a b i l i t i e s and c a p i t a l i n the balance 

sheet could be h e l p f u l to c r e d i t o r s i n t h i s regard dependent on the 

bases of measurement of those items. Long-lived assets such as land, 

b u i l d i n g s , plant and equipment do not d i s s i p a t e e a s i l y and do remain 

i n the business f o r a r e l a t i v e l y long period of time. I f the business 

does not otherwise dispose of these assets ( c r e d i t o r s normally protect 

themselves by contractual agreements i n t h i s regard), they can provide 
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some pro t e c t i o n f o r the c r e d i t o r s i n the event of l i q u i d a t i o n . 

However, the current assets can normally deplete more e a s i l y . 

The balance sheet w i l l only be i n d i c a t i v e of the probable p r o t e c t i o n 

f o r c r e d i t o r s f o r a short period immediately following the balance 

sheet date. One may argue that the balance sheet only serves the 

needs of the short-term c r e d i t o r s . I t i s conceivable that the long-

term c r e d i t o r s w i l l f i n d i t d i f f i c u l t to appraise what pro t e c t i o n they 

w i l l have i n , say, f i f t e e n years. However, the annual balance sheet 

can help to lessen t h i s d i f f i c u l t y . Except f o r the current assets, 

other assets do not normally f l u c t u a t e very s u b s t a n t i a l l y w i t h i n a 

year unless the business chooses to dispose of, or acquire more of 

such assets. Long-term c r e d i t o r s normally seek to r e s t r i c t the d i s -

posal of those non-current assets. I f the business acquires a d d i t i o n a l 

assets, the p r o t e c t i o n f o r c r e d i t o r s i s strengthened. 

The above i l l u s t r a t i o n s show that the balance sheet does 

provide information s i g n i f i c a n t to making o v e r a l l c r e d i t a p p r a i s a l s . 

I t i s admitted that the balance sheet i s j u s t one of the several 

sources of information required f o r a complete c r e d i t a n a l y s i s . 

However, to the extent that i t i s of assistance to making future 

expectations relevant to a firm's debt-paying a b i l i t y , c r e d i t o r s 

must f i n d i t h e l p f u l . 

L imitations of I t s Usefulness 

There are several approaches to balance sheet valuation.? 

6 As has been suggested i n Chapter I I , future earnings i s the 
r e a l p rotection f o r long-term c r e d i t o r s . 

? Eldon S. Hendriksen, Accounting Theory, op. c i t . , Ch. V I I I . 
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The nature of the information i n the balance sheet w i l l vary according 

to the approach taken. The i n t e r p r e t a t i o n of the information w i l l 

follow such v a r i a t i o n s . 

The conventional approach i s to value the assets, l i a b i l i t i e s 

and c a p i t a l at h i s t o r i c a l cost or to value them separately on d i f f e r e n t 

bases wi t h i n the broad framework of generally accepted accounting p r i n 

c i p l e s . The assumption of c o n t i n u i t y i s i m p l i c i t unless otherwise 

i n d i c a t e d . However, t h i s gives r i s e to several l i m i t a t i o n s on the 

usefulness of the balance sheet as i s shown i n the following paragraphs. 

Perhaps the information i n the balance sheet most s i g n i f i c a n t 

to the c r e d i t o r s i s the amount of resources a v a i l a b l e f o r the generation 

of future earnings. The approach of v a l u i n g assets at h i s t o r i c a l cost . 

i s i r r e l e v a n t i n t h i s regard. I t i s the flow of future b e n e f i t s from 

such assets that give r i s e to the present value of assets. Therefore, 

present value i s t h e o r e t i c a l l y the proper basis f o r balance sheet, 

v a l u a t i o n . However, t o compute present value i t i s necessary to e s t i 

mate the future benefits flowing from such assets and to discount such 

b e n e f i t s at an appropriate rate of i n t e r e s t . The estimate of future 

be n e f i t s i s s u b j e c t i v e . There i s no s i n g l e acceptable basis f o r 

choosing an appropriate discount r a t e . In p r a c t i c e , these two problems 

remain i n s o l u b l e at the present stage of the development i n accounting. 

Thus, i t i s d i f f i c u l t , i f not impossible, t o use present value as a 

basis of balance sheet v a l u a t i o n . 

S i m i l a r l y , i f the balance sheet i s to show the amount of 

protection c r e d i t o r s have i n the event of l i q u i d a t i o n , i t i s necessary 
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to value the assets i n the balance sheet on a l i q u i d a t i n g b a s i s . The 

conventional h i s t o r i c a l approach i s again i r r e l e v a n t i n t h i s regard. 

The balance sheet by i t s e l f i s a l s o not an adequate basis 

f o r the prospective c r e d i t o r s (long-term and short-term) to decide 

whether or not t o grant c r e d i t . A l l c r e d i t o r s expect to be repaid i n 

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 c r e d i t o r s 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 r e a l bases 

f o r making c r e d i t d e c i s i o n s . The balance sheet i s only a u x i l i a r y to 

making forecasts of future cash flow and earnings. Therefore, the 

balance sheet by i t s e l f and the form of a l i s t i n g of assets and l i a b i l 

i t i e s as at one date and as of the dates debts w i l l be paid are i r r e 

levant f o r making c r e d i t d e c i s i o n s . 

There, are other c r i t i c i s m s against the balance sheet. The 

balance sheet i s conventionally regarded as r e f l e c t i n g the f i n a n c i a l 

p o s i t i o n of an enterprise as of a s p e c i f i c date. This i n t e r p r e t a t i o n 

seems to be erroneous. There i s no i n t e n t i o n to l i q u i d a t e a l l the 

assets and pay o f f a l l the debts as of the balance sheet date. I f i t 

i s i n t e r p r e t e d as r e f l e c t i n g the f i n a n c i a l p o s i t i o n , i t w i l l be neces

sary to value the assets on a l i q u i d a t i n g b a s i s . The conventional 

going concern basis of asset v a l u a t i o n no longer a p p l i e s . The assets 

may be worth l e s s or more i n l i q u i d a t i o n than i s shown i n the balance 

sheet. For t h i s purpose the balance sheet w i l l not i n f a c t present 

the f i n a n c i a l p o s i t i o n desired but w i l l show a misleading p i c t u r e of 
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the e n t e r p r i s e . Furthermore, t h i s i n t e r p r e t a t i o n w i l l c ontradict our 

usual going concern assumption and would seem to render unnecessary 

the making of any c r e d i t a p p r a i s a l except as a measure of possible 

p r o t e c t i o n . I f i t i s to be assumed that a firm i s going i n t o l i q u i d a 

t i o n as the i n t e r p r e t a t i o n implies, the prospective c r e d i t o r s w i l l not 

extend any c r e d i t to the f i r m . E x i s t i n g c r e d i t o r s w i l l have no choice 

or d e c i s i o n to make. I f we assume the business w i l l continue to operate 

(as we normally do), the concept of f i n a n c i a l p o s i t i o n on a l i q u i d a t i n g 

basis becomes i r r e l e v a n t to c r e d i t o r s f o r d e c i s i o n making except as a 

measure of possible p r o t e c t i o n and thereby measure of r i s k . There 

should be no suggestion that the balance sheet r e f l e c t s the f i n a n c i a l 

p o s i t i o n of a business on a l i q u i d a t i n g b a s i s as of the balance sheet 

date. 

Furthermore, the balance sheet i s s t a t i c i n nature. I t 

describes the assets, l i a b i l i t i e s and c a p i t a l at a point of time. 

The c r e d i t o r s are generally more concerned with what happens to the 

business enterprise a f t e r the balance sheet date than on the balance 

sheet date i t s e l f . The balance sheet i s not forward-looking enough 

i i i t h i s respect. Business negotiations look t o the future and are 

dynamic i n nature. Making dynamic estimates about the future on 

dates prepared on a s t a t i c a n a l y s i s i s generally inadequate. 

For reasons s i m i l a r to those given i n the preceding para

graphs of t h i s s e c t i o n , the conventional approach to balance sheet 

v a l u a t i o n does not seem to r e s u l t i n information s u i t a b l e f o r computing 

the various f i n a n c i a l r a t i o s , rate of income flow and forecast of 
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short-terra cash flow. Such computations can only be useless and mis

leading i f the basis of balance sheet v a l u a t i o n i s f a u l t y . 

I t might then seem reasonable to r e j e c t the conventional 

balance sheet a v a i l a b l e at present as h e l p f u l to c r e d i t o r s f o r making 

c r e d i t a p p r a i s a l s . 

Where the Problem L i e s 

However, i t i s hardly deniable that the balance sheet can be 

h e l p f u l to c r e d i t o r s . I t i s a f a c t that c r e d i t o r s (long-term and short-

term) do use balance sheets i n c r e d i t a n a l y s i s . Of course, they consider 

information from other sources as w e l l . 

The problem i s not that the balance sheet i s not h e l p f u l but 

that the f i g u r e s making up the balance sheet may be improved. The weak

ness seems to l i e i n ( l ) the basis of balance sheet v a l u a t i o n , and (2) 

the i n t e r p r e t a t i o n of the balance sheet as showing the f i n a n c i a l p o s i t i o n . 

To the extent that the balance sheet i s h e l p f u l , attempts shouH 

be made t o corr e c t the weaknesses and to increase i t s u t i l i t y wherever 

po s s i b l e . 

A Proposal 

A proposal i s now made to r e i n t e r p r e t the balance sheet and 

to introduce bases of balance sheet v a l u a t i o n which w i l l avoid the 

d i f f i c u l t i e s mentioned e a r l i e r . Accordingly, the balance sheet i s to 

be interpreted as a statement l i s t i n g the forms i n which an enterprise's 
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resources are held and the methods of f i n a n c i n g these resources. The 

assets are regarded as a pool of productive resources f o r generating 

future income. I t i s assumed that the enterprise w i l l continue t o 

operate. This w i l l avoid the d i f f i c u l t y a r i s i n g from an i n t e r p r e t a t i o n 

of the balance sheet as showing the f i n a n c i a l p o s i t i o n . As has been 

mentioned e a r l i e r , i n t e r p r e t i n g the balance sheet as i n d i c a t i v e of the 

f i n a n c i a l p o s i t i o n i s i r r e l e v a n t under the going concern assumption. 

To the extent that there i s always the r i s k t h a t a business may go 

bankrupt, the c r e d i t o r s must consider foreclosure only as the l a s t 

r e s o r t . L i q u i d a t i n g value of a business enterprise should be of minor 

importance to c r e d i t o r s i n the normal circumstance. I t i s future i n 

come flow t h a t i s more s i g n i f i c a n t . 

As each type of asset and method of financing has important 

s i g n i f i c a n c e to c r e d i t o r s , the balance sheet should a l s o show, by 

appropriate c l a s s i f i c a t i o n and d e s c r i p t i o n , the nature of each group 

of assets i n terms of l i q u i d i t y and permanency, and the method of 

financing i n terms of the r e l a t i v e permanency. 

The next s e c t i o n i s devoted to d i s c u s s i n g the appropriate 

bases f o r v a l u i n g current assets, current l i a b i l i t i e s and other items 

i n the balance sheet. A t t e n t i o n w i l l be focused on avoiding the 

d i f f i c u l t i e s which were encountered e a r l i e r . 

Assets and Asset V a l u a t i o n 

The basic concept of assets i s r e l a t e d to that of economic 

resources. "To come w i t h i n the jacaview of 'assets' the scarce resources 
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must be assignable to s p e c i f i c e n t i t i e s , must be capable of exchange 

(t r a n s f e r ) e i t h e r separately or as part of a r e l a t e d group, and must 

be expressible i n terms of money."0 " B r i e f l y , 'assets' represent 

expected future economic b e n e f i t s , the r i g h t s to which have been 

acquired by the enterprise as a r e s u l t of some current or past trans

a c t i o n . "9 For c r e d i t o r s they are any economic or exchange values of 

an enterprise from which future income w i l l flow. The more tangible 

examples are cash, inv e n t o r i e s , plant and equipment. 

Except i n the case of i n t a n g i b l e s , the r e a l problem f a c i n g 

the treatment of assets i n accounting l i e s i n t h e i r v a l u a t i o n and not 

i n t h e i r i d e n t i f i c a t i o n . Differences of opinion e x i s t as regards ( l ) 

v a l u a t i o n concepts, and (2) a p p l i c a t i o n of these concepts i n s p e c i f i c 

cases. The three main bases of asset v a l u a t i o n i n dispute are ( l ) 

h i s t o r i c a l cost, (2) current cost and (3) present value of future 

r e c e i p t s from assets. Each basis of v a l u a t i o n may, however, be par

t i c u l a r l y s u i t a b l e i n i t s a p p l i c a t i o n to a s p e c i f i c c l a s s of assets. 

Accordingly, i t i s best to evaluate each basis of asset v a l u a t i o n i n 

r e l a t i o n to i n d i v i d u a l classes of assets. 

As a broad g e n e r a l i z a t i o n , from the standpoint of c r e d i t o r s 

(long-term and short-term), current value as a basis of asset v a l u a t i o n 

i s superior to other bases. Cash becomes a v a i l a b l e to an enterprise 

from the sale of i t s products or other resources f o r cash (and from 

c o l l e c t i o n on c r e d i t sales) at current prices i n the market. Current 

0 Sprouse & Moonitz, op. c i t . , p. 19 

9 I b i d . , p. 20 
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value i s therefore more relevant as a basis f o r valuing current assets 

which are sources of cash flow. Current income i s a basis f o r apprais

ing long-term debt-paying a b i l i t y . A proper measurement of current 

income requires assets to be valued at current values. Income deter

mination on the basis of current value places emphasis on the maintenance 

of c a p i t a l i n r e a l terms. Maintaining c a p i t a l i n r e a l terms i s e s s e n t i a l 

t o assuring income flow continuation. Therefore, current value i s the 

appropriate basis of asset v a l u a t i o n from the standpoint of c r e d i t o r s . 

Present value as a basis of asset v a l u a t i o n i s too subjective 

t o be of much p r a c t i c a l use. Moreover, debt p r i n c i p a l s are payable at 

t h e i r face amounts without taking an element of discount i n t o considera

t i o n . 

H i s t o r i c a l cost as a basis f o r valuing assets i s t o t a l l y i r 

relevant to c r e d i t o r s . Valuing assets at h i s t o r i c a l cost i n connection 

with income determination w i l l not r e s u l t i n measurement of income i n 

terms of r e a l income. H i s t o r i c a l cost does not even bear any r e l a t i o n 

ship to the value of assets i n l i q u i d a t i o n . 

However, the commonest controversy i n asset v a l u a t i o n i s over 

h i s t o r i c a l cost and current value. Long ago, Kenneth MacNeal had e f f e c 

t i v e l y shown that balance sheets which were based on h i s t o r i c a l cost 

were not reasonably accurate statements of values e x i s t i n g on the 

balance sheet date by p o i n t i n g to instances when h i s t o r i c a l costs and 

depreciated h i s t o r i c a l costs were not f a i r measures of v a l u e s . ^ More 

1 0 Kenneth MacNeal, Truth i n Accounting, ( P h i l a d e l p h i a : U n i v e r s i t y 
of Pennsylvania Press, 1939)• 
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r e c e n t l y , R. T. Sprouse has severely c r i t i c i z e d the use of h i s t o r i c a l 

costs i n asset v a l u a t i o n as " t r e a c h e r o u s " . x x Conceding that the most 

powerful consideration i n f i n a n c i a l accounting measurements i s that of 

o b j e c t i v i t y , which h i s t o r i c a l costs have, Sprouse argues that the need 

for unbiased f i n a n c i a l information cannot be s a t i s f i e d by i r r e l e v a n t 

or inadequate information. O b j e c t i v i t y and usefulness must be kept i n 

proper perspective. He s t a t e s : 

. " I f the primary goal of f i n a n c i a l accounting i s o b j e c t i v i t y 
i n the measurement of i n d i v i d u a l assets and l i a b i l i t i e s , regard
l e s s of the usefulness of such information, I vote f o r h i s t o r i 
c a l c o sts. 

"But i f the primary goal of f i n a n c i a l accounting i s objec
t i v i t y i n the meaningful measurement of income and f i n a n c i a l  
p o s i t i o n , h i s t o r i c a l costs must give way to current market 
values and replacement c o s t s . In the vast majority of s i t u a 
tions such measurements are o b j e c t i v e l y f e a s i b l e . Their use 
could go f a r i n e l i m i n a t i n g the manipulative aspects and 
inconsistencies i n f i n a n c i a l statements and i n r e s t o r i n g 
t h e i r economic relevance."12 

On the other hand, G. K. Nelson"^ contends that there seems 

to be no r e a l need f o r r e v i s i n g the balance sheet from h i s t o r i c a l costs 

to current costs. The balance sheet, i n h i s view, i s of l i m i t e d use i n 

'any case, and i t s present usefulness would appear not to be enhanced by 

such a change. The balance sheet -aids i n two important functions of 

accounting, namely, the property c o n t r o l f u n c t i o n and the l e g a l f u n c t i o n . 

Robert T. Sprouse, " H i s t o r i c a l Costs and Ancient Assets -
T r a d i t i o n a l and Treacherous", The Accounting Review, V o l . XXXVIII, 
No. h, (October, I963) pp. 687-695• See also Sprouse and Moonitz, 
op c i t . , Ch. IV. 

1 2 B>id., P. 695 

x3 "Ancient and H i s t o r i c a l Costs i n F i n a n c i a l Statements", The  
Accounting Review, V o l . XL, No. 1 (January, I 9 6 6 ) , pp. k2-hj. 
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For the property c o n t r o l function the balance sheet serves as a summary 

of c o n t r o l l i n g accounts of property f o r which management i s responsible, 

of o b l i g a t i o n s which must be met, and owners' investment. Nelson suggests 

that i t would only complicate matters to apply f l u c t u a t i n g values to asset 

accounts f o r c a r r y i n g out the property c o n t r o l f u n c t i o n . The l e g a l func

t i o n of the balance sheet also requires that cost f i g u r e s be used, i n 

compliance with l e g a l statutes and provisions of s i n k i n g funds and other 

agreements with c r e d i t o r s . Nelson concludes, therefore, that balance 

sheets on h i s t o r i c a l costs are best, because they are the most u s e f u l . 1 ^ 

However, Nelson seems to have erred at several points. The 

p r i n c i p a l objective of the property c o n t r o l function of accounting i s 

t o record the amount of economic wealth i n r e a l terms at a point of 

time. Current market value i s the true measure of economic wealth. 

H i s t o r i c a l cost i s i r r e l e v a n t and therefore does not permit the proper 

discharge of the property c o n t r o l f u n c t i o n . 

As regards the l e g a l f unction of accounting i n connection with 

provisions of sinking funds and other agreements with c r e d i t o r s , Nelson 

seems to have overlooked the r e a l i n t e r e s t of such c r e d i t o r s . As has 

been suggested e a r l i e r , the c r e d i t o r s ' main i n t e r e s t i n assets i s the 

future income flow from such assets. The flow of future b e n e f i t s i s 

the proper source of asset value. Therefore, present value i s the 

proper basis f o r v a l u i n g assets. R e a l i z i n g the productive assets f o r 

s a t i s f y i n g c r e d i t o r s ' claims i s contemplated as the l a s t r e s o r t . Even

t u a l l y , l i q u i d a t i n g value i s the relevant v a l u a t i o n basis i n the case 

I b i d . , p. 46. 
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of r e a l i z i n g productive assets f o r s a t i s f a c t i o n of c r e d i t o r s ' claims. 

Thus, Nelson's arguments supporting h i s t o r i c a l costs as the basis of 

valuing assets must be r e j e c t e d as i r r e l e v a n t as regards the c r e d i t o r s ' 

i n t e r e s t . 

K o i l a r i t s c h recognizes that even among c r e d i t o r s as a group 

there are d i f f e r e n t i n t e r e s t s i n the balance sheet.15 They require 

d i f f e r e n t bases of valuing assets to meet t h e i r s p e c i a l i n t e r e s t s and 

a f u r t h e r s u b d i v i s i o n of c r e d i t o r s as a c l a s s i s necessary. The time 

element i n connection with loans needs to be taken i n t o consideration. 

He c l a s s i f i e s c r e d i t o r s i n t o one of two types i n d i s t i n g u i s h i n g t h e i r 

i n t e r e s t i n the balance sheet. 

1. Creditors without s u b s t a n t i a l i n t e r e s t i n the debtor's 

enterprise (short-term c r e d i t o r s ) . 

2. Creditors with a s u b s t a n t i a l i n t e r e s t i n the debtor's 

enterprise (long-term c r e d i t o r s ) . 

Short-term c r e d i t o r s , he argues, are l e s s i n t e r e s t e d i n the 

debtor enterprise as a going concern; present s e c u r i t y i s the most 

important f a c t o r . Only current values are relevant i n t h i s regard. 

He concludes that l i q u i d a t i n g calues only are of i n t e r e s t to short-

term c r e d i t o r s and should be the basis f o r v a l u i n g the items on a 

balance sheet intended f o r short-term c r e d i t o r s . 

Long-term c r e d i t o r s , KollTaritsch suggests, share a common 

concern with shareholders f o r solvency, earning capacity and future 

15 F e l i x P. K o l l a r i t s c h , "Can the Balance Sheet Reveal F i n a n c i a l 
P o s i t i o n s " , The Accounting Review, V o l . XXXV, No. 3 - (J u l y , i960), 
pp. 482-489. 
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prospects of the e n t e r p r i s e . T h e i r i n t e r e s t i n the debtor enterprise 

l i e s i n the d i s t a n t future, and with the continuation of the e n t e r p r i s e . 

