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ABSTRACT

A STUDY OF THE EFFECTS OF ALTERNATIVE

METHODS OF ACCOUNTING FOR INCOME

TAXES ON TERM LOAN DECISIONS

BY

Tribhowan Nath Jain

This dissertation studies the effects of alter-

native methods of accounting for income taxes used in the

preparation of financial statements on term loan decisions

by commercial banks.

Reporting income taxes in financial statements is

one of the significant areas of corporate accounting. The

most important and difficult question in accounting for

income taxes today stems from timing differences between

taxable income and accounting income. They give rise to

the problem of allocation of taxes.

The tax allocation issue has generated controversy.

The Accounting Principles Board supports the comprehensive

allocation of income taxes, but the controversy continues

and the profession is divided over the question.

The matter can be decided best by reference to the

users' needs. Before this can be done it is necessary to
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determine whether or not the debated alternative methods

affect the decisions of the users. Credit grantors are

important users of financial statements, and term loans

represent a significant prOportion of commercial loans.

This study investigates whether or not the alternative

methods of accounting influence the decisions to grant

term loans by commercial banks.

Discussion of allocation of income taxes and term

loans is presented to set a stage for discussing the

effects of different methods of allocation on decision

making in granting term loans. In the financial analysis,

the effects of different methods of allocation of income

taxes on the financial variables are discussed. The

effects of various financial measures on the interest rate

and other lending terms are discussed in the economic

analysis of the effects of different accounting methods.

An interdisciplinary approach is taken in the be-

havioral analysis. It utilizes information from the disci-

plines of accounting, communication, linguistics, manage-

ment, psychology, and psycholinguistics. It is based on

the following propositions: (a) accounting is communi-

cation, (b) accounting is the language of business, and

(c) accounting principles are a kind of financial grammar.

It is reasoned deductively that different accounting

principles affect the behavior of the users of accounting

information in ways similar to the effect of the rules of

grammar on linguistics.
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The theoretical discussion leads to the conclusion

that the alternative methods of accounting for income taxes

affect the decisions of the loan officers. For empirical

study, an experimental investigation was conducted. Two

models were developed. The two model companies are similar

except for their methods of accounting for income taxes.

The result of using different methods of accounting for

income taxes showed that the financial measures were differ-

ent under the alternative methods. Loan officers in various

banks were asked to evaluate these companies for term loans.

Since the companies are similar in all respects except the

tax accounting procedures, the data provides evidence on

how the accounting procedures affect the decisions relating

to term loans.

The results of the study indicate that the differ-

ences in accounting methods influence the decisions of the

loan officers. The difference in methods result in

differences in the financial variables considered in

decision making. The loan officers use surrogated data

and they usually rely on the auditor's opinion for the

applicability of generally accepted accounting principles.

The auditor has no reason to give a qualified opinion

whichever of the several generally accepted accounting

principles are used by the corporation.

The alternative accounting methods affect the

financial variables considered by the loan officers and
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hence their decisions. However, the influence is not re-

flected significantly in all the individual lending terms.

This may be due to the difference in emphasis placed by

different officers on basic factors. They may indicate the

influence in any one or more lending terms. They have

collected information from various sources. Therefore the

influence of individual variables decreases and may some-

time counteract one another. Competition in the banking

industry or standard procedures, or adjustment of financial

data may be the other reasons for this lack of significant

influence on all the individual lending terms.
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CHAPTER I

PRELIMINARY CONSIDERATIONS

Introduction
 

In the preparation of financial information for

external users, accountants often have several alternative

procedures available to them for processing a particular

type of financial data. The choice among the alternative

procedures usually can result in different measurements of

the financial position and operating results of the same

corporation for any given moment or period of time. Per-

sons familiar with accounting are not surprised, because

they very well understand that this is possible (although

not desirable) under "generally accepted accounting princi-

ples." In fact, Chambers1 calculated that it is possible

to measure a given firm's income as any one of thirty

million figures all determined according to "generally

accepted accounting principles."

As a result accountants now have a choice among a

multiplicity of generally accepted practices. The use of

 

1Raymond J. Chambers, "A Matter of Principles,"

The Accounting Review, XLI (July, 1966), 443—457.
 



different methods causes confusion among the readers of

financial statements and prevents meaningful comparisons

of statements of different companies.2

The availability of alternative accounting methods

can be inferred from the definition of accounting by the

committee appointed by the American Accounting Association

to prepare A Statement of Basic Accounting Theory:

The process of identifying, measuring, and communi-

cating economic information to permit informed judge-

ments and decisions by users of the information. The

concept of economic referred to in the preceding sen-

tence holds that economics is concerned with any

situation in which a choice must be made involving

scarce resources. The term "measurement" includes

the choice of an accounting method, as last-in, first-

out to measure inventory or deferral of federal income

taxes to measure income.3

Note the words "choice must be made," "the choice

of an accounting method." Choice involves comparisons,

but such comparisons cannot be made without comparability

of financial information. Therefore lack of comparability

becomes a crucial problem of accounting.