Current values i n l i q u i d a t i o n are not relevant. Long-term c r e d i t o r s 

wish to know i f the t o t a l assets i n t h e i r r e l a t i o n s h i p to production 

are s u f f i c i e n t to ensure solvency and c o n t i n u i t y of the e n t e r p r i s e . 

The measure f o r t h i s must be current replacement values. Therefore, 

K o l l a r i t s c h concludes, current replacement values should be the proper 

basis f o r balance sheet v a l u a t i o n from the standpoint of long-term 

c r e d i t o r s . 

However, there are s t i l l some d i f f i c u l t i e s i n K o l l a r i t s c h * s 

proposals on balance sheet v a l u a t i o n which aim at serving c r e d i t o r s ' 

purposes. His proposal that l i q u i d a t i n g value should be the basi s of 

balance sheet v a l u a t i o n f o r short-term c r e d i t o r s c o n t r a d i c t s the usual 

going concern assumption and encounters the same d i f f i c u l t i e s as have 

been mentioned e a r l i e r . x ^ j j i S proposal of valuing assets a t replacement 

costs f o r long-term c r e d i t o r s applies to l o n g - l i v e d assets only. Cur

rent assets are excluded from consideration. This i s a shortcoming. 

A l l assets and not l o n g - l i v e d assets alone should be taken i n t o account. 

I t i s now proposed to examine the s u i t a b i l i t y of the various 

bases of v a l u a t i o n f o r s p e c i f i c items i n the balance sheet and t o 

choose a basis that i s most s u i t a b l e ) f o r the purpose of c r e d i t o r s . 

This w i l l form the basis f o r a model balance sheet to be proposed 

l a t e r . 

See page 97. 
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Assets w i l l be i n d i v i d u a l l y examined i n order of t h e i r 

l i q u i d i t y . Analogously, l i a b i l i t i e s w i l l be considered i n order of 

t h e i r maturity. The examination of the various items i n the balance 

sheet follows t h i s paragraph. 

Cash r e f e r s to l e g a l currencies, coins and bank deposits, and 

i s measured by count and summation. Domestic holdings are valued at 

t h e i r f u l l amount; convertible f o r e i g n holdings are t r a n s l a t e d i n t o 

domestic equivalent at the current rate of exchange i n the market. 

This i s l o g i c a l as l i a b i l i t i e s are i n terms of money and are l i q u i d a t e d 

by payment of cash at t h e i r face amounts or i n cash equivalent of the 

same amounts, and a l l assets are valued i n terms of money. The valua

t i o n of money must be i n i t s own u n i t . • 

Marketable s e c u r i t i e s may be held e i t h e r as short-term i n 

vestments or as long-term investments. The basi s of v a l u a t i o n of 

marketable s e c u r i t i e s should be net r e a l i z a b l e value. Frequently, an 

ente r p r i s e , f i n d i n g i t s e l f with too much excess cash, purchases s e c u r i 

t i e s with the i n t e n t i o n that they w i l l be so l d s h o r t l y to pay o f f cur

rent debts when they become due or f o r payment of purchases. The cash 

proceeds are s e l l i n g p r i c e s net of brokerage charges. Therefore the 

proper basis of v a l u a t i o n i s net r e a l i z a b l e value.-*-8 H i s t o r i c a l cost 

'is i r r e l e v a n t . The market p r i c e i s independent of h i s t o r i c a l c o s t . 

Replacement cost i s equally i r r e l e v a n t , because marketable s e c u r i t i e s 

Sprouse and Moonits, op. c i t . , p. 2k 

Sprouse and Moonitz, op. c i t . , p. 2?. They suggest that current 
market pr i c e i s the proper basis f o r v a l u i n g marketable s e c u r i t i e s . 
They ignore the cost of conversion. 



-108-

are u s u a l l y held as short-time investment of excess cash with i n t e n t i o n 

to s e l l them i n the near future; there i s no i n t e n t i o n to replace them. 

I t may be argued that net r e a l i z a b l e value has no relevance to marketable 

s e c u r i t i e s held as long-term investments f o r there i s no i n t e n t i o n to 

s e l l them. Furthermore, the f l u c t u a t i n g market may a l s o render the net 

r e a l i z a b l e value meaningless. I t i s true marketable s e c u r i t i e s held 

f o r long-term investments are not f o r immediate s a l e . But i n case of 

necessity there i s nothing to prevent them from being s o l d f o r cash to 

discharge debts as they become due. I t would be more usual, e a s i e r and 

l e s s c o s t l y to s e l l o f f the marketable s e c u r i t i e s than other assets to 

pay o f f debts f a l l i n g due. Creditors e s p e c i a l l y short-term c r e d i t o r s , 

may look t o marketable s e c u r i t i e s , whether they are f o r short-term or 

long-term investments, as a possible source of cash flow f o r s a t i s f a c 

t i o n of t h e i r claims against the enterprise unless they are pledged 

f o r s p e c i f i c purposes. Wet r e a l i z a b l e value as the ba s i s f o r v a l u a t i n g 

marketable s e c u r i t i e s i s most s a t i s f a c t o r y f o r the purpose of c r e d i t o r s . 

Sprouse and Moonitz suggest that the measurement of marketable s e c u r i 

t i e s at current market p r i c e s o f f e r s several d i s t i n c t advantages: 

1. Current market pr i c e represents objective information 
with respect to the amount of cash i n t o which the 
s e c u r i t i e s may be converted..... 

2. The measurement of marketable s e c u r i t i e s at current 
market pr i c e eliminates the anomaly whereby other
wise i d e n t i c a l and interchangeable s e c u r i t i e s are 
c a r r i e d at d i f f e r e n t amounts merely because they 
were acquired a t d i f f e r e n t p r i c e s . x 9 

x9 I b i d . , Sprouse and Moonitz use the current market p r i c e as the 
v a l u a t i o n basis f o r marketable s e c u r i t i e s . Net r e a l i z a b l e value i s 
current market p r i c e net of brokerage charges. The d i f f e r e n c e here 
does not a f f e c t the soundness of our argument, because the current 
market p r i c e i s basic to the concept of net r e a l i z a b l e value. 
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Receivables are a l s o best measured at net r e a l i z a b l e values. 

Receivables provide cash on c o l l e c t i o n . Creditors are i n t e r e s t e d i n 

the probable amount of cash that can be r e a l i z e d from the receivables 

e i t h e r through c o l l e c t i o n or f a c t o r i n g . Some accounts w i l l go bad. 

A d d i t i o n a l costs may be incurred i n c o l l e c t i o n . Discounts must be 

given i n f a c t o r i n g the r e c e i v a b l e s . Therefore, estimated net r e a l i z 

able value, making allowances f o r such deductions, i s the proper basis 

f o r valuing r e c e i v a b l e s . The book value ( h i s t o r i c a l cost) of r e c e i v 

ables has no meaning to c r e d i t o r s i f nothing can be r e a l i z e d from the 

r e c e i v a b l e s . Present value i s not u s u a l l y of i n t e r e s t to c r e d i t o r s 

as a basis f o r v a l u i n g r e c e i v a b l e s . Receivables are normally c o l l e c t e d 

w i t h i n a r e l a t i v e l y short period of time. The i n t e r e s t element tends 

to be i n s i g n i f i c a n t . 

Inventories: As has been suggested i n the preceding chapter, 

current replacement i s the proper basis f o r v a l u i n g inventories f o r 

c r e d i t o r s . Short-term c r e d i t o r s expect that inventories w i l l be s o l d 

i n the normal course of business to provide cash (from cash sales and 

c o l l e c t i o n on c r e d i t s a l e s ) . Long-term c r e d i t o r s are i n t e r e s t e d i n the 

inventories as a pool of resources' necessary for' producing current 

income and f o r maintaining income-producing power i n the f u t u r e . 

I d e a l l y , short-term c r e d i t o r s would l i k e to value inventories at r e 

placement cost. Cash flow i s a b e t t e r bttsis f o r appraising short-term 

solvency whereas income i s i n d i c a t i v e of future income flow. The b a l 

ance sheet using net r e a l i z a b l e value i s most s u i t a b l e f o r solvency 

whereas current replacement cost shows the amount of resources a v a i l 

able f o r producing future income. Because of the l a c k of objective 
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information as to net r e a l i z a b l e p r i c e , the b e t t e r choice i s probably-

current replacement value as the basis f o r v a l u i n g i n v e n t o r i e s . 

As Sprouse ana Moonitz suggest, val u i n g inventories at current 

replacement cost has several advantages: ( l ) The use of current replace

ment as the basis f o r inventory v a l u a t i o n eliminates the need f o r any 

assumption as to the flow of the a c t u a l cost incurred. (2) The relevance 

of current replacement cost t o a going concern i s emphasized whenever 

the enterprise continues to manufacture or purchase the items i n the 

inventory. Thus, there i s a f o r c e f u l assumption that current replace

ment costs represent at l e a s t the minimum economic values of those 

items to the e n t e r p r i s e . Besides, current replacement cost i s c l o s e r 

to the current value of the inventory than h i s t o r i c a l c o sts. 

Prepaid Expenses are b e n e f i t s to be received by an enterprise 

i n the form of s e r v i c e s . They include such items as prepaid rent, pre

paid insurance, prepaid i n t e r e s t and prepaid taxes. These prepaid 

expenses r e l i e v e payment f o r future services which w i l l otherwise be 

payable i n cash i n the future periods. Prepaid expenses are therefore 

properly considered as assets. The basis f o r measuring prepaid expenses 

i s the book amounts which correspond to the amounts that otherwise w i l l 

be payable. Other bases of measuring prepaid expenses are i r r e l e v a n t . 

Prepaid expenses are not a source of cash flow but are a reduction of 

the cash flow which would otherwise take place,- Wet r e a l i z a b l e value, 

present value, current market p r i c e , e t c . are i n a p p l i c a b l e . 

Deferred charges which represent expenditures made f o r items 

such as organization costs and bond discount are i n a somewhat s i m i l a r 
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category as prepaid expenses. To c r e d i t o r s they are of dubious value. 

Often they have no exchange values. Where there i s a c l e a r r e l a t i o n 

ship witn an iexpense item to be matched against revenue (as i s the 

p o s i t i o n f o r bond discount) there seems good argument f o r ca r r y i n g 

them i n the same way as prepaid expenses. The di f f e r e n c e i s merely 

a matter of the length of time period. Where a r e l a t i o n s h i p with 

expense and/or revenue does not c l e a r l y e x i s t , i t would seem appropriate 

to t r e a t the same as intangible assets and i n most cases these would be 

the same as int a n g i b l e s with no l i m i t e d term of existence and therefore 

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

Intangible assets belong to one of the two c l a s s e s : (a) those 

having a term of existence l i m i t e d by law, r e g u l a t i o n , or agreement, or 

by t h e i r nature (such as patents, copyrights, leases, l i c e n c e s , f r a n 

chises f o r a f i x e d term, and goodwill of which there i s evidence of 

l i m i t e d duration); (b) those having no such l i m i t e d term of existence 

and as to which there i s , a t the time of a c q u i s i t i o n , no i n d i c a t i o n of 

l i m i t e d l i f e (such as goodwill generally, going value, trade names, 

secret processes, s u b s c r i p t i o n l i s t s , perpetual franchises, and organi

z a t i o n c o s t s ) . 2 0 The treatment of a l l types of in t a n g i b l e s a t present 

i s that these assets should be stated a t cost when they are acquired. 

In the case of non-cash a c q u i s i t i o n s , cost may be considered as being 

e i t h e r the f a i r value of the consideration given or the f a i r v a l u a t i o n 

of the property or r i g h t acquired, whichever i s the more c l e a r l y evident. 

Accounting Research B u l l e t i n #^3, p. 3 7 ' 

I b i d . , p. 38 
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Furthermore, the costs of intangibles having l i m i t e d periods of u s e f u l 

ness should be charged against revenue systematically over those;;i«riods. 

Those intangibles having no l i m i t e d period of usefulness may be c a r r i e d 

i n the books of accounts at cost i n d e f i n i t e l y . Should i t , however, 

become evident that those intangibles having no apparent l i m i t e d period 

of usefulness have at a l a t e r date only a l i m i t e d period of usefulness, 

t h e i r costs should be amortized over the remaining period of usefulness. 

Where an in t a n g i b l e has become worthless, i t s cost should be w r i t t e n 

o f f to the income statement or, i f the amount i s so large that i t s 

e f f e c t on income may give r i s e to misleading inferences, i t should be 

charged to earned s u r p l u s . 2 2 Many writers agree that intangibles 

should be amortized or w r i t t e n o f f as i s appropriate i n each case, 

but d i f f e r on the basis of amortization and whether t h e i r amortiza

t i o n s should be charged to income or earned surplus. The other area 

of dispute i s whether or not intangibles have any values f o r presenta

t i o n i n the balance sheet. As regards the purpose of c r e d i t o r s , both 

long-term and short-term, the two controversies can be solved by r e f 

erence to two important c r i t e r i a : ( l ) whether or not an i n t a n g i b l e has 

any exchange values. This i s important as part of a pool of resources • 

from which long-term c r e d i t o r s may expect income to flow, and as an 

i n d i c a t i o n of the amount c r e d i t o r s can salvage should the enterprise 

l i q u i d a t e . Though l i q u i d a t i o n i s not contemplated, c r e d i t o r s are 

conscious of the p o s s i b i l i t y and would r e l y on exchange values as 

i n d i c a t i n g a l a s t source from which to salvage t h e i r investments. 

( 2 ) Whether or not there i s an a s s o c i a t i o n between revenue and the 

I b i d . , p. 39. 
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e x p i r a t i o n of the cost of an i n t a n g i b l e . This i s e s s e n t i a l because our 

t h e s i s i s tha long-term c r e d i t o r s look upon income as an i n d i c a t o r of 

future debt-paying a b i l i t y and the a s s o c i a t i o n of revenue and e x p i r a t i o n 

of the cost of an i n t a n g i b l e i s a p r e r e q u i s i t e to considering the amor

t i z a t i o n of i n t a n g i b l e cost as a f a c t o r i n income determination. C a r e f u l 

consideration reveals that the amortization of i n t a n g i b l e assets has only 

a d i s t a n t r e l a t i o n s h i p to revenues. Amortizations are frequently regard

ed as d i s c r e t i o n a r y charges. The existence of c e r t a i n intangible assets 

may enable an enterprise to earn a l a r g e r amount of revenue, but the 

mere w r i t i n g o f f of i n t a n g i b l e costs i n no way influences the a c t u a l 

revenue earning process. ^ I t would be proper to write o f f i n t a n g i b l e 

costs, s y s t e m a t i c a l l y over a period of time, to earned surplus, i f the 

whole amounts are not w r i t t e n o f f t o earned surplus a t a c q u i s i t i o n , due 

to the f a c t that the earned surplus i s not s u f f i c i e n t to absorb such 

immediate w r i t e - o f f . Moreover, i n most cases intangibles have no 

exchange values; t h e i r i n c l u s i o n i n the balance sheet i s misleading. 

They should be shown as deductions against shareholders * equity i n the 

balance sheet. Some intangibles such as a sole d i s t r i b u t o r s h i p or a 

franchise, which are t r a n s f e r a b l e , do have exchange values. In such 

cases the proper measurement of the intangibles i s the exchange.' values, 

an estimate of which i s acceptable i f other methods of determining the 

exchange values are not a v a i l a b l e . Should there be a decline i n the 

exchange values of these i n t a n g i b l e s , the decline i n value should be 

w r i t t e n o f f to earned surplus. 

Plant and equipment are l o n g - l i v e d tangible assets an enter

p r i s e holds f o r the purpose of f a c i l i t a t i n g the c r e a t i o n and d i s t r i b u t i o n 

Admittedly t h i s same argument could be l e v e l l e d at depreciation 
of other f i x e d assets. 
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of goods and s e r v i c e s which give r i s e t o t h e i r value t o an e n t e r p r i s e . 

They l o s e t h e i r economic s e r v i c e p o t e n t i a l through p h y s i c a l f a c t o r s 

such as d e t e r i o r a t i o n r e s u l t i n g from u t i l i z a t i o n and the a c t i o n of the 

elements, and by f u n c t i o n a l f a c t o r s such as obsolescence and inadequacy. 

A c c o r d i n g l y , w i t h u t i l i z a t i o n and the passage of t i m e , there i s a dim

i n u t i o n i n the remaining u s e f u l s e r v i c e s the p l a n t and equipment are 
ok 

capable of p r o v i d i n g . H This d e c l i n e i n u s e f u l s e r v i c e i s d e p r e c i a t i o n . 

Long-term c r e d i t o r s should best look upon p l a n t and equipment 

as revenue producing c a p a c i t y i n c u r r e n t terms. The v a l u a t i o n of p l a n t 

and equipment i s e s s e n t i a l t o proper income deter m i n a t i o n . The proper 

v a l u a t i o n b a s i s f o r p l a n t and equipment i s c u r r e n t replacement c o s t , 

which emphasizes the maintenance of the e n t e r p r i s e ' s c a p i t a l i n r e a l 

terms. T h i s i s important t o the long-term c r e d i t o r s . Unless an e n t e r 

p r i s e has assurance of c o n t i n u i t y , long-term c r e d i t o r s cannot hope t o 

recoup anything from t h e i r investments. H i s t o r i c a l c o s t i s completely 

i r r e l e v a n t i n t h i s r egard. The c u r r e n t replacement cost b a s i s of 

v a l u a t i o n f o r p l a n t and equipment probably o f f e r s c r e d i t o r s an a d d i 

t i o n a l piece of u s e f u l i n f o r m a t i o n about the probable amount they can 

recover should the debtor e n t e r p r i s e f a i l as a going concern and go 

i n t o l i q u i d a t i o n . The proper balance sheet measurement o f p l a n t and 

equipment i s c u r r e n t replacement cost net of accumulated d e p r e c i a t i o n 

on replacement b a s i s . 

G. K. N e l s o n , 2 ^ however, argues t h a t c u r r e n t replacement c o s t 

Sprouse and Moonitz, op. c i t . , p. 32 

25 G. Kenneth Nelson, "Current and H i s t o r i c a l Costs i n FinanciG,! 
Statements," The Accounting Review, V o l . XL., No. 1 (January 1966), 
p. 44. 
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o f f e r s no advantage over h i s t o r i c a l cost i n measuring plant and equip

ment. He views long-term debts as being paid from revenues generated 

by plant and equipment rather than from plant and equipment themselves. 

For t h i s purpose, he contends, i t does not matter how much i t would 

cost to replace the f i x e d assets; what does matter i s how much revenue 

they can produce. Therefore, the best place to f i n d out the a b i l i t y to 

pay o f f long-term debts i s ind i c a t e d on the income statement and the 

funds statement. When the f i x e d assets do produce a s a t i s f a c t o r y income 

flow a f t e r making allowances f o r market gains and l o s s e s , there w i l l be 

resources a v a i l a b l e f o r payment of debt i n t e r e s t and p r i n c i p a l , i f and 

only i f management does not make use of them f o r dividends or other 

purposes. I f plant and equipment are not y i e l d i n g s a t i s f a c t o r y revenues 

f o r whatever reason, they may be worth no more than t h e i r scrap value, 

regardless of t h e i r book value or replacement value, unless they have 

other uses. We agree with Nelson that income i s the index of the a b i l i t y 

to pay o f f long-term debts. Thus, a l l costs are i r r e l e v a n t . But he does 

not recognize that current replacement cost i s e s s e n t i a l to proper income 

measurement, and he completely ignores the value of the balance sheet as 

a source of u s e f u l information about the productive capacity. Therefore 

current replacement cost as the basis f o r measuring plant and equipment 

i s superior to h i s t o r i c a l c o s t . 

Buildings may'be c a r r i e d i n the balance sheet at a p p r a i s a l 

exchange value, which i s close to current value and economic worth i n 

exchange. As b u i l d i n g s are not intended f o r s a l e , net r e a l i z a b l e value 

i s i n a p p l i c a b l e . Replacement cost i s a l s o close t o a p p r a i s a l value and-

may a l s o be used f o r valuing b u i l d i n g . However, a p p r a i s a l value as a 
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basis f o r v a l u i n g b u i l d i n g seems to be superior. The i n t e r e s t of the 

cr e d i t o r s (mainly long-term c r e d i t o r s ) i n buil d i n g s l i e s i n t h e i r revenue 

power and t h e i r value i n l i q u i d a t i o n . Appraisal exchange value of b u i l d 

ings approximates t h e i r value i n l i q u i d a t i o n . 

Land i s best valued at i t s a p p r a i s a l exchange value. As i n 

the case of b u i l d i n g s , c r e d i t o r s ' i n t e r e s t i n land l i e s i n i t s earning 

power and value i n l i q u i d a t i o n . A p p r a i s a l exchange value of land i s 

close to i t s value i n l i q u i d a t i o n . Wet r e a l i z a b l e value i s not relevant 

f o r land as i t i s not intended f o r sale i n the normal course of business. 

Replacement cost i s in a p p l i c a b l e f o r land does not need to be replaced, 

and i n f a c t cannot be replaced. Other bases of v a l u a t i o n such as h i s 

t o r i c a l cost are a l s o i r r e l e v a n t f o r v a l u i n g land i n the balance sheet. 

The l i a b i l i t i e s of a business enterprise are " i t s o b l i g a t i o n s 

to convey assets or perform s e r v i c e s , o b l i g a t i o n s r e s u l t i n g from past 

or current transactions and r e q u i r i n g settlement i n the future. The 

term 'obligations' connotes a claim or s e r i e s of claims against the 

business e n t e r p r i s e , each of which has a known or reasonably determin

able maturity date and an independent value which i s known or reasonably 

measurable. Settlement of a s p e c i f i c o b l i g a t i o n may involve payment i n 

cash, or i n other assets, or the performance of s e r v i c e s . Ultimate 

of, 
settlement may be postponed by the s u b s t i t u t i o n of another o b l i g a t i o n . " ^ " 

Cred i t o r s • i n t e r e s t i n the l i a b i l i t i e s of a business enter

p r i s e l i e s i n t h e i r desire to know how w e l l they rank as claimants t o 

the enterprise's assets and income, and t h e i r r e l a t i v e shares i n the 

Sprouse and Moonitz, op. c i t . , p. 37• 
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t o t a l claims by c r e d i t o r s . Further, they want to know i f any group of 

c r e d i t o r s have p r i o r claims over the corporate assets. The maturity 

of a l i a b i l i t y i s of i n t e r e s t to c r e d i t o r s , long-term and short-terra 

c r e d i t o r s a l i k e , as regards whether the enterprise w i l l have cash flow 

to pay o f f the l i a b i l i t y when i t f a l l s due. 

A l l l i a b i l i t i e s regardless of maturity c a l l f o r payment i n 

cash at t h e i r face amounts on maturity dates, or i n other assets having 

the same cash equivalent. Therefore, f o r c r e d i t o r s the measurement of 

l i a b i l i t i e s i s best i n the cash amounts as of maturity dates. The 

discount element i s i r r e l e v a n t , because a l l l i a b i l i t i e s must eventually 

be s e t t l e d i n cash of the face amounts as at maturity, or i n other 

assets of the values of those cash amounts as at maturity. This view 

has l o g i c a l and l e g a l support. A debtor enterprise does not normally 

discharge i t s o b l i g a t i o n s at an e a r l i e r date than t h e i r maturity by 

payment of a smaller cash amount than that i s otherwise payable at 

maturity, unless the obligees have s p e c i f i c a l l y agreed to accept the 

smaller cash amount as f u l l settlement of the enterprise's o b l i g a t i o n . 

Many bond indentures c a l l f o r f u l l repayment at face amounts or greater 

before the maturity of the bonds should the i s s u e r f a i l to observe the 

terms of the indenture. Where the i s s u e r of a s e r i e s of bonds chooses 

to r e t i r e them before maturity, very often he has t o pay more than the 

face value of the bonds. 

Sprouse and Moonitz c a l l f o r taking the i n t e r e s t f a c t o r i n t o 

•consideration of l i a b i l i t i e s T h i s i s , however, unnecessary and 

unsuitable from the standpoint of c r e d i t o r s . We recognize that the 

Cf. Sprouse and Moonitz, op. c i t . , p. 39 
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debtor enterprise enjoys a r e a l advantage by d e f e r r i n g the payment of 

debts; the enterprise can make productive and p r o f i t a b l e use of the 

funds i n the meantime. But c r e d i t o r s get nothing more than the cash 

amounts of t h e i r claims as at the maturity of the debts regardless 

of changes i n the market rate of i n t e r e s t . 

Sprouse and Moonitz' approach to the measurement of l i a b i l 

i t i e s c a l l i n g f o r settlement by the d e l i v e r y of goods or the performance 

of services i s relevant and u s e f u l to c r e d i t o r s . They s t a t e : 

" L i a b i l i t i e s c a l l i n g f o r settlement by the d e l i v e r y 
of goods or the performance of services o r d i n a r i l y a r i s e 
from deposits or other advances by customers f o r goods 
or services t o be supplied l a t e r . L i a b i l i t i e s of t h i s 
type should be measured by the amount of the deposit 
or advance which o r d i n a r i l y i s equal to the agreed upon 
exchange p r i c e of those goods and s e r v i c e s . For example, 
the o b l i g a t i o n s r e s u l t i n g from the c o l l e c t i o n of sub
s c r i p t i o n s by a magazine publishing enterprise or the 
c o l l e c t i o n of an insurance company should be measured 
by the amounts of advance 'collection..," 2° 

The agreed-upon exchange p r i c e of those goods and services i s objective 

and approaches the cash values of the goods and services at the point 

of d e l i v e r y or performance. A f u r t h e r point i s that the enterprise may 

have to refund the deposits or advances i n the cash amounts i f i t should 

be unable to d e l i v e r the goods or-to perform the services i n question. 

We should, however, recognize that the amounts of such l i a b i l i t i e s bear 

no r e l a t i o n to the current values of the goods or services i n question 

a t the point of d e l i v e r y or performance; but the d e l i v e r y of goods or 

the performance of services discharge the l i a b i l i t i e s regardless of 

the amounts at which the l i a b i l i t i e s may be recorded i n the balance 

sheet. 

I b i d . , p. kl. 
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Deferred taxes are becoming an important item, i n terms of 

t h e i r magnitude and frequency, i n corporate balance sheets, and deserves 

s p e c i a l mention. The main concern of the c r e d i t o r s i n regard to deferred 

taxes i s whether or not they are l i a b i l i t i e s . Income taxes properly 

r e l a t e to the period during which the income which gives r i s e to the 

taxes a r i s e s . Insofar as t h i s r e s u l t s i n a proper measurement of 

income, which serves as a measure of future debt-paying a b i l i t y of an 

enterprise, regarding deferred taxes as l i a b i l i t i e s , i s s a t i s f a c t o r y 

to c r e d i t o r s . Deferred taxes a r i s e from the d i f f e r e n c e i n timing of 

the rep o r t i n g of revenue and expense f o r income taxes compared with 

that used i n the f i n a n c i a l statements•of an e n t e r p r i s e . T h e o r e t i c a l l y , 

over a s u f f i c i e n t long period of time t o t a l income i s i d e n t i c a l under 

both methods of computation. Deferred taxes mainly a r i s e from l i b e r a l 

cost c a p i t a l allowances i n excess of depreciation charges. Conceivably, 

with t e c h n o l o g i c a l development,corporations w i l l have more c a p i t a l 

intensive operations and purchase more depreciable c a p i t a l assets.. 

The excess of cost c a p i t a l allowances over depreciation changes w i l l 

keep on in c r e a s i n g . The enterprise may not have to pay the deferred 

taxes a t a l l , a t l e a s t not i n the r e l a t i v e l y near future before most 

other l i a b i l i t i e s w i l l have matured. To present deferred taxes i n the 

balance sheet without f u r t h e r explanation does not t e l l the c r e d i t o r s 

i f the government w i l l take large parts of the enterprise's present 

cash or funds flows, or future income before they can hope to receive 

anything f o r t h e i r claims. I t w i l l be h e l p f u l f o r c r e d i t o r s i f future 

contemplated investments i n depreciable c a p i t a l assets and the amounts 

of deferred taxes or reductions thereof that w i l l a r i s e i n each subse

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

d i s c l o s e d as footnotes. 

The Owners' Equity i n the enterprise i s the amount of the 

r e s i d u a l i n t e r e s t in. the assets of an e n t e r p r i s e . The owners' equity 
f 

becomes payable to the owners only at the v o l i t i o n of the owners of 

the business enterprise or on ultimate l i q u i d a t i o n . The owners' equity 

does not constitute an o b l i g a t i o n because, o r d i n a r i l y , the business 

enterprise i s not l e g a l l y or equitably compelled to provide payments 

or services to the owners. C r e d i t o r s , e s p e c i a l l y long-term c r e d i t o r s , 

have an i n t e r e s t i n the owners' equity i n s o f a r as the enterprise does 

not d i s t r i b u t e dividends out of c a p i t a l , or otherwise render i t s e l f 

i n solvent, or impair the future earning capacity. In t h i s regard, the 

d e s c r i p t i v e aspect of owners' equity i s more important than the quan

t i t a t i v e aspect, which i s of course a l s o important. The d e s c r i p t i o n 

of the owners' equity should be s u f f i c i e n t l y c l e a r , and should i n d i c a t e 

i f any c a p i t a l might be withdrawn and i f the enterprise can d i s t r i b u t e 

dividends without impairing i t s income-producing capacity i n the future. 

I t has been proposed e a r l i e r that revenues and expenses 

a r i s i n g from current operations should be the basis f o r income de

termination, and that a l l other items of revenues and expenses, such 

as c o r r e c t i o n of p r i o r years' earning, and amortization of i n t a n g i b l e s , 

should be charged to owners' equity with s u i t a b l e d e s c r i p t i o n s . At 

present accountants c l a s s i f y revenues as r e a l i z e d or u n r e a l i z e d . 

However, such c l a s s i f i c a t i o n f o r the purpose of c r e d i t o r s i s not 

important. The proper c r i t e r i o n of c l a s s i f i c a t i o n and d e s c r i p t i o n of 

owners' equity should be whether or not they are a v a i l a b l e f o r dividend 

d i s t r i b u t i o n without impairing the enterprise's solvency and earning 
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capacity. We have a l s o suggested that earned surplus should absorb 

c e r t a i n items of amortization and charges. Conceivably, t h i s may 

r e s u l t i n a negative earned surplus, and place undue r e s t r i c t i o n s on 

dividend d i s t r i b u t i o n . But t h i s i s not too c r i t i c a l f o r one would 

allow dividend d i s t r i b u t i o n s so long as such d i s t r i b u t i o n s d i d not ren

der the enterprise insolvent or impair i t s earning capacity; and t h i s 

i s l e g a l l y permissible because an enterprise can d i s t r i b u t e dividends 

from i t s most current earnings without making good past l o s s e s . This 

approach to analyzing the owners' equity i n the balance sheet i s 

e n t i r e l y s a t i s f a c t o r y to c r e d i t o r s , f o r c r e d i t o r s ' i n t e r e s t l i e s i n 

the amount of assets a v a i l a b l e f o r s a t i s f y i n g current debts and gener

a t i n g income f o r paying long-term debts. The amount of owners' equity 

i s not a v a i l a b l e f o r payment of debts or to generate future income i f 

there are no assets. 

Balance Sheet C l a s s i f i c a t i o n and Presentation. 

In general, the balance sheet w i l l be more u s e f u l to i t s 

readers i f the information t h e r e i n is.presented i n a c l e a r and r e a d i l y 

understandable fashion. To t h i s end accountants have sought to c l a s s i f y 

the balance sheet items and to describe them s u i t a b l y . The common c l a s s 

i f i c a t i o n s f o r assets are: ( l ) current assets; and (2) l o n g - l i v e d or 

f i x e d assets. The c l a s s i f i c a t i o n s f o r l i a b i l i t i e s are: ( l ) current 

l i a b i l i t i e s ; and (2) long-term l i a b i l i t i e s . The former r e f e r to short-

term debts; the l a t t e r are long;term debts. Current assets are cash 

and other assets which are reasonably expected to be r e a l i z e d i n cash 

w i t h i n one year or the normal operating cycle of the business i f the 
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l a t t e r i s longer than the year. Current l i a b i l i t i e s are obl i g a t i o n s 

whose l i q u i d a t i o n i s reasonably expected to require the use of current 

assets, or the cr e a t i o n of other current l i a b i l i t i e s . The use of the 

one-year r u l e f o r c l a s s i f y i n g current assets and l i a b i l i t i e s has been 

c r i t i c i z e d as a r b i t r a r y . Even the normal operating cycle concept i s 

r e l a t i v e l y weak, f o r the proper normal operating c y c l e of many enter

pr i s e s extend w e l l over several years. Wineries and d i s t i l l e r i e s are 

examples. 

On the other hand, l o n g - l i v e d assets are those whose l i f e 

i s r e l a t i v e l y long and are not f o r sale or conversion i n the normal 

course of business. Long-term l i a b i l i t i e s are obl i g a t i o n s whose 

l i q u i d a t i o n s f a l l beyond a year and outside the normal operating c y c l e . 

While these c l a s s i f i c a t i o n s do throw some l i g h t on the l i q u i d i t y of the 

assets and the maturities of l i a b i l i t i e s , they s u f f e r from the weakness 

that the c l a s s i f i c a t i o n s are a r b i t r a r y . I t would be preferable to 

ind i c a t e the r e l a t i v e l i q u i d i t y of assets and maturity of l i a b i l i t i e s . 

In s t r e s s i n g the c l a s s i f i c a t i o n s of current assets and current 

l i a b i l i t i e s , i t i s i m p l i c i t that c r e d i t o r s desire t o know the r e l a t i o n 

ship between current assets and current l i a b i l i t i e s , i n s o f a r as current 

assets should be the sources of short-term future cash flows, which i s 

i n d i c a t i v e of short-term solvency. The conventional balance sheet does 

not seem to br i n g out t h i s r e l a t i o n s h i p too c l e a r l y . We propose to 

remedy t h i s weakness by presenting the balance sheet i n the following 

manner. 

A SUGGESTED BALANCE SHEET 
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XYZ COMPANY LIMITED 
BALANCE SHEET 

December 31, 19X1 

Assets 

Current Assets 
Cash i n Bank and on Hand (face value) 
Marketable S e c u r i t i e s (Net Realizable Value) 

Accounts receivable (face value) 
Allowance f o r doubtful accounts 

Prepaid expense ( h i s t o r i c a l cost) 
Inventories (current replacement cost) 

xxxx 
XXX 

Current L i a b i l i t i e s 
) Accounts payable 

Notes payable 
Taxes payable ) 
Accrued Wages and S a l a r i e s 

) 
(Amounts payable 
without discounting) 

$xxxx 
xxxx 

xxxx 
xxx 

xxxx 

xxxx 
xxxx 
xxxx 
xxxx 

xxxxx 

xxxxx 

Net Current Assets xxxxx 

Long-lived Assets 
Plant and Equipment (Current replacement 

cost) xxxx 
Accumulated Depreciation xxx xxxx 

B u i l d i n g (Current replacement 
cost or a p p r a i s a l value xxxx 

Accumulated Depreciation xxx xxxx 

Land (Current market value or 
ap p r a i s a l value) xxxx 

Less: Long-term L i a b i l i t i e s 
Deferred taxes xxxx 
6$ R e c a l l e d Bonds duel9xx 

( C a l l p r i c e xxx) xxxx 

xxxx 
xxxx 

xxxx 

Net Assets xxxx 

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

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

Appropriated: 
Plant expansion xxxx 

Unappropriated: 
Accumulated income from 

operations 
Unrealized holding gains 

xxxx 
xxxx 

Sundry adjustments t o 
owners' equity: 

A p p r a i s a l increase xxxx 

xxxx 
Less: Deferred charges 

Intangibles 
xxxx 
xxxx xxxx xxxxx 

Note on Deferred Taxes 

The company's p o l i c y i n respect of depreciation of investment 

i n plant and equipment i s to make charges against income such amounts 

computed on the current replacement ..;cost b a s i s . Under income tax 

regulations the company i s claiming maximum allowable deductions which 

are greater than the p r o v i s i o n recorded on the books of the company, 

and as a r e s u l t income taxes payable f o r 19xx are estimated a t $xxxx 

whereas Xxxxx was charged to income. The di f f e r e n c e of $xxxx i s 

app l i c a b l e to future when the amounts deductible f o r tax purposes w i l l 

be l e s s than the depreciation recorded i n the accounts. 
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Comparative Balance Sheet: The presentation of the balance 

sheet in a comparative form enhances i t s usefulness by bringing out 

more clearly the nature and trends of current changes in the various 

items in the balance sheet. Such a presentation emphasizes the fact 

that balance sheets for a series of periods are far more significant 

than those for a single period and that the accounts of one period are 

but one instalment.,of 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. 

This i s of obvious interest to creditors as an indication of the future 

trend. Conceivably, i t may indicate the l i k e l y amount of assets an 

enterprise w i l l have and the l i k e l y sources of financing at .';some 

point of time i n the future. This w i l l indicate the relative shares 

of the creditors in the total claims against the enterprise's future 

income, and assets should i t go into liquidation. 

Conclusion 

In summary, the balance sheet contains some information use

f u l to the creditors, even i f such usefulness is of a limited nature. 

Among creditors, the balance sheet i s more relevant to long-term 

creditors to the extent that i t gives some indication of the amount 

of economic resources an enterprise possesses from which future income 

w i l l flow. 

Assets are economic resources from which income flows arise. 

L i a b i l i t i e s are claims against the assets of the enterprise. The 
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various bases for valuing items i n 

Assets 

Cash. 

Accounts Receivable 

Marketable Securities 

Inventories 

Plant and Equipment 

Building 

Land 

L i a b i l i t i e s 

A l l L i a b i l i t i e s 

Owners' Equity 

the balance sheet are as follows: 

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 

Face Amounts 

Residual Amount 

The presentation of the balance sheet i n the form suggested 

best serves the need of creditors for information. Comparative balance 

sheets for a number of periods w i l l enhance the u t i l i t y of the balance 

sheet as a basis for judging expectations of the future 
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•CHAPTER VI I 

SUPPLEMENTARY INFORMATION1 

Supplementary Information and Decision Making 

Some information about the f i n a n c i a l a f f a i r s of an enterprise 

does not normally appear i n the conventional f i n a n c i a l statements f o r 

two main reasons. F i r s t , i t i s u s u a l l y not required as part of the 

conventional r e p o r t i n g . Second, i t s i n c l u s i o n i n the conventional 

statements may unduly impair the s i m p l i c i t y and c l a r i t y of the s t a t e 

ments making them d i f f i c u l t to comprehend and i n t e r p r e t . However, such 

information can a r t i c u l a t e with the conventional f i n a n c i a l statements 

and be s i g n i f i c a n t t o the reader of f i n a n c i a l statements f o r d e c i s i o n 

making. I t i s often desirable to present such information as a supple

ment t o the conventional statements. 2 

This chapter i s devoted to desc r i b i n g such supplementary i n f o r 

mation, to evaluating i t s relevance and usefulness to c r e d i t o r s , and to 

suggesting d i s c l o s i n g i t t o c r e d i t o r s i f i t i s h e l p f u l f o r t h e i r purpose. 

1 Materials f o r t h i s chapter are from personal interviews with 
a number of c r e d i t managers i n Vancouver. See Appendices V-XXIII. 

2 Soo Seah Goh, A Des c r i p t i v e Study of the Notes to Finance  
Statements i n the Annual Reports of 75 Selected Canadian Public  
Companies, 1938-I963. (Unpublished M.B.A. D i s s e r t a t i o n , Univer-
s i t y of B r i t i s h Columbia, A p r i l 1965) and Yam Pin Tan, Supple 
mentary Data i n Annual Reports of Selected Canadian Companies, 1938-63. 
(Unpublished M.B.A. D i s s e r t a t i o n , U n i v e r s i t y of B r i t i s h Columbia, 
1965). 
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Analysis of Accounts Receivable 

A common method of analysing accounts receivable i s the age 

of the accounts receivable in a schedule as follows: 

Schedule of Accounts Receivable 

Customers' accounts Amounts Percent. 

Current x i Pi 

3 0 - 6 0 days X2 P 2 

60 - 90 days X3 P 3 

Over 90 days xi* P4 

$xxxx 100.0 

Officers' and Employees' accounts xxx 

$xxxx 
Less: Allowance for doubtful accounts xxx 

$xxxx 

x i , X2, xl* are amounts in dollars 

P^, P 2 , PJ+ are percentages 

The ages of the accounts receivable have several important 

implications. The older the accounts are the greater is the proba

b i l i t y that they w i l l go bad. The age^structure of the accounts 

receivable as a whole i s indicative of the rate of cash flowing from 

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

past experience, i t i s 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 receivable in the balance sheet. 
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The rate of cash flowing from collections on accounts receiv

able i s 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 

clas s i f i e d by size as follows: 

Amount Percent. 
"I 

Accounts by size 

Below $ 5 0 0 . Xj_ 

$ 5 0 0 . - $ 2 , 0 0 0 . X2 P 2 

$ 2 , 5 0 0 . - $ 5 , 0 0 0 . X3 P 3 

Over $ 5 , 0 0 0 . x 6 P6 

$xxxxx 1 0 0 . 0 0 

x l > x2> x 3 *n a r e f o u n t s in dollars 
pl> p 2 ' p 3 p n a r e percenta-ges. 

The classifications above can reveal important implications. 

If the accounts receivable of an enterprise comprise mainly a small 

number of large individual accounts, i t means that the enterprise w i l l 

suffer heavier losses i f one of the accounts goes bad. I f a large 

number of small individual accounts constitute i t s accounts receivable, 

the enterprise w i l l suffer relatively smaller losses even i f a number 

of accounts may go bad. Generally, the mathematical probability of 
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losses w i l l be smaller i f 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 i s significant in predicting future cash flow 

and short-term solvency, i t i s significant to short-term creditors. 

In extreme cases, a few unusually large accounts receivable 

may constitute a substantial proportion of the tot a l accounts receivable 

of a firm. Here, i t may be necessary to disclose the identities of such 

debtors. The solvency of the firm .will be seriously affected when one 

of such accounts goes bad. The solvency of the firm may depend on the 

solvency of i t s 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 i s incomplete. 

In view of the value of such a schedule to short-term creditors, 

i t i s suggested that short-term creditors should have available schedules 

of accounts receivable c l a s s i f i e d by age and by size. A convenient means 

•to accomplish these objectives i s to classify the accounts receivable in 

a matric form as appears below. Accounts belonging to the various age • 

groups within the same size cl a s s i f i c a t i o n are the row elements. The 

columnar elements are accounts belonging to the various size c l a s s i f i 

cations within one age group. It i s obvious that the sum of a l l hori

zontal elements w i l l be equal to the sum of a l l the v e r t i c a l elements. 