Recognizing the seriousness of the problem,

accountants have been devoting considerable attention

towards its solution. Special mention may be made of the

activities of the Accounting Principles Board of the

 

2Reed K. Storey, The Search for Accounting

Principles (New York: American Institute of Certified

Public Accountants, 1964), p. 53.

 

3A Statement of Basic Accounting Theory (American

Accounting Associatibn, 1966), p. I.

 



American Institute of Certified Public Accountants and the

American Accounting Association. Some others who indicate

the need for comparability of financial information are

Anreder,4 Anthony,5, Gordon,6 Grady,7 Greer,8 Hepworth,9

Ladd,10 Littleton,11 and Spacek.12 We may conclude that

 

4Steven S. Anreder, "Pitfalls for the Unwary,"

Barrons, XXV (December 24, 1962), 3, 8, 10 and 13.

5Robert N. Anthony, "Showdown on Accounting

Principles," Harvard Business Review, XLI (May-June, 1963),

99-106.

6Myron J. Gordon, "Postulates, Principles and

Research in Accounting," Accounting Review, XXXIX (April,

1964), 251-263.

7Paul Grady, "Quest for Accounting Principles,"

Journal of Accountancy, CXIII (May, 1962), 45-50.
 

8Howard C. Greer, "Application of Accounting Rules

to Financial Statements," Accounting Review, XIII (Septem-

ber, 1938), 333-345; "How to’Sficceed in Confusing PeOple

Without Really Trying," Journal of Accountancy, CXV

(March, 1963), 61-65.

 

 

9Samuel R. Hepworth, "Smoothing Periodic Income,"

Accounting Review, XXVIII (January, 1953), 32-39.

10Dwight R. Ladd, Contemporary Corporate Accounting

and the Public (Homewood,_IlIinois: Richard D. Irwin,

Inc., 1963), pp. 25-34.

 

11A. C. Littleton, "Choice Among Alternatives,"

Accounting Review, XXXI (July, 1956), 363-370.

12Leonard Spacek, "The Need for An Accounting

Court," Accounting Review, XXXIII (July, 1958), 368-379;

"Are Accounting Principles Generally Accepted?" Journal of

Accountancy, CXI (April, 1961), 41-46; "A Suggested Squ-

tion to the Principles Dilemma," Accounting Review, XXXIX

(April, 1964), 275-284.

 

 

 



there has been a strong support among the profession for

narrowing the area of differences in accounting. This

view may be interpreted in many ways, but adequate com-

munication techniques may not be available to make these

interpretations effective.

The most obvious interpretation is that financial

data should lead to more comparability of some kind.

Comparisons, it may be asserted, are made by people who

are armed with attitudes, special orientations and various

behavioral sets.13 Usually, assumptions are made that

these attitudes may be changed or in other words that users

can be educated; therefore the important part of the prob-

lem is to determine the proper mix of long run influence

of different methods and short run processing rules.

Second, reduction in the number of alternatives or

the removal of confusion between classes may narrow the

differences and thus lead to more comparability. However

the optimum number of alternatives must be based on the

diversity of the input data, the variety of objectives of

the users of the data, and the dissimilarity in the atti-

tude of individuals who relate the reported data to the

14
objectives. With this diversity in attitudes, the

 

13Carl T. Devine, "DevelOpment of Accounting

Principles--Discussion," Berkeley Symposium on The Found-

ation of Financial Accounting (Berkeley: University of

CaIifornia,II967), p. 17.

14Ibid., p. 18.



decision making by the users may also be influenced by the

apparent differences attributable to the alternative

methods in which reported data such as income and inven-

tories are measured, as opposed to the real differences.

It may be clear now that the Accounting Principles

Board (or its predecessor "Committee on Accounting Pro-

cedures"), the American Accounting Association and other

notable contributors to the development of accounting

theory, could have begun their work with an investigation

of objectives and the prevailing attitudes of the users of

the financial information. This process could have associ-

ated changes in attitudes with changes in measuring and

reporting techniques and thus would have studied the

influence of the alternative methods of accounting on the

decision making by the users. With such information the

Accounting Principles Board, the American Accounting

Association and others might have been in a better position

to influence the activities of the accounting profession

more constructively through appropriate educational pro-

grams and operating rules and methods.