3 One of the reasons for the failure of Atlantic Acceptance 
Corporation in 1965 was the bad debt losses arising from 
financial d i f f i c u l t i e s of a few of i t s large borrowers. 
See Financial Post, November 30, 1965. 
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The matric form has the advantage of presenting the aging schedule and 

si z e schedule together. 

Accounts by Age 

Accounts by Size Current 
30 - 60 

days 
60 - 90 

days 
Over 90 

days 

Below $500. x l l x 2 1 x31 x 4 l 

$500.-$2,000. x12 x 2 2 x 3 2 
x42 

$2,500.-$5,000. X13 x23 x33 X43 

Over $50,000. x l 0 *2 j x3 j x4 j 

n 

0 = 1 

Analysis of Accounts Payable 

For reasons analogous to the a n a l y s i s of accounts r e c e i v a b l e , 

analyzing accounts payable along s i m i l a r l i n e s can be h e l p f u l to cred

i t o r s . Accounts payable represent future uses of cash. Scheduling of 

accounts payable i s i n f a c t making a forecast of future cash flow. 

I f a f i r m has only a few large accounts i n i t s t o t a l accounts 

payable, i t means that the f i r m i s dependent on a few c r e d i t o r s f o r 

short-term f i n a n c i n g . The f i r m may have to seek short-term financing 

from elsewhere when one of the c r e d i t o r s withdraws his c r e d i t to the 
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firm. It may then experience short-terra solvency d i f f i c u l t i e s . If 

the firm's accounts payable comprise a large number of small i n d i 

vidual accounts, the effect on the firm's solvency i s negligible even 

i f several creditors withdraw their credit. Generally, the mathemat

i c a l probability of fluctuation is smaller in small accounts payable 

than that in large accounts payable.^ Thus, the cla s s i f i c a t i o n of 

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

Similarly, identification of unusually large accounts pay

able is also significant for short-term credit analysis. For example, 

a prospective short-term creditor may be more confident of his pros

pective debtor's debt-paying a b i l i t y i f he knows that a leading banker 

is supplying a very substantial proportion of the firm's short-term 

finances. The firm might be expected to experience solvency d i f f i 

culties should the one, or more of these few creditors withdraw their 

existing credit. If these creditors themselves encounter financial 

d i f f i c u l t i e s , they may be forced to withdraw their financial support 

to the firm. 

Schedules of accounts payable cl a s s i f i e d by age and by size 

may be prepared in forms similar to those for accounts receivable. 

There i s a similar advantage in using the matrix form. 

R. I. Robinson says that banks experience greater degrees of 
fluctuation in deposits of large accounts than that i n small 
accounts. See his The Management of Bank Funds, (New York: 
McGraw-Hill Book Company, Inc., 1962). 
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Schedule of Inventory 

Inventory may comprise merchandise ready for sale, goods in 

process and raw materials. Each of these has a different meaning to 

creditors. It i s obviously much easier to convert the readily saleable 

merchandise note for cash i n the market than either goods-in-process or 

raw materials. Although creditors normally expect that merchandise 

w i l l be sold i n the ordinary course of business and w i l l provide cash 

in due course, (cash sales and collection on credit sales), creditors 

can seize and s e l l the merchandise to satisfy their claims on a fore

closure. Raw material may also be sold for similar reasons. But 

goods-in-process may be practically worthless. It w i l l be of interest 

to present a schedule containing such information as appears below 

supplementing the single figure for inventory i n the balance sheet. 

Such schedules can be indicative of the rate of inventory turnover 

which bears upon cash flow and short-term l i q u i d i t y . These schedules 

may contain 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 

Mi M 0 i Mai M s i Mel 

M 2 M o 2 Ma2- M s 2 M e 2 

M3 M o 3 M a 3 M s 3 M e 3 

MU M04 Ma4 MSU Me4 

4 4 • k . k 
21 M o i 2lMai S-M s i ' X M e i 

i = 1 i = 1 i = 1 • i = 1 

M « merchandise of any kind. 

1* 2, 3, 4 refer to merchandise of type 1, type 2, type 3, 
etc. 

M 0 i = opening balance for type 1 merchandise and so on 

Mai = amount in dollars of type 1 merchandise purchased 
and so on 

M s l = amount in dollars of type 1 merchandise sold and 
so on 

Mel = ending balance of type 1 merchandise and vso on. 

Similarly, schedules of goods-in-process and raw materials 

can be prepared. The notations would be analogous to those i n the 

schedule of merchandise. 

The inventories of merchandise and raw materials may also be 

further c l a s s i f i e d by age for reasons as follows: ( l ) The value of old 

inventory i s doubtful. (2) The value of new inventory i s close to the 
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market price. (3) Older inventories w i l l probably continue to take 

longer to convert into cash. Therefore, such classifications w i l l be 

of further assistance to short-term creditors i n valuing inventories 

and predicting 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 , 

Location: (address and general area) 

Use to which land is put: 

Frontage on: ( feet) 

Lot No. (Cadastral) size: sq. f t . 

Zoning: Residential ( ) Commercial ( ) Industrial ( ) 

Municipal services: water ( ) sewers ( ) 

Cost and date of purchase: 

Municipal valuations: 

Last Appraisal ( i f any): by whom: 

Other details: 

Creditors' (generally long-term) interest i n land arises 

from ( l ) i t s revenue earning power, and (2) i t s value on a liquidation. 

Long-term solvency i s dependent on the former. The protection for 

creditors i n the event of bankruptcy rests upon the l a t t e r . The i n 

formation i n the schedule is to assist creditors i n evaluating i t s 
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earning power and value i n liquidation. The schedule i s self-explanatory. 

The conclusions w i l l follow from the information i t s e l f . For example, 

i f the land i s in a flourishing c i t y , i t is expected to appreciate i n 

value and earn higher rental over time along with urban expansion. The 

converse w i l l be also true. 

Schedule of Buildings5 

For reasons similar to those i n the previous paragraph, the 

interest of creditors i n buildings i s i n their earning power and value 

on liquidation. As regards the value and earning power of the building, 

the significant information includes the following:-

Location 

Year b u i l t and cost (including improvements) 

Municipal value 

Type of construction 

Use to which building i s put 

Services available such as elevator and heating 

Mortgage commitment 

Leases 

Fire Insurance on building 

The schedule i s also self-explanatory and i t s relevance to 

creditors for decision making i s obvious. What conclusions creditors 

w i l l draw from the schedule depends on the information i t s e l f . For 

example, creditors w i l l not lend money on a building i f i t s annual 

rental i s insufficient to cover interest charges on the loan. The 

5 See Appendix VII 
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building provides l i t t l e real protection for creditors i f there i s 

no f i r e insurance on the building. 

Schedule of Machinery and Equipment0" 

Creditors have the same interest i n machinery and equipment 

as i n land and buildings for similar reasons. The information i n a 

schedule of selected (major items) machinery and. equipment i s for the 

same purpose as that i n the schedules of land and building. Such 

information i s as follows: 

Items of machinery or equipment 

Date of purchase/age 

Make 

Model 

Cost 

Outstanding l i e n 

Approximate immediate sale value 

The interpretation of the schedule i s dependent on the inform

ation. For example, i f a machine is very old i t may imply that i t s 

productive capacity i s low. Probably, i t w i l l also not be of much 

value i n the market. It i s possible to draw other conclusions along 

similar l i n e s . 

See Appendix VIII 
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Schedule of Insurance Coverage7 

Insurance i s a means of spreading r i s k . It provides protection 

against losses i n the event of the occurrence of certain contingencies. 

A firm purchases insurance to reduce the risk i t has to bear. As the 

fortune of a firm indirectly affects the position of i t s creditors, the 

insurance coverage for a firm indirectly reduces the risk i t s creditors 

have to bear. Large losses arising from such contingencies as f i r e and 

flood can severely impair the firm's debt-paying a b i l i t y . Assets 

(especially long-lived assets) represent future earning power and pro

vide some protection for creditors i n the event of liquidation. Both 
i' 

considerations become irrelevant when f i r e destroys the assets i n 

question. Thus, insurance coverage i s of concern to creditors (mainly 

long-term creditors). 

A schedule of insurance coverage may include information as 

follows: 

Name of insurance company 

Nature of coverage 

Amount of insurance 

Rate per thousand per term 

Book value of assets insured 

Expiry date of policy . 

Beneficiaries. 

What conclusions creditors can draw from the schedule are 

dependent upon the nature of the information. For example, i f the 

7 See Appendix IXI 
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amount of insurance i s not sufficient to cover the replacement cost of 

the productive assets such as buildings, the firm may not be able to 

replace i t s productive capacity in the eventuality that these assets 

are l o s t . 

Executory Contracts 

Executory contracts usually impose financial obligations 

upon a firm as a party to such contracts. A future sale contract shows 

the potential revenue inflow i n connection with the contract at some 

future point i n time. The amount of future cash disbursements i n con-

nection with a purchase agreement i s evident i n a future purchase con

tract. Such information i s relevant to forecasting cash flow and 

short-term solvency. 

Restrictive Covenants, Mortgages, Etc.: 

Information about restrictive covenants, mortgages, etc. i s 

particularly important to prospective creditors (mainly long-term 

creditors). Generally, creditors w i l l not lend money to a firm which 

i s prevented from borrowing by i t s previous debt contracts. 

Information about restrictive covenant and mortgages can 

also be helpful to existing creditors in their credit supervision. 

In conjunction with the usual financial statements, i t enables the 

creditors to see i f the terms of their loan agreements are i n fact 

being observed. 



-iko-

Supplementary information has relevance to different types 

of creditors depending on what the information helps to show. Sup

plementary information indicative of future cash flow from assets i s 

helpful i n evaluating short-term solvency. Supplementary information 

indicative of earning power of assets and value i n liquidation i s more 

relevant to long-term solvency. Short-term creditors do participate i n 

assets on a liquidation, but this is normally of less significance 

because most long-term debts place a l i e n on the long-lived assets. 

The types of schedules relevant to the various kinds of 

creditors are summarized below: 

Types of 
Schedules 

Accounts receivable 

Accounts payable 

Inventories 

Buildings 

Machinery and 
Equipment 

Insurance coverage 

Executory Contracts 

Restrictive covenants, 
mortgages, etc. 

Indications 

1) Cash flow 
2) Reliance to be placed on 

values i n balance sheet 

Cash flow 

1) Cash flow 
2) Reliance to be placed on 

the value in the balance 
sheet 

l ) Earning power 
2) Value i n liquidation 
1) Earning power 
2) Value in liquidation 

Protection of productive 
capacity and value in 
liquidation 

Cash flow 

Restrictions on management 
.actions 

Creditors 
having an 
Interest 

Short-term 

Short-term 

Short-term 

Long-term 
(mainly) 

Long-term 
(mainly) 

Long-term 
(mainly) 

Short-term 

Long-term 
Short-term 
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Other Supplementary Information 

Other information such as 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 a b i l i t y 

of a firm. Prospective and existing long-term creditors need to have 

such information to forecast the long-range prospects. In practice, 

such information i s furnished, along with financial statements, to the 

prospective long-term creditors. 

However, these are future expectations. Inasmuch as they are 

subjective, they have negligible relevance to financial statements 

which report upon the past. The purpose of this study i s 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. i s significant to credit analysis, i t f a l l s outside 

the scope of the present study. It may, however, be furnished inde

pendently to the creditors as they may request. 

There i s a possible criticism that the prospective debtors 

may be reluctant to disclose much of the information suggested above 

because such information i s of value to the competitors. However, 

this i s not too serious for such information w i l l only be disclosed 

to creditors. Besides, creditors w i l l request such :information i n 

any case. The disclosure of such information w i l l only expedite their 

credit analysis. As has been shown earlier, the minimum waste of time 

in making credit appraisals w i l l benefit both the prospective debtors 

and creditors. This i s even more important for the debtors for credit 

available timely may b e N c r i t i c a l to the survival of the debtors. 
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In summary, supplementary information throws additional 

ligh t on the usual financial statements. It can help the reader to 

better understand these statements and to make use of them more 

advantageously. The various schedules in this chapter contain 

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 i s a medium of exchange. Its main economic function 

is to f a c i l i t a t e 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. 
i' 

Making credit available to a profitable enterprise to 

f a c i l i t a t e i t s operations w i l l benefit the enterprise i t s e l f , the 

creditor and society as a whole. Giving credit to an unprofitable 

enterprise i s misallocating scarce resources and is a loss to society. 

It can adversely affect the interest of the creditors themselves. 

Thus, the credit grantor must evaluate the probable debt-

paying a b i l i t y of the debtor before he decides whether or not to 

grant credit. He needs as much relevant information as is possible 

to help him in making such credit appraisals. The usual factors i n 

credit appraisals include character, capacity and capital. Character 

is a less objective and important factor than capacity and capital i n 

giving credit to a corporate enterprise. 

Financial statements are important sources of information 

for appraising capacity and capital. 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 each contains different types of 

information relevant to credit analysis. The type of information 

largely determines what purpose the statement w i l l serve. Thus, 

different types of financial statements w i l l serve different purposes. 

Different types of creditors also have different interests 

in a business.1 Short-term creditors are concerned with short-term 

solvency and present security. Long-term creditors are more inter

ested i n earning power. Therefore, their principal interest l i e s i n 

different financial statements. 2 

There are several interpretations of cash flow. The possible 

interpretations include ( l ) funds from operations, (2) cash from opera

tions, (3) h i s t o r i c a l changes in the cash account, and (k) cash budget. 

The cash-flow statement can be prepared in various ways according to 

the interpretation used. A suggestion i s made in this study to adopt 

the interpretation of "cash flow as h i s t o r i c a l changes in the cash 

account". A model of cash-flow statement incorporating this interpre

tation i s proposed i n Chapter IV. Emphasis of this model i s on the 

distinction between normal cash flow and non-recurring cash flow. 

As normal cash flow has greater probability of continuing i n normal 

circumstances, information about normal sources and uses of cash is 

See Chapter II 

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 solvency. But short-term 

forecast of cash flow becomes less reliable as the period of forecast 

lengthens. Therefore the cash-flow statement i s 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 irrelevant 

i f an enterprise is currently insolvent. 

The term "funds" also has several interpretations such as 

l i t e r a l cash, monetary assets, net monetary assets, current assets, 

working capital and a l l resources or t o t a l purchasing power. "Funds 

as a l l resources or t o t a l purchasing power" i s suggested as the most 

satisfactory for the purpose of short-term creditors. A model funds-

flow statement incorporating "funds as a l l resources" i s also proposed. 

The model funds flow statement focuses on several features. F i r s t l y , 

inflows and outflows of funds are in gross amounts. For example, a 

firm borrows $10,000 from banks and pays off $5,000 during the same 
period. The $10,000 i n bank loans w i l l appear i n the funds-flow 

statement as a source of funds flowing into the firm. The $5,000 re

payment of bank loans w i l l appear as a use of funds during the period. 

Only $5,000 i n bank loans would appear in the conventional working 

capital statement. But showing inflows and outflows of funds i n gross 

amounts is more significant to short-term creditors. Secondly, the 

statement of funds as a l l resources also explains changes in the 

working capital items in the balance sheet. As different working 

assets (current assets) have different degrees of l i q u i d i t y , changes 

in the working capital items have a direct bearing upon short-term 
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solvency. Thus, the statement of "funds as a l l resources" gives a 

more complete picture of the changes that have taken place. Thirdly, 

there i s 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 i s 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 pr o f i t 

able enterprise i s also solvent i n the long run, but need not be solvent 

i n the short run, income measurement is more relevant to long-term 

creditors than to short-term creditors. 

In order that an enterprise may remain i n existence to realize 

future earnings, i t s capital (productive capacity) must remain intact. 

Therefore the current replacement cost and variants thereof have been 

proposed for balance sheet valuation for income measurement.3 

As regards what revenues, expenses, gains and losses enter 

into income determination, the current operating concept of income i s 

suggested as appropriate for the purpose of creditors. This concept 

of income' takes into account only those revenues, expenses, gains and 

losses relating to the normal operations of the current period. There 

is greater likelihood that income from recurring sources i n the normal 

operations w i l l continue i n the future. An income statement including 

only current operating items i s more reliable for predictive purposes. 

3 See Chapter V. 
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A model income statement based on the current operating 

concept of income is suggested. Several interpretations of "income" 

with different implications are available i n the model income statement. 

As regards the payment of periodic interest, enterprise net income i s 

most important to long-term creditors. Income to shareholders is also 

of interest to long-term creditors to the extent that dividend d i s t r i 

butions, which are based on income to shareholders, must not impair the 

capital of the enterprise and i t s long-run earning potential. 

The conventional interpretation of the balance sheet as 

reflecting the financial position at a point of time i s erroneous. 

The balance sheet should be interpreted as a statement l i s t i n g the 

forms in which assets are held. These assets are to be regarded as 

a pool of resources for producing future income. Thus, i t i s of 

interest to long-term creditors primarily. To the extent that current 

assets and current l i a b i l i t i e s i n the balance sheet are sources and 

uses of cash i n the period following immediate the balance sheet date, 

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

For convenience, the. proposed models of the cash-flow state

ment, funds-flow statement, income statement and balance sheet are 

presented i n Appendices I, II, III and IV. 

Conclusion 

The purpose of this study has been to describe the accounting 

information which is made available to the credit grantor, to evaluate 

i t s usefulness, and to suggest such modifications as appear to be 



- 1 4 8 -

desirable. As has been shown in the preceding chapters, the various 

types of accounting information has been examined in some detail as 

regards their usefulness to creditors. Various modifications to the 

usual financial statements have been introduced as seem desirable. 

Models of the financial statements (that i s , the cash-flow statement, 

funds-flow statement, balance sheet and income statement) incorporating 

such modifications have also been proposed. It seems, therefore, the 

purpose of this study has been achieved. 

It i s recognized, however, that a complete credit analysis 

must also take into account future expectations. The creditors are 

primarily concerned with what w i l l happen in the future. The formu

lation of future expectations w i l l involve the following: ( l ) forecast 

of the prospects i n the economy, (2) forecast of the prospect i n the 

industry, and (3) forecast of the prospects of the firm. The forecast 

of the firm's future prospects include managerial intention and plans 

and management's expectations. However, these problems are beyond the 

scope of this study. 

It should also be recognized that a l l the information i n the 

various financial statements refers to events i n the past.and present. 

The creditors' primary interest i s with respect to the future. Thus, 

i t may be argued that the h i s t o r i c a l statements really do not serve 

any purpose for the creditors. However, to the extent that the past 

is indicative of the future, information about the past is relevant 

in.making future expectations. The various modifications in this 

study make available i n the various financial statements more inform

ation useful to creditors for making credit appraisals. Emphasis i s 
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on what i s specially suitable for the purpose of creditors. Thus there, 

is improvement i n the u t i l i t y of the various financial statements. 

Therefore, this study i s a contribution toward making credit analysis 

more reliable, to improving the quality of credit decisions, and to 

making the task of credit analysis easier. 
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APPENDIX I. 

An Illustrative Statement of Cash Flow 

XYZ Company Limited 
Statement of Cash Flow 

For Period 

A. Normal Sources of Cash Receipt 

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

B. Normal Cash Disbursements 

Wages and Salaries 
Cash Purchases 
Payments on accounts payable 
Payment of Dividends 
Regular Bank Loan Repayments 
Taxes 
Other Items 

C. Net Normal Cash Surplus (Deficit) 

D. Non-recurring Cash Receipts 

Sale of Investments 
Issuance of Stock 
Cash from Long-Term Loans 
Gifts, etc. (of cash) 

E. Non-recurring Cash Disbursements 

Purchase of Fixed Assets 
Retirement •• of Long-Term Debts 
Other Items 

F. Net Non-recurring Cash Surplus (Deficit) 

G. Net Change i n Cash (C + F) 

H. Add Opening Balance 

I. Final Cash Balance 

$xxxx 
xxxx 
xxxx 
xxxx 

[Jxxxx 
xxxx 
xxxx 
xxxx 
xxxx 
xxxx 
xxxx 

$xxxx 
xxxx 
xxxx 
xxxx 

$xxxx 
xxxx 
xxxx 

$xxxxx 

xxxxx 

$ xxxx 

$xxxxx 

$xxxxx  

$ xxxx 

$ xxxx 

xxxx  

$xxxxx 
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APFENDIX I I . 

An Illustrative Statement of Funds Flow 

XYZ Company Limited 
Statement of Funds Flow 

For Period 

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) 

Payment of dividends 
Regular bank loan repayments 
Payments to trade creditors on 

merchandise purchased 
Increase i n inventory 
Increase in prepaid expenses 
Accounts receivable arising during period 

Cash (increase) decrease 

Normal sources 
Normal uses 

$xxxxxx 
xxxxxx ($xxxxx) 

Source Application 

$xxxxx 
xxxxx 
xxxxx 

xxxxxx 
xxxxxx 

$xxxxxx 

$ xxxxx 
xxxxx 

xxxxxx 
xxxxx 
xxxx 

xxxxxx 

$xxxxxx 

Non-recurring sources $xxxxxx 
Non-recurring uses xxxxxx ($ xxxx) 

Non-recurring sources 

Issue of capital stock 
Issue of long-term bonds 
Sales of land 

Non-recurring uses 

Construction of plant 

$ xxxxx 

$ xxxxx 
xxxxx 
xxxxx 

$xxxxxx 

$xxxxxx 

Total $xxxxxx $xxxxxx 
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APPENDIX III. 

An Illustrative Income Statement 

XYZ Company Limited 
Income Statement 

For Period Ended 

Sales (less returns and allowances) $xxxxxx 

Less Cost of goods sold xxxxx 

Gross Margin xxxxx 

Deduct: 

Salesmen's Salaries $xxxxx 
Sales discounts xxxx 
Various other sales expenses xxxx: xxxxx 

Net Income from Sales $ xxxxx 
Add other income: 

Interest income $ 
Investment income from subsidiaries 

xxxx 
xxxx xxxx 

Total income after sales expenses xxxxx 

Deduct: 

General and administrative expenses (exclusive 
of depreciation, interest and taxes) xxxx 

Enterprise income before depreciation, interest 
and taxes $ xxxxx 

Depreciation xxxx 

Enterprise net income $ xxxxx 
Deduct: 

Interest on long-term debts xxxx 

Enterprise net income before taxes $ xxxxx 
Income taxes xxxx 

Net income to shareholders xxxx 
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APPENDIX IV 

An Illustrative Balance Sheet 

XYZ Company Limited 
Balance Sheet 

December 31, 19X1 

Assets 

Current Assets 
Cash i n Bank and on Hand (face value) 
Marketable Securities (Net Realizable Value) 

Accounts receivable (face value) 
Allowance for doubtful accounts 

Prepaid expense (hist o r i c a l cost) 
Inventories (current replacement cost) 

j>xxxx 
xxx 

$xxxx 
xxxx 

xxxx 
xxx 

xxxx $xxxxx 

Current L i a b i l i t i e s 
Accounts payable ) 
Notes payable ) 
Taxes payable ) 
Accrued Wages and Salaries 

(amounts payable 
without discounting) 

xxxx 
xxxx 
xxxx 
xxxx xxxxx 

Net Current Assets $xxxxx 

xxxx 
xxx 

Long-Lived Assets: 
Plant and Equipment (Current replacement cost) xxxx 
Accumulated Depreciation xxx 

Building (Current replacement cost 
or appraisal value 

Accumulated Depreciation 

Land (Current market value or 
appraisal value) 

Less: Long-term L i a b i l i t i e s : 
Deferred taxes 
6$ Recallable Bonds due 19XX 

(Call price xxx) 

xxxx 

xxxx 

xxxx xxxx 
$ xxxx 

xxxx 

xxxx xxxx 

Net Assets 

Shareholders' Equity: 
Preference Stock, kfi 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 

xxxx 

xxxx 
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Earned surplus: 

Appropriated: 

Plant expansion 

Unappropriated: 

Accumulated income from operations 
Unrealized holding gains 

Sundry adjustments to owners' equity: 

Appraisal increase 

Less: Deferred charges $ xxxx 
Intangibles xxxx 

Note on Deferred Taxes 

The company's policy i n 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 i s claiming maximum allowable deductions which 

are greater than the provision recorded on the books of the company, 

and as a result income taxes payable for 19xx are estimated at $xxxx, 

whereas $xxxx was charged to income. The difference of $xxxx i s 

applicable to future when the amounts deductible for tax purposes w i l l 

be less than the depreciation recorded i n the accounts. 

$ xxxx 

xxxx 
xxxx 

$ xxxx 

$ xxxx 

xxxx 
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SUPPLEMENTARY INFORMATION 

Three credit institutions in Vancouver supplied information 

on the financial data and supplementary information they require i n 

granting credit. Two of the institutions prefer to remain anonymous. 

But some specimen materials used by them are reproduced herewith. 



APPENDIX V R N 1 (2-64) 

To: R O Y N A T LTD. 
ENQUIRY F O R T E R M FINANCING .19_ 

Reference Nos. 

Bch. 

RN. 

0 

Name of Company-

Add ress 

Town or 
City 

Phone No.. 

Province 

Incorporated under The Companies Act ofl 
H K ' T Y P E OF B U S I N E S S , - O P E R A T I O N I,! , r " f 

Date of commencement:: ; : ' • '"' ' !" : ' '" ' 
riA ' . ' . . n i ' - ! ' " " ; : K 2r?.V. 

Description, of products.or services:J 

Franchise or patent rights if any:. 

Class of customer served: 

Area supplied: 
m L I S T O F D I R E C T O R S 

N A M E 
E Q U I T Y 
H E L D O C C U P A T I O N H O M E A D D R E S S 

% 
% 
% 

% 

H L I S T O F O F F I C E R S A N D K E Y S T A F F 

N A M E 
E Q U I T Y 
H E L D A G E 

Y E A R S W I T H 
T I T L E C O M P A N Y E D U C A T I O N A L Q U A L I F I C A T I O N S 

% 
% 
0/ 
Jo 

0 P L A N T O R O T H E R B U S I N E S S P R E M I S E S : — L o c a t i o n : 

. • Owned; • Leased 

H O U T L I N E O F P R O P O S E D ' P R O J E C T , E S T I M A T E D C O S T S A N D A N T I C I P A T E D B E N E F I T S : 

,,, .... . (If space, insufficient, continuo jn section 12 onreverse) 

S P R O P O S E D S O U R C E S O F N E W F I N A N C I N G 
_ (qmjt conts) 

RoyNat Ltd., for a term of ~ years.": ~ . .$ " 
Investment by shareholders and others 7.7"..$_7____Z 
From working capital .'7777. ."7.7.". .7 ..7 7.. .ft -
Other (Specify) .77. .7777;. .77 77 777777.. .'$ — 

;".7':V7-.;v7:...::7;::-;^!.7;:, . . . .$ — - ' — 

Wli?. «•»••» T O T A L $ 

0 T O T A L N E W F I N A N C I N G R E Q U I R E D 

(omit cents). 

Acquisition of land.; :. rr...:. .~.\&'~r. . 7 7 $ 
New buildings or.additions .":~..""r.'.i;7r::". 
Machinery•;&'.equipment.;~7!,3.vv7 .r::'$ ••-
Vehicles-: .-: . O S J • : ; . - . r r : . . y r . , v r . $ -

Working capital ;oc :. -; . i . y r r r . 

Other (Specify).. . . . . . . . . . . . . .„. . ._.. .^.. ...„. 
7:^77.777777' 7;;$ '•* 

' CO'.̂ l-V/..' ,~ C:\;Wj,\v\\i\C: |TpTAL.™>.$o rv . 'M > 



APPENDIX V - Continued 
S C O M P A N Y ' S O P E R A T I N G R E S U L T S F O R L A S T F I V E . Y E A R S (omitcents) 

P E R I O D C O V E R E D 
G R O S S S A L E S O R - - I N T E R E S T O N 
G R O S S I N C O M E • M O N E Y B O R R O W E D 

P R O V I S I O N F O R . 
D E P R E C I A T I O N 

P R O V I S I O N F O R . 
I N C O M E T A X E S 

N E T P R O F I T 
A F T E R T A X E S 

jmos. ended 
.mos. ended 
_mos. ended 
_mos. ended 
_mos. ended 

19 , • • - - -

' • • • 19 •• • ! • ,=-,. :.-. . - - : -

. , , -. .. . . . , ,t • : - : 1 I, . - . - " 

•19 
. . . . . i ' • ' . ..' - , r-<-- •• 

K L I N E S O F C R E D I T •• • ' ; ' " : ' ' 

This Company has had the following lines of credit with its Bankers over the last five years,..by way of loans,or overdraft, 
and has used its credit to the extent indicated below: 

Y E A R B A N K L I N E O F C R E D I T 
_. A M O U N T O F C R E D I T U S E D -

M A X I M U M M I N I M U M S E C U R I T Y N O W H E L D B Y B A N K 

" ' • Assignment of Accounts Receivable" ~ 
$ Section 86 or 88 of the Bank'Act 

. $ $ ""Personal Guarantees 
•-$ Life Insurance 

• Negotiable Securities 
. . . 

Hg Company's Bankers (bank and branch)':_ 
Company's Auditors (name and address): 
Company's Solicitors (name and address) 
Company's Insurance Agent (name and address):_ 
Company's or principals' Trust Company, if any: 
Company's Notary (in Quebec only): " 

RoyNat Ltd. term financing facilities were first brought to our attention.by: 
H A D D I T I O N A L O R S U P P L E M E N T A R Y D A T A 

<: ' V J . v:w. ."or 
A.-v'iv.- :'.a.H 

I A 

ON" 

' . . T O 

We attach a copy of this Company's latest audited annual Financial Statements and two sets of photographs of buildings 
owned by the Company. 
In order to supplement the information contained herein, we authorize you to discuss this enquiry and the affairs 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 authorize each of them to give to you such information as you may request. ... 
The undersigned hereby enquires as to whether, on the basis of the information given herein and in our Financial State
ments attached, term financing from RoyNat Ltd. in the amount indicated herein will be made available. 

( N A M E O F C O M P A N Y ) 

( A U T H O R I Z E D S I G N I N G O F F I C E R ) 



APPENDIX VI RN 30 
Reference No. 

RN 

TO: R O Y N A T LTD. DATE. , 1 9 -

A P P L I C A T I O N F O R T E R M F I N A N C I N G 

The undersigned 
( N A M E O F A P P L I C A N T C O M P A N Y ) 

(hereinafter called the "Applicant") with head office at_ 
( S T R E E T A D D R E S S ) 

( T O W N O R C I T Y ) 

Phone No-

having filed an "Enquiry for Term Financing" dated. .19. 

at the_ branch of_ 
( N A M E O F B R A N C H ) ( N A M E O P B A N K O R T R U S T C O M P A N Y ) 

_, 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. 

SEE REVERSE 

PER 

N A M E O P A P P L I C A N T C O M P A N Y 

A U T H O R I Z E D S I G N I N G O F F I C E R — T I T L E 



APPENDIX VI - Continued 

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

1. 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 tho knowledge and belief of the Applicant, that the proposed financing will be fully adequate to 
complete the project. 

2. Copies of any reports prepared by architects, contractors, consulting engineers, management consulting 
firms or other consultants, relating to the project for which tho hew financing is required. 

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

4. • A statement, signed by the Applicant, (a) giving 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, relationship (if any) to the owners and general and technical 
qualifications. 

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

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

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

8. A schedule of machinery, equipment and fixtures prepared on Form R N 30B. 

9. A schedule of insurance coverage, prepared on Form R N 30C. 

•10. Photostatic copies or certified true copies of the latest municipal tax assessments on land and buildings 
and any other assets subject to municipal tax. 

11. List of all registered employee unions or associations. 



APPENDIX YII 

R O Y N A T L T D . 
R N 30A 

R E V . F E B / 6 3 

SCHEDULE OF LAND & BUILDINGS 
( U S E O N E F O R M F O R E A C H L O C A T I O N ) 

D A T E : 

N A M E : 

A D D R E S S : 

T Y P E O F B U S I N E S S : 

LAND: 

L O C A T I O N ( A D D R E S S A N D G E N E R A L A R E A ) 

U S E T O W H I C H L A N D IS P U T : 

F R O N T A G E O N : ( ' F T . ) 

L O T NO. ( C A D A S T R A L ) S I Z E : S Q . F T . ( F T . B Y F T . 

Z O N I N G : R E S I D E N T I A L ( ) C O M M E R C I A L ( ) I N D U S T R I A L ( ) 

M U N I C I P A L S E R V I C E S W A T E R ( ) S E W E R S ( ) 

C O S T A N D D A T E O F P U R C H A S E : 

M U N I C I P A L V A L U A T I O N : 

L A S T A P P R A I S A L ( i F A N Y ) ; B Y W H O M : 

/ 
\ 

O T H E R D E T A I L S 

BUILDING: ( I F M O R E T H A N O N E B L D G . U S E O N E S H E E T F O R E A C H B L D G . ) 

L O C A T I O N ( A D D R E S S A N D G E N E R A L A R E A ) 

Y E A R B U I L T C O S T ( I N C L U D I N G I M P R O V E M E N T S ) $ 

M U N I C I P A L V A L U E 5 

D I M E N S I O N S O F B L D G . T O T A L F L O O R A R E A 

T Y P E O F C O N S T R U C T I O N F O U N D A T I O N 

F R A M E 

W A L L S 

T Y P E O F R O O F & CONDITION 

U S E T O W H I C H B U I L D I N G IS P U T : 

NO. O F F L O O R S C L E A R A N C E F L O O R A R E A ( A V E R A G E ) 

F L O O R C A P A C I T Y (LIGHT O R H E A V Y I N D U S T R Y ) 

F I N I S H E D O F F I C E S P A C E — ( G E N E R A L I N F O R M A T I O N ) : 

E L E V A T O R 

H E A T I N G H O T W A T E R 

B O I L E R S O R F U R N A C E OIL 

E L E C T R I C I T Y V O L T A G E 

H O T AIR 

C O A L G A S 

A M P E R A G E 

S T E A M 

A U T O M A T I C M A N U A L 

F I R E P R O T E C T I O N S P R I N K L E R S 

L A S T A P P R A I S A L O F B U I L D I N G ( i F A N Y ) ; 

. W E T ( ) D R Y ( ) 

B Y W H O M : 

O T H E R D E T A I L S : 

N O T E : L I S T O F M O R T G A G E S E T C . , L E A S E S A N D I N S U R A N C E O N B A C K O F P A G E 



APPENDIX .VII -Cont'd 

D E T A I L S O F A N Y M O R T G A G E S , L I E N S , E A S E M E N T S (oR H Y P O T H E C S , P R I V I L E G E S O R S E R V I T U D E S IN Q U E . ) , 

L E A S E S , R I G H T S O F R E D E M P T I O N , O P T I O N S T O P U R C H A S E O R O T H E R R I G H T S A F F E C T I N G T H E F O L L O W I N G : 

( I F N O N E S T A T E "NONE") 

A . L A N D 

B. B L D G . 

L E A S E D L A N D A N D / O R B U I L D I N G S : ( i F M O R E T H A N O N E L E A S E , L I S T S E P A R A T E L Y ) 

A . D A T E O F C O M M E N C E M E N T O F L E A S E 

B. E X P I R Y D A T E 

C. A N N U A L R E N T A L 

D. D E T A I L S O F A N Y R I G H T O F R E N E W A L O F L E A S E O R O P T I O N T O P U R C H A S E L A N D A N D B U I L D I N G S 

U N D E R L E A S E . 

A M O U N T O F F I R E I N S U R A N C E O N B U I L D I N G 



-172- APPENDIX V I I I 

R O Y N A T L T D . 
N A M E O F A P P L I C A N T . 

R N 30B 

Reference N u m b e r 

R N . 

SCHEDULE OF. MACHINERY, EQUIPMENT 8c FIXTURES AS R E F L E C T E D IN L A T E S T BALANCE S H E E T SUBMITTED, D A T E D . - 1 9 _ D A T E _ . 1 9 -

(Omit conts throughout) 
A P P R O X I M A T E 

D A T E 
P U R C H A S E D 

I T E M 
List oach itom, the cost of which was in oxcoss of 5% of tho total valuo of each class of assot. S E R I A L N O . 

N E W 
O R 

U S E D 
P U R C H A S E D F R O M 

O U T S T A N D I N G L I E N S 
E N C U M B R A N C E S O R 

R E N T A L A G R E E M E N T S 

A P P R O X I M A T E 
I M M E D I A T E 

S A L E V A L U E 

( C O M M E N T O N C O N D I T I O N . 
U S A B I L I T Y 

O R P L A N N E D D I S P O S A L 

Total Accumulated Depreciation $ 
Capital Cost Allowance Claimed $ 

N.B. 'Attach list of items acquired after date of latest Balance Sheet, showing 
dotails under the same headings as abovo. 

Total of items listed 
Add: Items not listed 

Total Machinery, Equipment and Fixtures 
per latest Balance Shcot 

flnsert "SOLD" opposite any items 
sold after date of latest Balance Sheet 



List all policies in force including Business Interruption, 
Public Liability, Life on livos of Officers, otc. 

APPENDIX IX 

R O Y N A T LTD. 
RN 30C 

Reference Number 

RN 

SCHEDULE OF INSURANCE COVERAGE AS AT. NAME OF APPLICANT. 

P O L I C Y 
N U M B E R 

N A M E O F I N S U R A N C E C O M P A N Y 
A S S E T S I N S U R E D 

A N D / O R 
N A T U R E O F C O V E R A G E 

A M O U N T 
O F 

I N S U R A N C E 

R A T E P E R 
T H O U S A N D 
P E R T E R M 

B O O K V A L U E 
O F A S S E T S 

I N S U R E D 

R E P L A C E M E N T 
C O S T O F 

A S S E T S I N S U R E D 

E X P I R Y 
D A T E 

L O S S 
P A Y A B L E T O 

C O M M E N T S 
(RESTRICTIONS, CO-INSURANCE. C . S . V . ETC.) 



-ITh-

APPENDIX X 

ROYNAT LTD. -.INVESTMENT SUMMARY Form RN 55 
! ~ : (n-63) 

F i r s t Investment ( ) DATE: 
Supplemental Investment ( ) 
1. F u l l Name of Company 
2. Head O f f i c e Address 
3. Branch O f f i c e Address(es) 

h. Type of Business: Products, Services, Franchises, etc, 

GUIDING INFORMATION 

D i s t r i c t O f f i c e 
Investment O f f i c e r 
Correspondence: E n g l i s h 
Source of Enquiry 

Date Enquiry Received 
Date A p p l i c a t i o n Received 

French Date Summary Received at 
Head O f f i c e 

Reason f o r any apparent 
delay i n processing 

Applicant's Banker 8s Branch 

Applicant's Trust Co. Connection 
( i f known) 

Are i d e n t i f i e d photos attached? 
I f not, e x p l a i n 

6. OFFICERS & DIRECTORS 
F u l l Names 

Has Applicant applied f o r funds 
elsewhere? I f so, ex
p l a i n i n Sec. 17• 

Does Applicant have an estab
l i s h e d Pension Fund? 

I f so, with whom? 

Po s i t i o n Other Years Equity 
i n Co. Age Occupation Salary Empl'd $ 

7. Amount, i f any, of e x i s t i n g RoyNat investment i n Applicant or 
re l a t e d Companies - $ (See Schedule C - l ) . 

8. FINANCING PROGRAM 

Amount Rate • Jo Term: 
Neg. Fee $ Date(s) Funds Required: 
Standby Fee Date(s) 
Has Equity Proposal Been Discussed? 
Recommendation re Equ i t y : 

yrs, mos, 

I f equity recommended, at t a c h d e t a i l e d information on Schedule A-5; 
i f not, e x p l a i n above. 



Appendix X - Cont'd 

-175-

9. REPAYMENT SCHEDULE 

INTEREST - Quarterly payments commencing 
PRINCIPAL 

quarterly payments of $ s t a r t i n g 

^Jl i n a l Payment Date 

F i n a l Payment Date 

Prepayment arrangements i f not standard: 

Balloon Payment 

Total:.-.. - $ 

10. PURPOSE OF FINANCING 

Working C a p i t a l 

SOURCE OF FINANCING 

RoyNat 
Working C a p i t a l 
New Investment 

T o t a l : 

11. SECURITY TO BE HELD BY ROYNAT: 
(Esta b l i s h e d current market 
values - See Schedule B - l ) 

Land 
Buildings 
Machinery, Equipment 
R o l l i n g Stock 
C.S.V. L i f e Insurance 
Other 

T o t a l : $ 

T o t a l : 

GUARANTEES & OTHER SECURITY: 

Names 

L i f e Insurance (face value) 
Other 

Indicate Schedule Attached by Number: 

Schedules Al-5 - F i n a n c i a l Information and Reports 
Schedules Bl-3 - S e c u r i t y Valuations and Conditions 
Schedule C l - Current RoyNat Loan to Applicant, Related Companies. 
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APFENDLX XI 

SCHEDULE A - l RN 55 
A - l 

BALANCE SHEETS - APPLICANT, SUBSIDIARY, GUARANTOR COMPANIES 
(Separate Schedule f o r each - f i g u r e s 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 
B u i l d i n g - cost ; \ , ] \ 

Less Depreciation ( ) ( ) ( ) ( ) 
Machinery & Equipment - cost 

Less Depreciation ( ) ( ) ( ) ( '• ) 
R o l l i n g Stock - cost 

Less Depreciation ( '.) ( ) ( ) ( ) 

TOTAL NET FIXED ASSETS 

A f t e r depreciation of 
Other Assets 

TOTAL 

CONTINGENT LIABILITIES AND GUARANTEES OUTSTANDING: 

QUALIFICATIONS IN AUDITOR'S REPORT ( i f any): 

COMMENTS ON .BALANCE SHEET: 



Appendix XI - Cont'd 
Schedule A - l 
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AUDTTOR YEAR-END 

LIABILITIES & CAPITAL Year-End Year-End Interim Proforma 

CURRENT LIABILITIES 

Bank Loans 
Accounts Payable 

RoyNat - Current 

TOTAL CURRENT LIABILITIES 

DEFERRED LIABILITIES 

RoyNat Int.Rate $ 
Int .Rate °/0 
Int.Rate $ 

TOTAL DEFERRED LIABILITIES  

SHAREHOLDER'S EQUITY 

Loans to be postponed 

Preferred 

Common 

Surplus - earned 

Surplus - other 

TOTAL EQUITY  

TOTAL 



-178-

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 c i a t i o n P r o f i t Flow 

E a r l i e s t Year-End 

Latest Year-End 
Interim  
FORECAST 

PROJECTED FUTURE CAPITAL EXPENDITURE REQUIREMENTS: (excluding current 
f i n a n c i n g proposal). 