A Behavioral Approach to Accounting
 

The treatment of the behavioral aspect of account-

ing is conspicuous by its absence in most of the past

research in the development of accounting theory. Not

much consideration has been given to the interaction

between accounting and decision making in seeking solutions



to accounting problems, and whenever consideration is

given to the behavioral aspect, the tendency has been to

insert oversimplified assumptions for the behavioral

function.

Carl Devine chides aCcountants for their neglect

of these behavioral aspects:

On balance it seems fair to conclude that accountants

seem to have waded through their relationships to the

intricate psychological network of human activity with

a heavy-handed crudity that is beyond belief. Some

degree of crudity may be excused in a new discipline,

but failure to recognize that much of what passes as

accounting theory is hopelessly entwined with unsup-

ported behavior assumptions is unforgiveable. Con-

sider the following questions:

1. How do we decide which events are to be recorded

and reported and which are not?

2. To what extent, if any, are potential embezzlers

deterred by the necessity for collusion? (How can

a system of internal controls be "reviewed" with—

out some knowledge or assumptions at this point?)

3. How do employees react to idealized standards as

opposed to attainable ordinary measure standards

or to no standards?

4. To what extent are owners influenced by reported

income in making: withdrawals? investments?

labor commitments? (How can we discuss LIFO,

appraisals, revenue recognition, and price-level

accounting without first examining such matters?)

5. What are typical reactions to reports of liquidity

and cash position? Markup and turnover?

6. To what degree are businessmen willing to substi-

tute maintenance of control, stability of manage-

ment groups, prestige from size or physical

properties for incremental profits?

7. What influence on accuracy in recording and

reporting do the techniques of internal control

exert?



8. How do we decide on limits for the entity?15

Professor Yuji Ijiri emphasizes the same point:

Until recently, discussions of alternative accounting

methods have been directed primarily toward how outputs

from accounting systems differ when different account-

ing methods are used. We know that in many cases, FIFO

and LIFO result in different inventory values and hence

produce different profit figures even though the firms

operate in an identical business environment. But a

more important question is whether these different

profit figures affect manager's decisions and, if so

under what conditions. Unless we can show that the

different figures (or more precisely different pattern

of figures) lead to different decisions under a given

set of conditions, there is no point in arguing the

merits or demerits of alternative accounting methods.16

Recently an awareness of the need for understanding

the relationship between accounting and decision making has

increased. This is shown by the variety of studies pub-

lished within the last few years.

The effects of budget methods were studied by

Stedryl7 in his laboratory research. His findings were

that the performance of the task was significantly in-

fluenced by: (a) the type of budget used, (b) the manner

in which the budget was administered, and (c) the per-

formance expectations formed by the participants.

 

15Carl T. Devine, "Research Methodology and

Accounting Theory Formulation," The Accounting Review,

XXXV (July, 1960), 394.

16Yuji Ijiri, The Foundations of Acgounting

Measurements, A Mathematical, Economic and Behavioral

In uir TEnglewood CIiffs, N.J.: Prentice—Hall, Inc.,

, p. 150.

 

17Andrew Stedry, Bgdget Control and Cost Behavior

(Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1960), p. 89.



Bonini18 developed a simulation model of management

behavior in a business firm and then set up an experimental

design to analyze the effect of changes in eight factors.

His findings were that under LIFO inventory methods as

compared to the average cost methods (a) prices were lower,

(b) pressure within the organization was higher, and (c)

profits were higher.

Dyckman19 conducted his eXperimental research on

the impact that different inventory cost flow assumptions

had on the stock investment decisions of individuals. He

found that the significant differences which occurred in

the individual decisions apparently reflected the different

cost flow assumptions used to report the firm's results.

In his second study Dyckman20 investigated the

impact of alternative accounting techniques on certain

management decisions. The results of this study, in sharp

contrast with those of his first study, indicated that the

alternatives used in the study did not influence those

decisions.

 

18Charles P. Bonini, Simulation of Information and

Decision S stems in the Firm TEnglewood CIiffs, N.J.:

Prentice-HaII, Inc., 1963). P. 105.

 

  

19Thomas R. Dyckman, "On the Investment Decisions,"

The Accounting Review, XXXIX (April, 1964), 285-295.
 

20Thomas R. Dyckman, "The Effects of Alternative

Accounting Techniques on Certain Management Decisions,"

Journal of Accounting Research, II (Spring, 1964), 91-107.



In his third study, Dyckman21 studied the effects

of earnings trend, size, and inventory valuation procedures

in evaluating a business. The basic data underlying the

financial information were developed through use of a

computer-simulated business situation. Two types of

subjects, businessmen and students, were chosen to deter-

mine what valuation differences might exist between the

two groups. The results suggested that the decisions of

both groups were influenced by the earning trend factor

but not by the size factor, and that the cost flow assump-

tion of inventory did influence the evaluation.