Asset 1st Year 2nd Year 3rd Year  

PROJECTED CASH FLOW REQUIREMENTS: Year 1 Year 2 Year 3 Year k 
.RoyNat - P r i n c i p a l 
RoyNat Interest . . ' 
RoyNat - TOTAL : 
PRINCIPAL - Other debt 
INTEREST - Other debt 
CAPITAL EXPENDITURES 
DIVIDENDS, REDEMPTIONS, e t c . 
TOTAL CASH FLOW REQUIRED 
(before tax reduction 
due to i n t e r e s t expenses) ' -

COMMENTS: ( P r o f i t & Loss, C a p i t a l Expenditures, Debt-servicing A b i l i t y ) 



-179-

Interest Dividends C a p i t a l Shares & Shareholder Working 
Expenditure Surplus Loans C a p i t a l 

1+th Year 5th Year 

Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 
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APPENDIX X I I I 

SCHEDULE A-3 

-PERSONAL STATEMENTS' OF GUARANTORS 
(f i g u r e s to nearest $ 1 , 0 0 0 ) 

RN 55 
A-3 

Name of Applicant Company.: 
Name of Guarantor: 
Address: 
Date of Statement Held': r 

Source of Statement: 

ASSETS LIABILITIES & NET WORTH 

LIQUID ASSETS 

Cash 
Receivables 
Marketable S e c u r i t i e s 

CURRENT LIABILITIES 

Bank Loan 
Payables 

TOTAL TOTAL 

OTHER ASSETS 

Investment i n Applicant 
Company . 

TOTAL 

OTHER LIABILITIES 

Net Worth 

TOTAL 

Net Worth Outside Applicant Company $ 

L i f e Insurance C a r r i e d : $ 

Contingent L i a b i l i t i e s and Assets Pledged: 

COMMENTS: (investment O f f i c e r ' s Assessment) 



-151-
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 

Cash 
Receivables 
Marketable S e c u r i t i e s 

TOTAL 

CURRENT LIABILITIES 

Bank Loan 
Payables 

TOTAL 

OTHER ASSETS 

Investment i n Applicant 
Company 

OTHER LIABILITIES 

TOTAL TOTAL 

Net Worth Outside Applicant Company: $ 

L i f e Insurance C a r r i e d : $ 

Contingent L i a b i l i t i e s and Assets Pledged: 

COMMENTS: (Investment O f f i c e r ' s Assessment) 
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APPENDIX XIV 

SCHEDULE A-U  

REPORTS ON APPLICANT COMPANY AND GUARANTORS 

SHAREHOLDER BANK or TRUST COMPANY: 

Manager: 

Comments: 

SUPERVISOR: 

Comments: 

OTHER BANK REPORTS - APPLICANT & GUARANTORS: 

EXISTING BANK LINE OF CREDIT: $ 

Sec u r i t y Pledged: 

DUN & BRADSTREET and/or MERCANTILE AGENCY: 

(Payment record, F i r e s , F i n a n c i a l D i f f i c u l t i e s , Reputation, e t c . 

OTHER SOURCES: 

PROFESSIONAL ADVISORS to APPLICANT and REPUTATION THEREOF 

AUDITOR: 

Comments: 

SOLICITOR: 

Comments: 

NOTARY: 

Comments: 

CONSULTANT: 

Comments: 
I f a F e a s i b i l i t y Report has been prepared f o r Applicant's account, 
attach one copy. 
E x p l a i n why the Report was prepared and comment on the person or f i r m 
who prepared i t : 
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APPENDIX XV" 
RN 55 

SCHEDULE B - l B - l 

FIXED ASSET SECURITY AND VALUATIONS THEREOF - Date of Figures 
APPLICANT, SUBSIDIARY, GUARANTOR COMPANIES 

(Separate sheet f o r each, 
f i g u r e s to nearest $ 1 , 0 0 0 ) 

LAND & BUILDINGS NAME OF COMPANY: ; ; . 
Book Value or 

LOCATION ' DESCRIPTION Projected Cost 

TOTALS 

I f b u i l d i n g s are located on leased land, forward copies of a l l leases t o 
Head O f f i c e with the Summary. I f leases are not a v a i l a b l e , Include a 
d e t a i l e d d e s c r i p t i o n of the terms of a l l l e a s e s . 

MACHINERY, EQUIPMENT, ROLLING STOCK, OTHER FIXED ASSETS ; 

LOCATION .' DESCRIPTION Cost Depreciation 

TOTALS 

COMMENTS - Appraisers: 
(Reputation, Date, Purpose of Appraisal) 

COMMENTS: 
(Charges P r i o r to RoyNat: Repayment terms, held by whom, 
i n t e r e s t r a t e s , reason f o r not ref i n a n c i n g through RoyNat) 

Would the proposed s e c u r i t y be e l i g i b l e under Section 6 3 - l ( H ) 
of the Canadian and B r i t i s h Insurance Companies Act? 

COMMENTS: 
(Security v a l u a t i o n s , Terms of leases, etc.) 
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E s t a b l i s h e d Current E s t a b l i s h e d Forced Municipal Name of C.M.V. Charges p r i o r " 
Market Value Sale Value Val u a t i o n Appraiser to RoyNat 

Book Value or E s t a b l i s h e d Current E s t a b l i s h e d Forced Name of CMV Chargees p r i o r 
Projected Cost Market Value Sale Value Appraiser to RoyNat 
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APPENDIX XVI 

SCHEDULE B-2 RN 55 
B-2 

VALUATION OF SECURITY OTHER THAN FIXED ASSETS -
APPLICANT.'. SUBSIDIARY, GUARANTOR COMPANIES 

' (Figures to nearest $1,000) ~~ 

NAME OF APPLICANT COMPANY: 

GUARANTEES TO BE PROVIDED 
( i f statements are not attached i n 
Schedules A, ex p l a i n below) ' 

Rela t i o n s h i p to Amount and type 
NAMES Applicant Company of Guarantee 

LIFE INSURANCE  
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 i f considered necessary).  

NORMALLY LODGED 

FIRE: Extended coverages on b u i l d i n g s , machinery, equipment 
BOILER: D i r e c t damage • 
BUSINESS 'INTERRUPTION: 
AUTOMOBILE: Public L i a b i l i t i e s , Public Damages, C o l l i s i o n , 

F i r e , Theft 
MARINE: 
THEFT: Machinery, Equipment 
OTHER: ' 

OTHER SECURITY TO BE PROVIDED -
Assignment of Tenant's Leases, Contracts, e t c . 

COMMENTS: 



-186-

E s t a b l i s h e d Worth Outside 
Applicant Company Assets Pledged i n Support of Guarantee 

Type of P o l i c y Present C.S.V. 
Term or Otherwise ( i f any) Owner of P o l i c y 

NORMALLY EVIDENCE OBTAINED THEREOF 

PUBLIC LIABILITY, PROPERTY DAMAGE: - Operations 
PRODUCTS LIABILITY: 
TENANT'S LEGAL LIABILITY^: 
EMPLOYEE'S FIDELITY BOND_j 
PROTECTION & INDEMNITY: Vessels . 
OTHER: 
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APPENDIX XVII 

SCHEDULE B - 3 

CONDITIONS OF FINANCING - APPLICANT 

RN 55 
B - 3 

NAME OF COMPANY 

1. UNDERLYING CONDITIONS 

(a) F i n a n c i a l Statements to be provided 
as follows by Applicant, S u b s i d i a r i e s , 
Guarantors, e t c . 

Annual it. 
Audited 

Name of Companies or Individuals -Date 

Semi-
Annual 
-Date 

Other • 
Dates 

(b) C a p i t a l Expenditures to be 
l i m i t e d to $ 

(c). L i m i t s re Dividends and Re
demptions : Common Dividends $ 

(d) L i m i t s re Salary and Bonuses 
Payable to Shareholders: 
Names: 

(e) Postponement of Outside 
Ob l i g a t i o n s : 

( f ) L i mits re Interest on 
Outside Obligations: 

(g) Working C a p i t a l to be Main
tained a t a Minimum of $ 

(h) No Loans, Investments, 
Guarantees 

( i ) 

CONTINGENT CONDITIONS: 

per annum without our 
p r i o r consent. 

Preferred Redemp-
Dividends t i o n of 

Pre
f e r r e d 

or Ratio of 

( i n f u s i o n of a d d i t i o n a l c a p i t a l , bank l i n e s 
of c r e d i t , management contracts, land leases, 
postponements, sale of assets, s a t i s f a c t o r y 
plans, s p e c i f i c a t i o n s , tenders, performance 
bonds, statements before disbursement, 
l i c e n s e s , etc.) 
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APPENDLX XVIII 

SCHEDULE A-5 

INFORMATION REQUIRED WHEN EQUITY PARTICIPATION RECOMMENDED 

NAME OF COMPANY 
SHARE CAPITAL  

Authorized Book Quoted 
Class No. Amount No. Amount Value Market Pric e 

Comments: 

1 . Have the shares of the Company been s o l d p u b l i c l y ? 
Are shares quoted on an exchange? 
Traded over-the-counter? 
(attach copy of prospectus where a p p l i c a b l e ) 

2. Attach copies of Le t t e r s Patent and Supplementary L e t t e r s Patent 
or Memorandum of A s s o c i a t i o n and Amendments thereto. 

3. Have the p r i n c i p a l s discussed the p o s s i b i l i t y of s e l l i n g s e c u r i t i e s 
p u b l i c l y some time i n the future? (Elaborate) 

k. P a r t i c u l a r s of Major Share Sales During Last Two Years -
Public or P r i v a t e . 

Class Date No. of Shares P r i c e or Consideration 

6 . Dividend P o l i c y ( l a s t 5 years i f possible)  
Dlividend/ 

Preferred Year Share Arrears Comments 

EN 55 
A - 5 

7. Are there shares reserved to s a t i s f y options or conversion p r i v i l e g e s ? 
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INCORPORATED OR TO BE INCORPORATED UNDER THE LAWS OF 

SHARE OWNERSHIP  
°jo v o t i n g held <f> non-voting held Loans to 

Names Class: Class: C l a s s : C l a s s : Company 

5. D e t a i l s on recent o f f e r s or a n t i c i p a t e d o f f e r s t o purchase 
the Company: 

Dividend/ 
Common Year Share Comments on P o l i c y 

(State p a r t i c u l a r s , i n d i v i d u a l s , p r i c e s , terms, e t c . 



/ 

COMPANY YEAR END 

APPENDLX XIX 

ROYNAT LTD. 
6-65 RN.141 

DISTRICT OFFICE 

For 

INVESTMENT REVIEW 

months ended , , ;. 19 

NAME : 

BUSINESS; 

AUTHORIZED - Bonds: 
I n c . Bonds: 
P f d . Shares: 

DISS: O/S 

ARREARS: 

REPAYMENT TERMS 

. PROFIT AND LOSS: 

P e r i o d 

jmos. to_ 
raos.to 

$ 
(000) 

per Y e a r 

Gross 
S a l e s P r o f i t 

G r oss 
-2L 

Net P r o f i t Cash 
Pep'n A f t e r Tax F l o w 

jn o s . to_ 
jnos. to_ 
mos„to 

1 9 
" 1 9 " 
1 9 
1 9 
1 9 

BALANCE SHEET; (000) 19 19 19 

LIMIT 

C u r r e n t A s s e t s 
C u r r e n t L i a b i l i t i e s 
W orking C a p i t a l & R a t i o 
Bank B o r r o w i n g s 
Other Long Term Debt 
E q u i t y & S h a r e h o l d e r s Loans 
Net F i x e d A s s e t s 

UNDERLYING CONDITIONS: ACTUAL  

Working C a p i t a l 
C a p i t a l E x p e n d i t u r e s 
D i v i d e n d s 
S a l a r i e s 
Loans Postponed 
Other Debt 
Other ( S p e c i f y ) 

EQUITY: Check i f RoyNat h o l d s : ( ) O p t i o n , ( ) C o n v e r t i b l e P f d . , ( ) Common 
Date o f E x e r c i s e or C o n v e r s i o n : 

CAPITALIZATION: (No. o f i s s u e d s h a r e s ) P r e s e n t At A u t h o r i z a t i o n 
P r e f e r r e d : 

SECURITY: 

Common: 

(Changes o r recommendations) 

AUDIT REPORTS: 

POSSIBLE FUTURE INVESTMENT: 

COMMENTS & CONCLUSIONS: 

PREPARED BY: 

DATE: 

APPROVED BY: REVIEWED BY: 
D i s t . Mgr. Head O f f i c e 

19 . LAST PLANT V I S I T : 



Credit Application — Industrial. 

F r o m : . , T e l e p h o n e . 

(Address) (City) (Province) 

R e g i s t e r e d u n d e r t h e C o m p a n i e s A c t o f ; o n 

T h e c o m p a n y c o m m e n c e d b u s i n e s s . . :  

P r o d u c t s o r s e r v i c e s 

M a r k e t s e r v e d . 

T y p e o f s u p p l i e r s . 

T y p e o f c u s t o m e r s 

B o a r d o £ D i r e c t o r s 

N a m e P a r t i c i p a t i o n • P r o f e s s i o n A d d r e s s 

\ % 
. .% , % : 

. % : 
% 

K e y P e r s o n n e l 
Y e a r s o f 

N a m e T i t l e A g e S e r v i c e E d u c a t i o n 

P u r p o s e o f L o a a 



C o s t o f t h e p r o p o s e d p r o j e c t 

C o s t o f L a n d -
B u i l d i n g 
P l a n t a n d E q u i p m e n t 
V e h i c l e s ; 
W o r k i n g C a p i t a l 

$. 
$. 
$_ 

APPENDIX ISX - Cont'd 
S o u r c e s ol ffemds 

O w n e r s ' c a s h i n v e s t m e n t . 
L a u r e n t i d e 
O t h e r s ( E x p l a i n ) 

$. 
$-
$-
$-
$-
$. 

T o t a l $ . T o t a l $ . 

O p e r a t i n g r e s u l t s for t h e l a s t 5 y e a r s . . 

Gross Sales Operating profit 
or before taxes and 

Year ended Gross Revenue depreciation Depreciation Taxes Net Profit 

N a m e A d d r e s s 

B a n k e r s 
A u d i t o r s 
S o l i c i t o r s 
I n s u r a n c e . A g e n t s . 

P r e s s o t o b l i g a t i o n s oi fee c o m p a n y : 

Creditor 
Present out

standing balance 
Security 
pledged 

Monthly 
payment 

Annual 
payments 

O t h e r i n f o r m a t i o n : 

T h e i n f o r m a t i o n f u r n i s h e d i n t h i s a p p l i c a t i o n f o r m f o r t e r m f i n a n c i n g i s g i v e n f o r t h e p u r p o s e o f o b t a i n i n g f r o m 

t h e a m o u n t i n d i c a t e d h e r e f o r t h e p u r p o s e e x p l a i n e d . 

19. 



APPENDIX XXI FINANCIAL STATEMENT - 1 9 3 -

AS AT. 19 

NAME ADDRESS 
(If Applicant is o company/partnership complete following) 

Principal's Name Address Phone Position Percentage 
Ownership 

i. 

2 . 

3 . 
• 

4 . 

Cash on Hand 

Cash on Deposit 

Accts. Receivable 

Notes Receivable 

Inventory 

CURRENT ASSETS 

List Saleable Securities at Market Value 

Cash Surrender Value 

Life Insurance 
Other Current Assets (Describe) 

Total Current Assets 

Premises 

Other Real Estate 
(Give Particulars) 

Other Fixed Assets 

Total Assets 

OTHER ASSETS 

CURRENT LIABILITIES 

Bank Overdraft 

Bank Loan 

Accounts Payable 

Other Current Liabilities (Describe) 

Amount owing on Income Taxes 

Total Current Liabilities 

OTHER LIABILITIES 

Mortgage on Premises-

Mortgage on Other Reol Estate 

Other Non-Current Liabilities 

Total Liabilities 

$. 
$. 
$-
$. 
$. 
$ 

I/we hereby certify that the statement of assets and 
hereof, are true and accurate to the best of my/our 
shown above. 

liabilities, given above, and oil other information given on the reverse side 
knowledge and belief ond are taken from my/our books as at the date 

Witness: ; Signature 

Signed this day of 19 

(Use Separate form for each partner) 

For Credit Dept. use only 



APPENDIX XXI - Cont'd CREDIT STATEMENT 
P U R C H A S E R S F U L L N A M E 

,. 

A G E D M A R R I E D 

• G I N G L E 

• D I V . O R W I D . 

W I P E S F I R S T N A M E N O . C H I L D R E N 

H O M E A D D R E S S 

2 . 

H O W L O N G P H O N E • O W N H O M E 

• R E N T 

M O . P M T . O R R E N T H O W L O N G I N C I T Y 

L A N D L O R D O R M O R T G A G E H O L D E R 

3 . 

A D D R E S S P H O N E 

F O R M E R A D D R E S S 

4 . 

H O W L O N G F O R M E R L A N D L O R D O R M O R T G A G E H O L D E R A N D A D D R E S S P H O N E 

E M P L O Y E D B Y 

S . 

A D D R E S S P H O N E M O N T H L Y S A L A R Y 

O C C U P A T I O N ( W O R K S A S ) 

6 . 

H O W L O N G 
F O R M E R E M P L O Y E R H O W L O N G O T H E R I N C O M E A N D S O U R C E 

W I F E W O R K S A S 

7 . 

H O W L O N G W I F E E M P L O Y E D B Y B U S I N E S S A D D R E S S & P H O N E M O N T H L Y S A L A R Y 

B A N K - B R A N C H & A D D R E S S 

3 . 

0 C U R R E N T 

• S A V I N G S 

A U T O - Y E A R . M A K E C. L I C . N O . O W N Y E S Q 

F U R N I T U R E ? N O L ! 

N A M E T W O R E L A T I V E S N O T . L I V I N G W I T H P U R C H A S E R [ I N V I C I N I T Y ) 

9 . 

A D D R E S S . - P H O N E H O W R E L A T E D 

I O . 

T R A D E R E F E R E N C E S 

t l . 1 . 

A D D R E S S P H O N E 

2 . 

3 . 

4 . 

OUTSTANDING OBLIGATIONS 
( L I S T A L L M O R T G A G E S . I N S T A L M E N T A C C O U N T S A N D O T H E R O B L I G A T I O N S ) 

T O W H O M I N D E B T E D S E C U R I T Y P L E D G E D 
D E S C R I B E D E B T S 

A G R E E M E N T S F O R S A L E 
M O R T G A G E S - B A N K L O A N S - O V E R D R A F T S 

D A T E 

I N C U R R E D 

O R I G I N A L 

A M O U N T 

P R E S E N T 

B A L A N C E 

M O N T H L Y 

P A Y M E N T S 

D A T E O F 

L A S T P A Y M E N T 

DETAILS OF PROPERTY TO BE IMPROVED 

A D D R E S S ( * T « E E T . C I T Y . C O U NT Y . P AO V. ) ( IF S A M E AS A D D R E S S OF A P P L I C A N T , E N T E R ' & A M £ ' ) - T Y P E ( H O U I E , A P T . , ( T O R E . F A R M . E T C . ) 

P R O P 

E R T Y 

I S 
( F I L L I N 

1 o n 2 I 

O W N E D B Y ( G I V E NAM t O F T I T L E M O L O C A ) I D A T E P U R C H A S E D P R I C E P A I D 

S 

B E I N G B O U G H T O N C O N T R A C T ( G I V E N A M E Or C O N T R A C T B U Y E R f N A M E O F T I T L C H O L D E R P R I C E P A I D 

8 

L E G A L D E S C R I P T I O N 

A R C P R O P E R T Y T A X E S P A I O T O D A T E ? 

~J Y E S EZDNO ( I f N O ' . G I V E D E T A I L S ! 

I N S U R A N C E A G E N T A N D A D D R E S S A M O U N T O F I N S U R A N C E P O L I C Y N U M B E R 

A M O U N T O F T A X E S 

I N S U R A N C E Y E S Q 

P A I D T O D A T E N O Q 

I M P R O V E M E N T S T O B E M A D E ( I T E M I Z E A N D L I S T E S T I M A T E D C O S T ) 

N A M E O F C O N T R A C T O R 

B A L A N C E T O B E 
T O T A L C O S T O F I N S T A L L A T I O N s D O W N P A Y M E N T 

F I N A N C E D F I N A N C E C H A R G E T I M E B A L A N C E N O . O F 

M O N T H S 

T O T A L C O S T O F E Q U I P M E N T $ $ s 5 S R E Q U E S T E D 

I H A V E R E A S O N A B L Y I N V E S T I G A T E D T H E A B O V E I N F O R M A T I O N F O R T H E P U R P O S E O F O B T A I N I N G C R E D I T F O R T H E L A B O R & 

A N D T O T H E B E S T O F M Y K N O W L E D G E C E R T I F Y I T T O B E T R U E . M A T E R I A L S I N S T A L L E D I N T H E P R E M I S E S D E S C R I B E D A B O V E 

l / W E . T H E U N D E R S I G N E D A P P L I C A N T ( S ) D E C L A R E T H E A B O V E 

S T A T E M E N T S T O B E T R U E . 