Bruns22 developed a business game based upon a

simple model that required only three decisions of the

participants each period. His findings agreed with those

reached by Dyckman23 in his second study. John L.

O'Donnell24 studied the relationship between reported

 

21Thomas R. Dyckman, "On the Effects of Earnings-

Trend, Size and Inventory Valuation Procedures in Evaluat-

ing a Business Firm," Research in_AccountinggMeasurement,

ed. by Robert K. Jaedickie, Yuji’Ijifi and Oswald Nielson

(American Accounting Association, 1966), pp. 175-185.

 

22William J. Bruns, "Inventory Valuation and

Management Decision," The Accountinngeview, XL (April,

1965), 345-357.

 

23Dyckman, "The Effects of Alternative Accounting

Techniques on Certain Management Decisions," op. cit.

24John L. O'Donnell, "Relationships Between

Reported Earnings and Stock Prices in Electric Utility

Industry," The Accounting Review, XL (January, 1965),
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earnings and stock prices in the electric utility industry.

He found that raising earnings by altering accounting

procedures will not necessarily result in higher stock

prices, even in the short run.

Jensen25 investigated the effect of alternative

accounting methods on security analysis and portfolio

selection under fairly realistic operating conditions.

He concluded that accounting variations seemed to give

rise to substantial differences in various financial vari-

ables such as earnings per share. As opposed to real

differences apparent differences, attributable to the way

in which reported events such as inventory and depreciation

are measured, were found to affect security evaluation and

portfolio decisions.

Need for Research
 

Research of the kind discussed above is of funda-

mental importance. It deals with the hitherto ignored but

important behavioral aspect of accounting. If alternative

accounting methods are found not to affect certain deci-

sions under certain conditions, then the whole discussion

of which method is appropriate under those conditions and

for those decisions may indeed be interesting but irrele-

vant. On the other hand, if the use of different

 

25Robert E. Jensen, "A Study of Effects of Alter-

nate Accounting Systems on Security Analysis and Portfolio

Selection Decisions" (unpublished Ph.D. dissertation,

Stanford University, 1966), p. 180.
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accounting methods does affect decisions, then it may be

possible to develop more meaningful criteria to choose

among alternative accounting methods and thus provide users

with better and more useful financial information. Both,

the concern for the user's understanding and the need for

studying the behavioral aspect can be very well inferred

from the following observations made by Marvin L. Stone,

President of the American Institute of Certified Public

Accountants,

Our present efforts to communicate financial data to

users are grossly ineffective. I do not know what can

be done about it. I am not sure whether we are at

fault. . . . A new look is in order. Perhaps the

accounting profession should call on specialists in

other fields--behaviora1 scientists, marketing experts,

commercial artists to help design the new look.26

Regarding the need for more research in the area of

information and decision he further observes:

Most of the subject matter in this area was entirely

unknown twenty years ago. Consequently there are un-

told opportunities for fruitful study. Basic research

on the impact of accounting communication on behavior

and motivation of personnel is high on the list. . . .

There are also countless opportunities for applied

research in this new field. 7

The studies mentioned above depict the efforts made

by accountants to understand the behavioral aspects of

accounting. While they are valuable, their results do not

 

26Marvin L. Stone, "Problems in Search of Solution

Through Research," Empirical Research in Accountifig:

Selected Studies, 1968 (Chicago: University of’C 1cago,

W): PP. 63-61.

 

27Ibid., p. 64.
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yet make it possible to generalize the effects that alter-

native accounting procedures have on decision making.

There are many accounting variations and several areas of

decision making which have not been investigated. Ijiri

states:

. . . We cannot conclude from Bonini's study that the

LIFO method should be preferred to the average cost

method of inventory valuation because the former tends

to generate higher levels of profits; nor can we con-

clude from Bruns's study or Dyckman's study that in-

ventory valuation methods have no effect on business

decisions. Accounting variations may have significant

effects under some conditions and may have no effects

under other conditions.28

Questions have also been raised over the extent of

applicability of findings of some of the simulation studies

to real world phenomena. For instance, Dyckman29 selected

students as his subjects and has observed that the results

applied to a particular group of students only. In an-

other study30 he observed that the subjects did not repre—

sent a sample of businessmen who were responsible for

actual decisions.

The American Accounting Associations Committee on

Managerial Decision Models reports:

 

28Ijiri, op. cit., p. 150.

29Dyckman, "On the Investment Decisions," op. cit.,

p. 294.