V E N D O R A P P L I C A N T 

A P P L I C A N T 



COMPARATIVE STATEMENT OF 
FINANCIAL CONDITION 
N A M E 

APPENDIX XXII 
L O C A T I O N 

D A T E ( M O . / D A Y / Y R . ) 

L I N E D E S C R I P T I O N K E Y A M O U N T K E Y A M O U N T K E Y A M O U N T K E Y A M O U N T K E Y A M O U N T K E Y A M O U N T 

1 Current A s s e t s 

2 Cur rent L i a b i l i t i e s ' 

3 Work ing C a p i t a l -

4 L o n g Torm Debt 

5 T a n g i b l e N e t Worth 

6 N e t S a l e s 

7 Not P r o f i t 

8 A S S E T S 

9 C o s h 

10 M a r k e t a b l e S e c u r i t i e s 

11 R e c e i v a b l e s 

12 Inventory 

13 

14 

I S P r e p a i d E x p e n s e s 

16 T o t a l C u r r e n t A s s e t s 

17 Net F i x e d A s s e t s 

18 ! n v . g. A d v . - S u b s . & A f f i l i o t e s 

19 

20 

21 I n t a n g i b l e s 

22 T O T A L A S S E T S 

23 L I A B I L I T I E S 

24 N o t e s P a y a b l e — B a n k s 

2 5 A c c o u n t s P a y a b l e 

26 Income T a x e s 

27 A c c r u a l s 

28 

29 

30 T o t a l C u r r e n t L i a b i l i t i e s 

31 

32 

33 T o t a l L o n g Te rm D e b t 

34 

35 

36 T o t a l S u b o r d i n a t e d L o n g Torm D e b t 

37 

38 . 

39 T o t a l L . T . L i a b i l i t i e s & R e s e r v e s 

40 P r e f e r r e d S t o c k 

41 Common Stock 

42 C a p i t a l Surp lus ( C a p i t a l R e s . ) 

4 3 Earned Surp lus ( U n d i v i d e d P r o f i t s ) 

44 

45 T O T A L L I A B I L I T I E S & N E T W O R T H 

46 L e a s e R e n t a l s 

47 C o n t i n g e n t L i a b i l i t i e s 

48 

I N V E N T O R Y 

F i n i s h e d G o o d s 

49 I N V E N T O R Y Work in P r o c e s s 

50 

I N V E N T O R Y 

R a w M a t e r i a l s , e t c . 

51 

F I X E D A S S E T S 

L a n d and B u i l d i n g s 

• 52 
F I X E D A S S E T S 

M a c h i n e r y , E q u i p m e n t , e t c . 

53 
F I X E D A S S E T S 

G r o s s F i x e d A s s e t s 

54 D e p r e c i a t i o n R e s e r v e 

935 
O V E R 
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APPENDLX XXII - Cont'd 

A M O U N T S IN 

DATE 1 
NO. OF MONTHS i 

L INE PESCRIPT ION K E Y AMOUNT K E Y AMOUNT K E Y AMOUNT K E Y AMOUNT K E Y AMOUNT K E Y AMOUNT 

55 Net Sales 

56 Cost Of Goods Sold 

57 Gross Operating Profit 

58 Sell ing, General, Admin. Expense 

59 Operating Profit Before Depreciation 

60 Operating Margin — % 

61 Depreciation & Other Non Cash Charges 

62 Other Income 

63 Other Expense 

64 Profit Before Interest and Taxes 

65 Interest and Othor Fixed Charges 

66 Profit Before Income Taxes 

67 income Taxes 

68 Extraordinary Charges 

69 Net Profit 1 

70 Dividend Withdrawals (Cash) 
71 Transferred to Surplus I 
72 Other Credits to Surplus i 
73 Debits to Surplus 1 
74 Net Change in Surplus (Undivided Profits) 1 
75 RATIOS 

76 Current Ratio 

77 L.T . Debt As % Total Capitalization 

78 Average Collactions — Days 

79 Days Inventory on Hand 

80 Debt Burden Coverage 

81 Net Profit as % of Sales 

82 Net Profit as % of Net Worth 

83 Working Capital as % of Sales 

84 SOURCES OF FUNDS | 

85 Net Profit After Taxes 

86 Depreciation & Depletion 

87 Other Non-Cash Charges 

88 SUB-TOTAL CASH FLOW 

89 

90 

91 

92 T O T A L SOURCES 

93 A P P L I C A T I O N OF FUNDS 

94 Reduction in Long Term Debt 

95 Capita! Expenditures 

96 Dividends 

97 

98 

99 

100 T O T A L APPL ICAT IONS 
101 NET CHANGE IN WORKING C A P I T A L 1 . 

II I 



-197-

APPENDLX XXIII 

A NOTE ON INCOME DETERMINATION 

Revenues and Expenses, Gains and Losses 

The d i s c u s s i o n of income determination i s incomplete with

out an examination of the r e c o g n i t i o n and measurement of revenue, 

expenses, gains and l o s s e s . These are basic to the accountant's 

conventional approach to income determination. Within the broad 

framework of generally accepted accounting p r i n c i p l e s , various a l t e r 

natives are a v a i l a b l e f o r recognizing and measuring revenues, expenses, 

gains and l o s s e s . The v a l i d i t y and reasonableness of each a l t e r n a t i v e 

can r a r e l y be j u s t i f i e d by appeal to fundamental l o g i c , but to general 

acceptance i n p r a c t i c e . These problems are b r i e f l y discussed from the 

standpoint of c r e d i t o r s , and the relevance of these problems to the 

decision-making process of c r e d i t o r s . In the l i g h t of t h i s d i s c u s s i o n 

an a l t e r n a t i v e which i s most appropriate to c r e d i t o r s w i l l be chosen. 

The d i s c u s s i o n of the i n d i v i d u a l items of revenues, expenses, gains 

and losses follows t h i s paragraph. 

Revenue i s the p r i n c i p a l f a c t o r g i v i n g r i s e t o income. 

There are three considerations i n the d i s c u s s i o n o f revenue: ( l ) the 

nature of revenue, (2) the r e c o g n i t i o n of revenue, and (3) the measure

ment of revenue. 
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Revenue i s the inflow of resources from customers or patrons 

i n exchange f o r e i t h e r the commodities or services of the business .-L 

The Committee on Concepts and Standards of the American Accounting 

A s s o c i a t i o n states i n the 1957 Statement: "Revenue, the p r i n c i p a l 

source of r e a l i z e d net income, i s the monetary expression of the aggre

gate of products or services t r a n s f e r r e d by an en t e r p r i s e to i t s cus

tomers, during a period of time." 2 I t appears i m p l i c i t that revenue 

a r i s e s from sale of the enterprise's products. Elsewhere revenue i s 

stated to have been earned as the r e s u l t of the e n t i r e process of 

production, though i t i s not recognized and measured p r i o r to the 

completion and d i s p o s i t i o n of the '^product. Reluctance to recognize 

revenue before the completion of production a r i s e s from the f a c t that 

the amount remains uncertain u n t i l the process i s completed and the 

product t r a n s f e r r e d to the customer.3 i n t h i s respect, Sprouse and 

Moonitz hold a more l i b e r a l view and s t a t e : "Revenue i s the increase 

i n the net assets of an enterprise as a r e s u l t of the production or 

d e l i v e r y of goods and the rendering of s e r v i c e s . " ^ They ,go 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

v i c e s ) of that enterprise during t h a t period."5 Revenue i s earned 

when the product has acquired exchange value. A c t u a l exchange i s not 

necessary, however. While measurement of revenue a t t h i s stage poses 

1 Paton and L i t t l e t o n , op. c i t . , p. kl. 

o 
c Op. c i t . , p. 5* 

3 Paton and L i t t l e t o n , op. c i t . , p. h$. 

^ Sprouse and Moonitz, op. c i t . , p. k6. 

5 I b i d . 
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a serious problem, i t i s hardly deniable that revenue has been earned. 

The existence of an exchange value and the measurement of i t are two 

d i s t i n c t problems. The i n a b i l i t y to measure value i s not a v a l i d 

j u s t i f i c a t i o n f o r ignoring the existence of value. A p o s i t i v e step 

i s to seek a s o l u t i o n to the measurement problem rather than to ignore 

the existence of value a l t o g e t h e r . ^ 

The s a t i s f a c t i o n of c r e d i t o r s ' claims must eventually come 

from the exchange value of an enterprise's assets a t any point of time 

from the future income i n the form of assets which can be generated 

by those a s s e t s . Short-term c r e d i t o r s are i n t e r e s t e d i n the probable 

future cash flow and the a v a i l a b i l i t y of exchange value which can be 

r e a l i z e d by conversion of those assets. Recognizing revenue a t the 

point of sale i n f a c t does not give r i s e to cash i f the value received 

i n exchange i s i n the form of monetary claims rather than cash. Recog

n i z i n g revenue at t h i s point does not a l t e r the presence or the amount 

of exchange value. Only a change i n the assets representing exchange 

value has taken place. The exchange value of a d o l l a r i n the bank i s 

the same as that of a d o l l a r ' s worth of inventory i n the warehouse. 

The d i f f e r e n c e i s one being more l i q u i d than the other. The economic 

values of bo$h are i d e n t i c a l . Long-term c r e d i t o r s are a l s o i n t e r e s t e d 

i n the exchange value of the f i r m . Therefore the exchange value i s 

more important to .long-term c r e d i t o r s . A f t e r a l l , production w i l l 

have been completed and sales taken place long before the long-term 

° Cf. Reid K. Storey, "Cash Movements and P e r i o d i c Income Deter
mination," The Accounting Review, V o l . XXXV, No. 3 ( J u l y , i960), pp. 449-
454, and A.B. Carson, "Cash Movement: The Heart of Income Measurement," 
The Accounting Review, V o l . XL, No. 2 ( A p r i l , 1965), pp. 334-337. 
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debts of the enterprise f a l l due. Therefore, t o c r e d i t o r s the 

increase i n exchange value (or assets) i s revenue. 

The next problem i s when to recognize revenue. In general, 

revenue i s earned as a r e s u l t of a s e r i e s of economic a c t i v i t i e s . As 

c r e d i t o r s (long-term and short-term) must depend on the enterprise's 

exchange value f o r ultimate s a t i s f a c t i o n of t h e i r claims, i t i s j u s t i 

f i a b l e to recognize revenue at the point of time when the increase i n 

exchange value of the enterprise has emerged from i t s normal operations 

Short-term c r e d i t o r s need current exchange value to s a t i s f y t h e i r claim 

Long-term c r e d i t o r s have t o depend on the existence of exchange value 

i n the future t o s a t i s f y t h e i r claims. Revenues which give r i s e to 

income w i l l have long been r e a l i z e d before the long-term debts f a l l 

due. 

The usual p r a c t i c e i s t o recognize revenue a t the point of 

r e a l i z a t i o n , which, "according to dominant view, i s evidenced by cash 

r e c e i p t s , or re c e i v a b l e s , or new l i q u i d a s s ets. I m p l i c i t here are 

two t e s t s : (l.) .'conversion through l e g a l sale or s i m i l a r process; (2) 

v a l i d a t i o n through the a c q u i s i t i o n of l i q u i d assets."'' This view may 

be overly conservative and i s hardly j u s t i f i a b l e . Take f o r example a 

manufacturing concern. Revenue, under the r e a l i z a t i o n c r i t e r i o n , w i l l 

be recognized at the point of s a l e . This w i l l r e s u l t i n the under-. 

statement of income and ignoring the existence of c e r t a i n exchange 

value, amounting to a misrepresentation of f a c t s . 

7 Paton and L i t t l e t o n , op. c i t . , p. 49. See a l s o AAA 1964 
Concepts and Standards Research Study Committee, The R e a l i z a t i o n 
Concept, "The R e a l i z a t i o n Concept," The Accounting Review, V o l . 
XXXIX, No. 3, J u l y 1964, pp. 312-322. 
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Sprouse and Moonitz suggest that "income should be i d e n t i 

f i e d with the period during which the major economic a c t i v i t i e s neces

sary to the c r e a t i o n and d i s p o s i t i o n of services have been accomplished,' 

provided objective measurements of the r e s u l t s of those a c t i v i t i e s are 

a v a i l a b l e . These two conditions, that i s , accomplishment of major 

economic a c t i v i t y and o b j e c t i v i t y of measurement, are f u l f i l l e d a t 

d i f f e r e n t stages of a c t i v i t y i n d i f f e r e n t cases, sometimes as l a t e as 

time of d e l i v e r y of a product or the performance of a s e r v i c e , i n other 
Q 

cases, at an e a r l i e r point of time". This i s a superior c r i t e r i o n 

over r e a l i z a t i o n and i s a k i n to what we have i n mind. Another w r i t e r 

has proposed a c r i t i c a l f u n c t i o n theory of revenue recognition.9 This 

theory, taking cognizance of revenue being earned i n an e n t i r e s e r i e s 

of a c t i v i t y , would have us recognize revenue a f t e r the c r i t i c a l func

t i o n i n the s e r i e s of a c t i v i t i e s has been performed. This theory 

again lends support to the p o s i t i o n we have taken. Our p o s i t i o n then 

seems v a l i d and j u s t i f i e d . There i s no doubt that honest d i f f e r e n c e s 

of opinion w i l l be present as to what i s the major economic a c t i v i t y , 

or c r i t i c a l f u n c t i o n i n the e n t i r e s e r i e s of a c t i v i t i e s . Of necessity, 

the accountant should exercise h i s p r o f e s s i o n a l judgment i n each 

i n d i v i d u a l c a s e . ^ 

The measure of revenue i s c l o s e l y r e l a t e d to the nature and 

recogn i t i o n of revenue. We state that f o r our purpose revenue i s the 

Sprouse and Moonitz, op. c i t . , p. 47 

9 John H. Myers, "The C r i t i c a l Event and Recognition of Net P r o f i t , " 
The Accounting Review, V o l . XXXIV, No. 4 (October, 1959), PP- 528-532. 
^ Cf. Hendriksen, op. c i t . , p. 133-
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emergence of, exchange value. I t follows that the proper measure of 

revenue i s the magnitude of the increase of the enterprise exchange 

value, r e s u l t i n g from the enterprise's normal operations. Revenue i s 

best expressed by the price-aggregate a t the point of s a l e , which i s 

t y p i c a l of most merchandising concerns. Where cash i s the considera

t i o n i n the exchange, no problem e x i s t s f o r we state our measurements 

i n terms of money. Where the value received i n exchange i s a claim 

against money at some future date, i t i s the amount t o be eventually 

received i n cash, with due allowance being made f o r any possible 

shrinkage i n probable cash r e c e i p t s , r e s u l t i n g from cash discounts 

and bad debt l o s s e s , i . e . the net r e a l i z a b l e value. The discounted 

cash flow approach i s not recommended. In a normal circumstance, the 

waiting time i s short and the discount /'element i s small. The choice 

of a discount rate i s a l s o troublesome and s u b j e c t i v e . 

In the absence of an arm's length t r a n s a c t i o n , revenue may 

be measured by the increase i n the enterprise's exchange value. Where 

a market e x i s t s f o r the enterprise's product, t h i s poses no problem. 

Revenue may be measured by reference to the market, even though sales 

have not taken place. Revenue should s t i l l be recognized and measured 

even i f ready external guides are not a v a i l a b l e ; an estimate i s accept

able i f need be. 

We may now discuss the r e c o g n i t i o n of revenue i n s p e c i f i c 

situations 1- 1- against the c r i t e r i o n we propose, and examine i t s s u i t a 

b i l i t y i n each case f o r long-terra analyses by c r e d i t o r s . 

Cf. I b i d . , p. 136-141. 
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A c c r e t i o n i s the increase i n the exchange values a r i s i n g 

from natural growth or an aging process. I t i s u s u a l l y associated 

with growing timber, nursery stock and l i v e s t o c k , and the aging of 

l i q u o r s and wines. A c c r e t i o n i s s i m i l a r to an e n t i r e process of pro

duction, and therefore our c r i t e r i o n f o r recognizing revenue i s a p p l i 

cable. We r e i t e r a t e that short-term c r e d i t o r s are i n t e r e s t e d l e s s i n 

income determination than cash flow, and long-term c r e d i t o r s are i n t e r 

ested i n earning revenue and increase i n exchange value rather than 

r e a l i z a t i o n . Recognizing revenue during the a c c r e t i o n process i s 

p e r f e c t l y acceptable. In point of f a c t , long-term c r e d i t o r s can w e l l 

expect that the a c c r e t i o n process w i l l culminate with the conversion 

of the assets i n question i n t o cash before t h e i r claims become repay

a b l e . Having regard to the nature of long-term debts, t h i s kind of 

expectation i s not improbable. The r e c o g n i t i o n of revenue a r i s i n g from 

a c c r e t i o n i s conceptually sound and has the support of economic r a t i o n 

a l e . 

Much of the reluctance t o recognize revenue during accre

t i o n stems from the p r a c t i c a l d i f f i c u l t y of measuring i t o b j e c t i v e l y . 

But t h i s p r a c t i c a l d i f f i c u l t y i s not a j u s t i f i c a t i o n f o r ignoring the 

earnings of revenue and increase i n the i n t e r p r i s e exchange values." 

We can measure revenue during a c c r e t i o n by reference to comparative 

inventory v a l u a t i o n s . The measurement may be indeed crude, and does 

not have the kind of o b j e c t i v i t y as i n the case of an exchange trans

a c t i o n . Estimation i s acceptable, however, i f i t needs t o be. 

Revenue may a l s o be recognized at the completion of produc 

t i o n . This i s , however, not relevant to income measurement f o r the 
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purpose of c r e d i t o r s . I t i s suggested that revenue be recognized 

before completion of production f o r reasons s i m i l a r to those advanced 

e a r l i e r . 

U ncertainties of the s e l l i n g p r i c e and the a d d i t i o n a l costs 

of s e l l i n g and d e l i v e r i n g have often been c i t e d to j u s t i f y d e f e r r i n g 

the r e c o g n i t i o n of revenue to the completion of production. This 

j u s t i f i c a t i o n i s , however, weak. The estimation of the s e l l i n g p r i c e 

and cost of s e l l i n g i s no more accurate at the completion of production 

than during production. They a f f e c t expenses rather than revenues. 

The c r i t e r i a , (a) the existence of a ready market, and (b) determinable 

and stable market p r i c e a p p l i c a b l e to recognizing revenue at the com

p l e t i o n of production, are a l s o a p p l i c a b l e to recognizing revenue 

during production. The deferment of recognizing revenue t i l l the 

completion of production i s indeed untenable. 

I t i s more usual f o r businesses to recognize revenue at  

the point of sale or r e a l i z a t i o n . The AAA st a t e s : 

"The e s s e n t i a l meaning of r e a l i z a t i o n i s that a change 
i n an asset or l i a b i l i t y has become s u f f i c i e n t l y 
d e f i n i t e and objective to warrant r e c o g n i t i o n i n the 
accounts. The re c o g n i t i o n may r e s t on an exchange 
tr a n s a c t i o n between independent p a r t i e s , or on 
est a b l i s h e d trade p r a c t i c e s , or on the terms of a 
contract performance of which i s considered t o be 
v i r t u a l l y certain.12 

Paton and L i t t l e t o n s t a t e : 

" I t i s evidenced by cash r e c e i p t s or re c e i v a b l e s , or 
other new l i q u i d a s s e t s . I m p l i c i t here are two t e s t s : 

X d- Accounting and Reporting Standards f o r Corporate F i n a n c i a l 
Statements, 1957 Revision, op. c i t . , p. 3-
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(1) Conversion through l e g a l sale or s i m i l a r process; 
(2) V a l i d a t i o n through the a c q u i s i t i o n of l i q u i d 
assets." 12A 

R e a l i z a t i o n i s a v a l i d and p l a u s i b l e c r i t e r i o n f o r most 

merchandising businesses which have as t h e i r p r i n c i p a l functions buy

ing and s e l l i n g , with the l a t t e r being more c r i t i c a l . Revenue cannot 

a r i s e from buying alone. Increase i n exchange values r e s u l t s from 

success i n persuading customers to buy and to pay more than the pur

chase p r i c e . To persuade customers t o buy i s a s e l l i n g f u n c t i o n . 

Therefore, s e l l i n g i s the c r i t i c a l event from which revenues a r i s e . 

Therefore, f o r merchandising and other concerns whose main f u n c t i o n 

i s s e l l i n g , recognizing revenue at the point of sale i s proper. 

In some l i n e s of business revenue i s recognized subsequent 

to s a l e . This approach i s u s u a l l y j u s t i f i e d because ( l ) the c o l l e c t i o n 

of v a r i a b l e s i s hazardous, and (2) considerable c o l l e c t i o n expenses 

may be involved, and cannot be estimated with any degree of accuracy. 

Instalment sales are such examples. Having regard t o the i n t e r e s t of 

c r e d i t o r s , t h i s approach i s overly conservative, and f a i l s t o repre

sent economic f a c t s c o r r e c t l y . Instalment sales are u s u a l l y associated 

with merchandising of consumer durables. The s e l l i n g f u n c t i o n i s more 

c r i t i c a l than the f i n a n c i n g f u n c t i o n , which i s part of instalment 

s a l e s . Revenue should be recognized when increase of exchange values 

has emerged. The l e a s t that must be done i s to recognize revenue at 

the point of s a l e . 