3oDyckman, "On the Effects of Earnings-trend, Size

and Inventory Valuation Procedures in Evaluating a Business

Firm," 020 Cite, pp. 179-1820
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The most widely used decision models are rooted in

the tools and assumptions of economics. Their imple-

mentation, however, is apt to be affected by behavioral

complications which sometimes are so complex that the

original economic decision models must be drastically

altered before they are used. Although we are aware

of the cardinal importance of these behavioral con-

siderations, we can do little here beyond underscoring

the need for more research and stressing that an over—

whelming amount of research on decision models and

accounting is based on the flimsy assumption that the

user is an economic man. The latter assumption is

often necessary for productive analysis that supplies

normative answers which must then either be implemented

or modified in light of attempts at implementation.

Implementation is frequently a behavioral problem.

Economic analysis, then, is not wrong or undesirable;

it is simply incomplete. In his role as a supplier of

information, the accountant must be concerned with both

the economic decision models and their implementation

as an entire package.

The trouble at this point is that our knowledge of

behavioral effects is too fragmented. The information

produced by decision models and accounting systems is

supposed to "exert influence or have the potential for

exerting influence on the designated actions" (State-

ment, p. 9). Little systematic evidence is available

concerning the complex effects of decision models and

accounting information on user behavior. Instead, the

relationship is either overlooked or it is described

by over-simplified assertions. Too often, the asser-

tions or generalizations seem to be valid in one organ-

ization but not in another, usually because they are

not based on any rigorously compiled evidence that

permits prediction rather than explanation.

Because accounting information is aimed at users

(external users as well as internal), hardly any major

accounting issue can be resolved without making some

assumptions about behavior. We need more evidence to

find out which assumptions are valid. Behavioral con-

sidergfions need intensive research of a fundamental

kind.

From the above discussion it can be emphasized

that more studies are needed of this dimension of accounting

since repeated studies and investigations may enable us to

 

31American Accounting Association, "Report of Com-

mittee on Managerial Decision Models," The Accounting

Review, Supplement to Vol. XLIV (1969), 46.
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develop more meaningful criteria to choose among the various

alternative accounting methods and thus provide the users

of accounting information with better and more useful data.

The confirmation of an empirical assertion, it should

be remembered, is never absolute and final. Repeated

tests can add to its probability.32

The Present Study
 

This study deals with the behavioral aspects of

accounting. It is concerned with the study of the effects

of certain alternative accounting methods used in the

preparation of financial statements upon some decision

making. In general, the investigation is concerned with

whether or not the various alternative accounting methods

available to the accountants in the measurement of financial

data could have an effect on the decision making of the

users of those data.

As mentioned above, there have been some studies

investigating the relationship between alternative account-

ing procedures and management decision making and also

some investigation has been conducted into the relationship

between the use of alternative accounting methods and in-

vestors' decision making. However, so far there seems to

be no study investigating the effect of alternative account-

ing methods on the decision making by the group of users

 

328. S. Stevens, "Mathematics, Measurement, and

Psychophysics," Handbook of Experimental Psychology, ed. by

S. S. Stevens (New York: John WiIey & Sons, Inc., 1951),

p. 3.



15

which has had a considerable influence in shaping the

accounting and reporting of corporations and also has

direct access to the corporation and can arrange for the

information needed, namely large commercial banks.

Historically, creditors--particularly commercial banks

and other lending institutions--have been a strong in-

fluence in shaping both the accounting and reporting

of corporations. As long as banks have been lending,

they have quite naturally desired, and obtained in-

formation about borrowers, relevant to their relation-

ship including financial position and operating

results.33

Specifically, the present study investigates

whether or not the different treatment of the tax effects

of timing differences arising out of the use of accelerated

depreciation method for tax purposes and straight line for

financial accounting has any effect on the term lending

decisions made by the large commercial banks.

The importance of term lending is illustrated by

the following data. The total amount of term loans out-

standing on May 28, 1969 at large commercial banks was

$30,883 million, while the total amount of commercial and

industrial loans on the same date at these banks was

$76,636 million. In other words, term loans accounted

for 40.2 per cent of the total commercial and industrial

loans of large commercial banks which send weekly reports

to the Federal Reserve Banks as noted in the following:

 

33 . . . . .
Herman W. BeV1s, Corporate F1nanc1a1 Reporting in

a Com etitive Econom (New Yor : The Macmillan Company,

I965), pp. 79-80.
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Note.--About 160 weekly reporting banks are included

in this series; these banks classify by industry,

commercial and industrial loans amounting to about

90 per cent of such loans held by all weekly reporting

banks and about 70 per cent of those held by all com-

mercial banks.

For description of series see article "Revised

Series on Commercial and Industrial Loans by Industry,"

Feb. 1967 Bulletin, p. 209.34

A limited survey of term loans by the ten largest

commercial banks in New York City indicated that term lend-

ing played a more important role at large city banks than

at smaller institutions. In 1960 term lending constituted

more than one-half of all business loan volume of the large

city banks while at smaller banks they were approximately

one-third the volume of all loans.35

As for the future importance of term lending, it

is observed

Precise figures on term lending throughout the United

States are unfortunately not available, but it is

reliably reported that the volume of term loans at

New York City banks has more than doubled since 1960

and, as a percentage of total business loans, has

appreciably increased. Other money market center

banks have reported similar rates of increase. The

tremendous growth of time deposits in the commercial

banking system has caused bankers everywhere to offer

this special type of credit assistance to the increas-

ing numbers of companies who have been requesting such

services. As I mentioned earlier, if bankers would

only be honest about the type of credit they are

offering, we would find that the prOportion of term

 

34"Business Loans of Banks," Federal Reserve

Bulletin, LV (June, 1969), 30.

 

 

3S"Term Lending by New York City Bank," Monthl

Review Federal Reserve Bank of New York, XLIII (FeBruary,

I96I) 27-31I o
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loans in the nation's banks is even greater than we

might surmise from a casual observation.36

From the above, we can appreciate the importance

of term loans in the banking system of the nation in

general, and in the large commercial banks in the large

cities, in particular. The importance of term loans is

enhanced when it is recognized that these large city banks

provide the major part of commercial and industrial financ-

ing in the country. It is in this context that the inter-

action between accounting procedures and decision making

will be investigated.

Hypothesis
 

This dissertation examines the hypothesis that

alternative methods of accounting for income taxes, when

timing differences between taxable income and pre-tax

accounting income exist, influence decisions relating to

the granting of term loans by large commercial banks. The

null hypothesis states that alternative methods of account-

ing for income taxes, when timing differences between

taxable income and pre-tax accounting income exist, do not

affect decisions relating to grant of term loans by large

commercial banks.

 

36J. W. Middleton, "Term Lending--Practical and

Profitable," The Journal of Commercial Bank Lending, L

(August, 1968), 42-43}
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Research Methodology
 

This dissertation is based on the research efforts

given below:

Library Research on Alternative

Accounting Methods

The purpose of this phase of library research was

to study the several alternative methods of accounting.

Special emphasis was given to the study of alternative

methods of accounting for income taxes.

1. Reasons for the difference between accounting

income and taxable income. This difference

gives rise to the problem of interperiod

allocation of income taxes.

2. Nature of interperiod allocation of income

taxes.

3. The different methods of allocation of income

taxes.

4. Arguments for and against the comprehensive

allocation of income taxes.

LibraryResearch on

Term Loans
 

This included the study of:

1. Nature of term loans.

2. Importance of the term loans.

3. Process of making term loans by banks.



19

LibraryResearch on the Effects

of Alternative Methods

of'Accounting

In this phase of the library research the study

included:

1. Financial Analysis of the Effects of Alter-

native Methods of Accounting

This included an investigation into the effects of

alternative methods of accounting on the different measure-

ments of the financial position and operating results of a

corporation for any given moment or period of time. The

greatest emphasis was on the study of the effects of

alternative methods of accounting for income taxes.

2. Economic Analysis of the Effects of Alter-

native Methods of Accounting for Income Taxes

The investigation was conducted into the economic

effects of the different measurements of financial position

and Operating results of a corporation for a given moment

or period of time, on terms of loans.

3. Behavioral Analysis of the Effects of Alter-

native Methods of Accounting

The investigation was conducted in the fields of

accounting, communication, linguistics, management, psy—

chology and psycholinguistics. This was based on the

following prOpositions: (a) accounting is communication,

(b) accounting is the language of business, and (c)

accounting principles are a kind of financial grammar.



20

Further, it is recognized that the products of an account-

ing system are always surrogates; they are useful only

because they represent principals. The principal-surrogate

relationships used in accounting were investigated.

A detailed study was made of the different ap-

proaches to decision making. These have developed along

two major lines: (a) management science research, and (b)

studies of organizational decision making. Major emphasis

was placed on the organizational decision making, because

it is primarily concerned with how administrators actually

do make decisions.

Field Research
 

The purpose of the field research was to study the

actual processing of term loan applications by large banks

and to observe the various factors affecting decisions on

such loans. This was accomplished by contacting various

loan officers and credit men in different banks. The de-

tailed working of the credit departments of four banks was

studied. Eight actual credit files in six banks were

studied. Each file contained details regarding total

credit, including term loans granted to one firm in each

case.

The other part of the field research was based on

studies by four banks of the two term loan cases. In these

studies discussions were held with the loan officers and

credit men of these banks. The purpose of this part of the
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research was to study the decisions made by loan officers

while they were processing the two cases in their usual

routine. In these cases the writer received the reviews,

including financial analyses, and proposals or recommen-

dations made by the credit departments on the term loan

applications. The writer also received the recommendations

made by the loan officers on these applications.