The two grounds of j u s t i f i c a t i o n f o r d e f e r r i n g r e c o g n i t i o n 

of revenue i n instalment sales are i n f a c t weak. Where c o l l e c t i o n i s 

12A 
Paton and L i t t l e t o n , op. c i t . , p. 4 9 . 
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hazardous, due allowance f o r bad debts can be made. C o l l e c t i o n 

expenses are deductions against revenue, and do not determine the 

flow of revenue. I t i s a l s o argued that revenue r e c o g n i t i o n be 

deferred to e f f e c t a proper matching of revenues and expenses. This 

i s l e s s important i n the long run when c o l l e c t i o n s and c o l l e c t i o n 

expenses w i l l match by themselves even when recognized a t the point 

of s a l e ; expenses are decrease i n exchange values and are recognized 

i n the periods i n which they are app l i e d to the normal operations of 

the business. A f u r t h e r argument against deferment of recognizing 

revenue i n instalment sales i s that accounts receivable i n instalment 

sales may be factored without recourse. Revenue i s presumably recog

nized at t h i s point. What has happened i s that the f i n a n c i n g function 

has been s h i f t e d to the f a c t o r . But t h i s occurrence does not a l t e r 

the f a c t that sales have been made on the instalment basis.' I t would 

seem that the deferment of recognizing revenue i s dependent upon 

whether the s e l l e r a l s o takes on the fin a n c i n g f u n c t i o n rather than 

the s e l l i n g f u n c t i o n . We contend that the s e l l i n g f u n c t i o n i s primary, 

and the f i n a n c i n g .•'function i s secondary i n instalment s a l e s . Revenue 

i s properly recognized at the point of sales rather than c o l l e c t i o n . 

E q u a l l y s i g n i f i c a n t i s the f a c t that receivable on instalment sales 

w i l l have been c o l l e c t e d long before the long-term debts f a l l due. 

Deferment of c o l l e c t i o n s on instalment sales r e a l l y does not worry 

long-term c r e d i t o r s whose i n t e r e s t i n income determination centres on 

thetlong-term.• debt-paying a b i l i t y of the e n t e r p r i s e . 

Expenses r e s u l t i n the reduction of the exchange values of 

an enterprise and follow from the consumption of the e n t e r p r i s e 1 s 
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economic resources through the normal operations of the e n t e r p r i s e . 

The 1957 Statement of the American Accounting A s s o c i a t i o n defines 

"expense (as) the expired cost d i r e c t l y or i n d i r e c t l y r e l a t e d to a 

given f i s c a l period, of the flow of goods or services i n t o the market 

and of r e l a t e d operations . ^ 3 Sprouse and Moonitz define expense as 

"The decrease i n net assets as a r e s u l t of the use of economic ser

v i c e s i n the c r e a t i o n of revenue (in' the normal operations of the 

enterprise) . " ^ The emphasis i s on the use of economic resources to. 

produce revenue i n the normal operations of the e n t e r p r i s e . This con

cept of expense i s s a t i s f a c t o r y to c r e d i t o r s whose i n t e r e s t i s focused 

on the s i z e of the enterprise's exchange values and the probable flow 

of revenue from these exchange values i n the f u t u r e . Expenses, as 

deductions against revenues, are decreases i n exchange values essen

t i a l and i n c i d e n t a l to the normal operations of the e n t e r p r i s e . 

Expenses are measured by the magnitude of the decrease i n 

exchange values i n terms of current value such as replacement cost. 

This measurement i s consistent with the i n t e r e s t of c r e d i t o r s . 

Furthermore, income measurement i n t e r e s t s only long-term c r e d i t o r s , 

whose claims f a l l due i n the d i s t a n t f u t u r e . C a p i t a l capacity must 

be maintained i n t a c t to ensure s u r v i v a l of the enterprise and i t s 

continual revenue flow. Decrease i n exchange values must be made 

good before income can be considered to have been earned. Replace

ment cost i s proper. 

^ pp. C i t . , p. 6 

1^ Sprouse and Moonitz, op. c i t . , p. K$. 
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Consistent with the current operating concept of accounting 

income, expenses are properly recognized i n the periods i n which the 

decrease of exchange values emerges, and r e l a t e to the normal opera

ti o n s of the e n t e r p r i s e . These items of expenses can be reasonably 

expected to recur i n the enterprise's normal operations because we 

assume thaifc the enterprise w i l l continue to operate. Creditors are 

i n t e r e s t e d i n the magnitude of these items of expenses as a basis f o r 

p r e d i c t i n g the probable future deductions against revenues. 

In determining business income, two major items of expenses, 

cost of goods s o l d and depreciation,deserve s p e c i a l a t t e n t i o n . Each 

of them const i t u t e s a s i g n i f i c a n t proportion of an enterprise's t o t a l 

expenses i n any given period. Several approaches to the measurement 

of these two items of expenses are a v a i l a b l e . The choice of an approach 

to measuring these two items has a d i r e c t e f f e c t on both the measurement 

of p e r i o d i c income and asset v a l u a t i o n s . 

Cost of goods s o l d 1 5 j _ s -the t o t a l outflow of exchange values 

associated with the outflow of goods from the enterprise i n i t s normal 

course of earning revenue. The measurement of cost of goods s o l d 

involves inventory v a l u a t i o n and the a s s o c i a t i n g of t h i s outflow of 

exchange values with revenue. The acceptable basis of inventory v a l u 

a t i o n i n clude: ( l ) discounted money r e c e i p t s ; (2) current s e l l i n g 

p r i c e s ; (3) net r e a l i z a b l e value; (k) h i s t o r i c a l cost; (5) current 

replacement cost; (6) r e a l i z a b l e value l e s s a normal markup; (7) lower 

cost or market; (8) standard cost; and (9) normal-stock v a l u a t i o n . 

c f . Hendrikson, op. c i t . , Ch. 10. 
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The common basis of a s s o c i a t i n g cost of goods s o l d with revenues are 

product flow and cost flow. The most common methods of a s s o c i a t i o n 

include ( l ) s p e c i f i c i d e n t i f i c a t i o n ; (2) average cost methods; (3) 

f i r s t - i n , f i r s t - o u t ; (k) normal-stock methods; (5) r e t a i l inventory 

methods; and (6) gross p r o f i t method. A l l these methods of cost 

a s s o c i a t i o n with revenue r e l a t e to h i s t o r i c a l c o s t . The p r i n c i p a l 

weakness of h i s t o r i c a l cost i s that i t i s i r r e l e v a n t to the exchange 

value of the e n t e r p r i s e . C r e d i t o r s are in t e r e s t e d i n the enterprise's 

t o t a l exchange values, and the probable flow of future revenues from 

t h i s pool of exchange values i n the future. As a basis of fo r e c a s t 

ing future revenue flow, revenue flows from the normal transactions 

of the enterprise are more relevant and important to c r e d i t o r s , 

e s p e c i a l l y long-term c r e d i t o r s . H i s t o r i c a l cost i s therefore i r r e l e 

vant to inventory v a l u a t i o n and measurement of cost of sales from the 

standpoint of c r e d i t o r s , and may be ignored along with a l l methods of 

as s o c i a t i n g h i s t o r i c a l cost with revenue. The present value basis of 

va l u a t i o n i s too subjective to be of any p r a c t i c a l use. The net r e a l i 

zable value basis i s the best approximation of the exchange values of 

an enterprise's inventory, and has a u t h o r i t a t i v e support. D I t i s a 

source of cash flow i n the near future and i s therefore of p a r t i c u l a r . 

i n t e r e s t to short-term c r e d i t o r s , whose main i n t e r e s t i s the enter

p r i s e ' s short-run debt-paying a b i l i t y . However, c e r t a i n shortcomings 

of t h i s b a s i s r e v e a l themselves f o r c l o s e r a n a l y s i s . The net r e a l i z 

able value basis implies l i q u i d a t i o n of the inventory, and that 

• L D See Sprouse and Moonitz, op. c i t . , p. 27 and Accounting Research  
B u l l e t i n No. ̂ 3, p. 3k. 
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replacement of inventory w i l l not be made. I t amounts to l i q u i d a t i n g 

the e n t e r p r i s e , and contradicts our going-concern premise. Further, 

the net r e a l i z a b l e value basis recognizes revenue before the s e l l i n g 

f u n c t i o n has been performed, and i s therefore a departure from our 

t h e s i s that revenue a r i s e s from s e l l i n g rather than from buying i n a 

merchandising business. However, these shortcomings are not too 

c r i t i c a l . Short-term c r e d i t o r s * p r i n c i p a l i n t e r e s t i s i n cash flow 

and funds flow. Their i n t e r e s t i n income determination i s i n c i d e n t a l . 

Income determination should b e t t e r serve the needs of long-term c r e d i 

t o r s . In the measurement of cost of s a l e s , the choice of a basis of 

inventory v a l u a t i o n must be i n favour of replacement cost rather than 

net r e a l i z a b l e value. 

Current replacement costs are b a s i c a l l y h i s t o r i c a l costs 

but are c l o s e r t o the enterprise's exchange values of inventory because 

replacement costs are stated i n current terms. This basis a l s o has 

popular'authoritative support.1''' Conceptually, the current replacement 

cost b a s i s s a t i s f i e s the c o n t i n u i t y premise. I f an enterprise i s to 

continue to operate, i t s exchange values of inventory must be replaced 

to maintain p h y s i c a l c a p i t a l i n t a c t before income emerges. I t permits 

the matching of outflow of exchange values with revenue, r e s u l t i n g 

from the current operations. I t a l s o makes possible the segregation 

of t r a d i n g income a p p l i c a b l e t o the current period from the holding 

See Edwards and B e l l , op. c i t . , Sprouse and Moonitz, op. c i t . , 
p. 29; and Committee on Concepts and Standards, - Inventory Measure
ment, Supplementary Statement Mo. 2, The Accounting Review, V o l . 
x x x i x , No. 3, J u l y , 19^4, pp. 700-714. 
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gains and losses a r i s i n g from p r i c e changes. This i s important because 

our t h e s i s i s that the income from normal current operations i s a bet

t e r b a s i s f o r p r e d i c t i n g future income flow by long-term c r e d i t o r s . 

The a p p l i c a t i o n of the current replacement cost a l s o eliminates the 

need f o r any assumption regarding the product flow or cost flow. Thus 

the a p p l i c a t i o n of FIFO, LIFO or weighted methods becomes unnecessary.-^ 

I f the p r i c e s of merchandise are stable over a period of 

time, to which the determination of income a p p l i e s , holding gains or 

losses w i l l not a r i s e . The measurement of cost of sales and inventory 

v a l u a t i o n are r e l a t i v e l y straightforward. I f p r i c e s do hot remain 

stable over the period, holding gains and losses emerge. Sales pro

ceeds c o n s i s t of two elements: ( l ) revenue from current normal opera

t i o n s — s e l l i n g ; and (2) holding gains or losses which are r e a l i s e d . 

Unrealized holding gains or losses are t i e d up i n the ending inventory. 

Having regard to our t h e s i s that revenue from current normal operations 

i s a b e t t e r measure of income flows f o r f o r e c a s t i n g future income flows, 

i t seems desi r a b l e to segregate a l l holding gains or l o s s e s , r e a l i z e d 

and u n r e a l i z e d , from normal operating income. Such gains or losses 

are to be separately shown i n the income statement or included i n a 

surplus account. A method of accomplishing such segregations i s 

i l l u s t r a t e d as f o l l o w s : 

Hendrikson, op. c i t . , p. 255• 



-212-

Opening inventory, January 1 - 1 0 units @ $5 $ 5 0 
(at current replacement cost) 

Purchased i n May . - 10 units @ $6 60 
Purchased i n October - 10 units <§ $7 70 
Sold during the year - 20 units @ various 

p r i c e s 180 
Ending inventory, December 31 

(10 units at current replacement cost of $8 each) 80' 

T o t a l number of u n i t s s o l d d u r i n a the year = 20 

Cost of goods s o l d (10 x $6 + 10 x $7) = 130 

Realized holding gain (10 x $ 1 + 10 x $ l ) = 20 

Unrealized holding gain (10 x $ ( 8 - 7 ) = 10 

A p a r t i a l income statement thus appears: 

Sales = $180 
Cost of goods s o l d = 130 

Gross t r a d i n g p r o f i t = $ 50 

Realized and u n r e a l i z e d gains, s u i t a b l y described, are shown 

e i t h e r as separate items before the net t r a d i n g income i n the income 

statement or i n surplus account. The ending inventory at current 

replacement cost i s $ 8 0 . There are two t a c i t assumptions i n the f o r e 

going i l l u s t r a t i o n : ( l ) the p r i c e increases evenly over the year; and 

( 2 ) the sales a l s o spread evenly over the year. These assumptions 

need not be absolutely true, but they approximate t o the t r u t h i n the 

long run. An i d e a l a p p l i c a t i o n of the current replacement cost b a s i s 

i s to adjust f o r inventory to current replacement cost before and a f t e r 

every sales t r a n s a c t i o n . This w i l l accomplish the objective of more 

accurately segregating holding gains or losses from income from normal 

current operations, and a b e t t e r measurement of cost of s a l e s . But 

t h i s i s too troublesome i n p r a c t i c e . 
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D e p r e c i a t i o n ^ ± s another major item of expense whose 

measurement i s a subject of dispute. Few people even agree on the 

nature of de p r e c i a t i o n . One d e f i n i t i o n of depreciation i s that i t 

i s a process of s y s t e m a t i c a l l y a l l o c a t i n g the o r i g i n a l cost of the 

depreciable assets over i t s e n t i r e l i f e . The AAA. 1957 Statement 

defines depreciation as the decline i n service p o t e n t i a l of the asset 

by reference to i t s o r i g i n a l c o s t . The 1963 AAA Committee on Concepts 

and Standards — Long-Lived Assets a l s o defines depreciation as de

c l i n e i n the current cost of r e s t o r i n g the service p o t e n t i a l consumed 

during the period. 

There are two basic problems i n depreciation accounting: 

( l ) the bas i s on which depreciation i s t o be charged, and (2) the 

method of changing depreciation f o r each period. The former i s con

ceptual, and the l a t t e r i s procedural. While both problems are impor

tant i n a proper determination of p e r i o d i c income, the former i s more 

basic and the l a t t e r i s t e c h n i c a l and can be modified and r e f i n e d to 

approach as c l o s e l y as possible the desired o b j e c t i v e . 

The main concern over depreciation accounting i s that de

p r e c i a t i o n charges may be inadequate, leading to overstatement of 

income, and dividends and taxes may be paid out of c a p i t a l , r e s u l t i n g 

i n the impairment of c a p i t a l . Creditors are v i t a l l y concerned over 

t h i s p o s s i b i l i t y . Very often l o n g - l i v e d assets are financed d i r e c t l y 

by long-term c r e d i t o r s . Long-term c r e d i t o r s expect to be repaid from 

^9 see Hendrikson, op. c i t . , Ch. XII. 
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the revenues flowing from these assets i n the f u t u r e . To ensure that 

future income flow w i l l continue, c a p i t a l must be maintained i n t a c t 

to make possible the enterprise's c o n t i n u i t y . I t follows, therefore, 

the proper basis of depreciation i s replacement cost. Changing depre

c i a t i o n , according to the American I n s t i t u t e of Certified Public Ac

countants ' d e f i n i t i o n of depreciation, leads to the recovery of o r i g i n a l 

cost. Adopting the 1957 AAA d e f i n i t i o n leads to charging depreciation 

on a basis leading to recovery of o r i g i n a l cost as i n the case of 

adopting the AICPA d e f i n i t i o n . The 1963 AAA d e f i n i t i o n provides f o r 

the recovery of service p o t e n t i a l i n r e a l terms and stresses on the 

maintenance of operating capacity or p h y s i c a l c a p i t a l . 

The main advantage of current replacement cost depreciation 

i s that i t permits a matching of current costs against current revenues 

consistent with the current net operating concept of income we advocate. 

Gains and losses a r i s i n g from changes i n the current values of assets 

can be segregated and reported separately. This provides a more mean

i n g f u l measure of the r e l a t i v e e f f i c i e n c y of current operations, and 

a b e t t e r b a s i s f o r p r e d i c t i n g future income flows by creditors. 

Matching expenses against revenues i s one of the tenets of 

accounting basic to the determination of p e r i o d i c income. The usual 

premise i s that a matching of revenues and expense results i n a b e t t e r 

measurement of income. I t s a p p l i c a t i o n often leads to deferring the 

r e c o g n i t i o n of revenues and expenses. However, revenue may arise with

out i n c u r r i n g any expense,and r i g i d adherence to the matching p r i n c i p l e 

may even lead to d e f e r r i n g the r e c o g n i t i o n of revenues and expenses 
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which should have been recognized. Even the matching concept is not 

without conceptual weakness. Revenue need not necessarily flow from 

an action incurring an expense, or vice versa. Expenses may be i n 

curred without any revenue being obtained i n the normal operations of 

the enterprise. Therefore a l l flows of exchange- values should be 

recognized. Increase in the enterprise's exchange values resulting 

from the enterprise's normal operations is the proper basis for recog

nizing revenues. Otherwise, decrease In the enterprise's exchange 

values resulting from the enterprise's normal operations i s the proper 

basis for recognizing expenses. In the normal course of events, a 

proper matching of revenues and expenses w i l l automatically result. 

However, r i g i d adherence to the matching principle i s 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 may arise from net increase i n asset valuations, a 

form of favourable settlement of debts. Losses are decreases i n 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 decrease 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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c r e d i t o r s to base income determination on revenues and expenses r e 

l a t i n g to normal current operations only, gains and losses do not enter 

in t o periodic income determinations - They are c r e d i t s and charges to 

surplus accounts. This approach i s l o g i c a l l y c o n s i s t e n t . Gains and 

losses are i r r e g u l a r and:do not r e s u l t from normal operations, and 

therefore they should not enter i n t o p e r i o d i c income determination 

which i s to serve c r e d i t o r s as a p r e d i c t i v e device. 

Other Expenses, Amortizations and Write-offs 

Other expenses e s s e n t i a l to the normal operations o f a 

business include s a l a r i e s t o employees, rent, i n t e r e s t expenses, general 

and miscellaneous expenses. These are paid i n the period i n which they 

a r i s e . As these expenses are e s s e n t i a l to the normal business opera

t i o n s , they are proper deductions against the period i n which they 

a r i s e . Whether or not they apply to the normal operations of the 

period i s the basi s f o r determining i f they are properly deductible. 

The amortization of prepaid expenses may r a i s e some doubt. 

Rent and i n t e r e s t are proper charges against the normal business opera- . 

t i o n s . Prepaid expenses are assets i n every sense of the term. The 

prepayment of rent confers upon the enterprise the r i g h t to receive 

b e n e f i t from the use of the b u i l d i n g f a c i l i t i e s or machinery over the 

periods which the prepaid rent covers. Such prepayment i s no d i f f e r e n t 

from p l a c i n g a sum of money i n the bank. Over time, amortization of 

prepaid expenses can be regarded as having paid out cash f o r expenses 

from the bank account. 
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Amortizations of goodwill and other intangibles should not 

enter p e r i o d i c income determination. T h e i r contributions to the 

r e s u l t s of current operations are very uncertain. Their a s s o c i a t i o n 

with current operations i s n e g l i g i b l e . Amortization charges are 

frequently a r b i t r a r i l y determined by the management. Therefore they 

should not enter i n t o period income determination which serves as a 

basis f o r p r e d i c t i n g future income flows. To the extent that i n t a n 

g i b l e s may have exchange values f o r the enterprise as a whole, they 

may be c a r r i e d i n the books of accounts. Intangibles must, however, 

be w r i t t e n o f f to earned surplus to take cognizance of the decrease 

i n t h e i r exchange value. 

Long-term c r e d i t o r s expect to be repaid from the income 

flowing from the normal operations of the e n t e r p r i s e . Those expec

t a t i o n s are at best considered hopes, and cannot be r e l i e d upon 

ab s o l u t e l y . However, they must look to assets as the l a s t l i n e of 

pro t e c t i o n f o r t h e i r i n t e r e s t should t h e i r expectations f a i l to 

m a t e r i a l i z e and the enterprise goes i n t o l i q u i d a t i o n . 

P r i c e - L e v e l Changes and Income Determination 

The general p r i c e l e v e l has been r i s i n g f o r several decades. 

This has l e d accountants and economists to f e a r that changes i n the 

general p r i c e - l e v e l have rendered the measurement of business income 

i n c o r r e c t and hence misleading. R i s i n g p r i c e - l e v e l tends t o r e s u l t 

i n the overstatement of business income and t o paint a f a l s e p i c t u r e 

of p r o s p e r i t y . As income i s the bas i s of t a x a t i o n and dividend d i s 

t r i b u t i o n s , overstatement of income may r e s u l t i n paying taxes and 
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dividends out of c a p i t a l leading to impairment of productive capacity. 

The p o s s i b i l i t y of overstating income as a consequence of 

changes i n general p r i c e - l e v e l i s of p a r t i c u l a r i n t e r e s t to long-term 

c r e d i t o r s . Income i s a guide to future earning p o t e n t i a l and long-term 

debt-paying a b i l i t y . Furthermore, impairment of productive capacity 

may adversely a f f e c t future income flow. 

However, the problem f a c i n g the c r e d i t o r s as a r i s i n g from 

general p r i c e l e v e l changes i s not too serious. In the model of income 

determination above current replacement cost has been proposed as the 

basis f o r v a l u i n g most assets and f o r income determination. The a p p l i 

c a t i o n of current replacement cost i n asset v a l u a t i o n and income deter

mination eliminates much of the d i s t o r t i o n s i n income measurement r e 

s u l t i n g from general p r i c e - l e v e l changes. 

Besides, a l l claims by c r e d i t o r s are measured by t h e i r face 

amounts i n cash as at t h e i r maturity. These claims w i l l be s e t t l e d a t 

t h e i r maturity i n those cash amounts regardless of the changes i n the 

purchasing power of money. Conceivably, c r e d i t o r s w i l l s u f f e r losses 

i n purchasing power under r i s i n g p r i c e s . Adjustments f o r p r i c e - l e v e l 

movements i n the income statements of the debtors w i l l not, however, 

eliminate or lessen such losses of the c r e d i t o r s . The c r e d i t o r s must 

seek compensation f o r such losses through changes i n t h e i r terms of 

c r e d i t . 