During the follow-up of the questionnaire, the

writer also had the opportunity of looking at a few term

loan files at some banks.

 

Questionnaire Survey

The purpose of the questionnaire survey was to study

the relationship between the alternative methods of

accounting for income taxes and the decisions made by loan

officers.

Accounting data was generated for two similar

hypothetical corporations named Jaytee Bakeries, Inc. and

Roysons Bakeries, Inc. The two companies were assumed to

use two different methods of allocation for income taxes.

Based on these data the following statements were developed:

1. Income statements, balance sheets and cash

flow statements for the previous four years

and for the half year ending June 30, 1969.

2. Income statements, balance sheets and cash

flow statements projected for the half year

ending December 31, 1969 and four years
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thereafter. Analytical data for the two

companies was also computed.

Similar information concerning the nature of the

loan request, history of the company, its business, manage-

ment, selling and distribution, competition within the

industry, employees, inventories, fixed assets, income

taxes, capitalization, bank's relationship, and credit

agencies reports was compiled for each company.

Participants.--Participants are loan officers or
 

credit men from large banks in Chicago, Cleveland, Detroit,

Indianapolis and Milwaukee. These banks are among the 300

largest banks in the United States as listed in Moody's

Bank and Financial Manual in order of amount of deposits
 

on December 31, 1967. All these banks are members of the

Robert Morris Associates. One hundred and ten participants

were selected at random from the 285 bank representatives

listed in the Member Roster 1968-69 of the Robert Morris

Associates.

Each participant was sent the financial and other

data for the two companies along with a return question—

naire. These are given in Appendix A. An introductory

letter from Mr. Edward P. Minich, President, Michigan

Chapter of the Robert Morris Associates, and a cover letter

from the writer accompanied the above mentioned data.

These two letters are also given in Appendix A.
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To reduce non-response the writer visited all these

banks in Chicago, Detroit, Indianapolis and Milwaukee.

Attempts were made to contact personally all the partici-

pants in these banks. Dr. Sahni, an old colleague of the

writer, and presently residing in Cleveland, contacted the

participants there. Seven participants could not be con-

tacted because they had left their respective banks. Four

could not be contacted because of illness. Ten were on

vacation, two of them in EurOpe. Another nine could not be

contacted for other reasons.

About four weeks after the visits to the banks,

follow-up letters were written to the non-respondees,

except to those in Detroit where the non-respondees were

approached again for reply. Dr. Sahni followed up in

Cleveland. Then telephone calls were made to Indianapolis,

Detroit and Chicago. Dr. Sahni contacted the participants

in Cleveland again several times.

Of 110 participants, 74 have responded. This

represents over 67 per cent of the participants. (However,

four of the responses were not considered because they were

improperly completed.) The credit for this high degree of

response goes to Mr. Minich, whose introductory letter and

personal messages to some of the participants made this

possible.
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Limitations
 

There are two major limitations related to this

study. The first one is inherent in any behavioral study.

The empirical part of the study depends upon the attitudes,

views and Opinions of the participants.

The second limitation concerns the extent of

generalization of the results. The sample was drawn from

a limited population. This facilitated follow up and

thus minimized non-response. The results are, therefore,

strictly applicable to the population from which the random

sample was drawn. However, it is believed that this pepu-

lation is a fairly good representative of the total number

of large commercial banks. There is no reason to think

that the loan officers in other banks will have character-

istics different from those of the population considered in

this study. Based on this assumption the results of the

study can be generalized to all commercial banks.

Organization of the Dissertation
 

Chapter II describes the variations in the methods

of accounting in different areas with a discussion of

interperiod allocation of income taxes.

Chapter III discusses term loans including the

nature, development, reasons for making term loans and

the processing of term loans by large banks.
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Chapter IV presents the theoretical discussion of

financial, economic and behavioral analyses of the effects

of alternative methods of accounting.

Chapter V describes the models used in the in-

vestigation. The results of the use of the alternative

methods of allocation of income taxes on the financial

variables of these two models are discussed.

Chapter VI provides a complete presentation and

analysis of the data collected in response to the question-

naire survey and field studies.;

Chapter VII presents the evaluation of the results

of the questionnaire survey and the field studies. This

is followed by implications and suggestions.

Summary and conclusions are given in the final

chapter.



CHAPTER II

VARIATIONS IN THE METHODS OF ACCOUNTING

Introduction

In this chapter the alternative methods of account-

ing in different areas are described with a detailed dis—

cussion of interperiod allocation of income taxes.

Alternative Methods of Accounting

Choice Among Alternative

Methods

Accounting has been defined as:

. . . the process of identifying, measuring, and com-

municating economic information to permit informed

judgments and decisions by users of the information.

The concept of economic referred to in the preceding

sentence holds that economics is concerned with any

situation in which a choice must be made involving

scarce resources. The term measurement includes the

choice of an accounting method. . . .1

The choice among the alternative methods of account-

ing makes it possible to report different measurements of

the financial position and Operating results of the same

corporation at any given point of time or for a period of

time. These different measurements and the alternative

 

1A Statement of Basic Accounting Theory, Op. cit.,

26
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methods of presentation and disclosure may affect the

decisions of the users of the financial statements. To

make correct decisions, the users should know how the

alternative methods affect the variables they are consider-

ing in making these decisions. If a company does not

report the method it uses, the users cannot determine

that variation exists. Or, the user may be aware of the

method used but the information provided is so meager or

the method of presentation is such that the user cannot do

anything about it. He may not be able to compute the

effect of the variations or understand the extent of the

effect on the various variables he is considering.

Available Alternative Methods
 

An early published listing of alternative methods

of accounting appeared in "A Statement of Accounting Princi-

ples"2 in 1938. There are two other listings of alter—

native methods of accounting. One of these is a memorandum

prepared by the chief accountant of the Securities and

Exchange Commission for a House of Representative

 

2Thomas Henry Sanders, Henry Rand Hatfield, and

Underhill Moore, A Statement of Accounting Principles

(New York: AmericangIhstitute of Accounting, 1938;Re-

printed, American Accounting Association, 1959).
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Sub-Committee.3 The other is found in Accounting Research

Study No. 7.4

The SEC memorandum gives eight areas where the use

of alternative methods can produce different measures of

the variables in financial position and Operating state-

ment. These are: (l) valuation of inventories, (2)

depreciation and depletion, (3) income tax allocation,

(4) pensions, (5) research and development costs, (6) good-

will, (7) when is income realized, and (8) "all—inclusive"

versus "current Operating performance" profit and loss or

income statement.

Accounting Research Study No. 7 contains a long

list of alternative methods of accounting in addition to

those listed in the SEC memorandum. The list is not

claimed to be all-inclusive. Some of these are available

to the management without any restriction, while in other

cases the management can choose only under certain condi-

tions. The additional areas included in Grady's5 listing

along with the number of alternatives considered acceptable

are: (1) cash discount of sales : 2, (2) excise taxes : 2,

 

3Memorandum prepared by the Office of the Chief

Accountant, Securities and Exchange Commission in Response

to Request of the Subcommittee on Commerce and Finance of

the Committee on Interstate and Foreign Commerce, House of

Representative on H.R. 6793, reprinted in Paul Grady,

"Inventory of Generally Accepted Accounting Principles for

Business Enterprises," Accounting Research Study No. 7

(New York: American Institute of Certified Public

Accountants, 1965), pp. 385-397.

5
41bid., pp. 373-379. Ibid.
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(3) real and personal property taxes : 8, (4) dividends on

common shares payable in common shares : 2, (5) investment

in unconsolidated subsidiaries : 2, (6) bases at which

plant assets are recorded when acquired : 4, (7) bases of

recording self constructed assets : 3, (8) losses on plant

assets : 2, (9) development cost in extractive industries

: 3, (10) leaSes : 2, (11) fire losses : 2, and (12) busi-

ness combinations : 2.

Thus Grady reports thirty-one areas with eighty-two

recognized alternatives. However, this does not include

the listing of other methods nor include all the combi-

nations of various methods. We can get a further idea of

the methods in practice if we refer to the information

presented in the "Accounting Trends and Techniques 1967."6

Inventories.--Taking the inventories first, it is

discovered from Table 10,7 that there are twelve bases of

 

inventory pricing specifically mentioned, besides an un-

known number included under the heading "various other

bases." Similarly, under the Methods of Determining Cost

there are twelve bases specifically mentioned and an unknown

number under the heading "Other Methods."

Depreciation.--Turning to depreciation, the situ-
 

ation is no better. As can be seen from the tabulation8

 

6American Institute of Certified Public Accountants,

Accounting Trends and Techniques (let ed.; New York:

Amefiéan Institute ofTCertifieleublic Accountants, 1967).

7 8
Ibid.’ pI 55. IbidI' pI 186I
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the number of methods or combination of methods adopted

total up to forty-six. Accounting Trends and Techniques
 

1261? notes that all the 600 companies surveyed disclose

depreciation, but in two companies the disclosure is

limited to the accumulated depreciation reported in the

balance sheet. Further,

. . . yearly comparisons as to the number of companies

using certain methods of depreciation could not be made

as it appears that often companies disclose new methods

adopted during the gear but thereafter make no further

reference thereto.l

Disclosure of long-term leases by lessees.--Out of

the 600 companies surveyed only 265 set forth the details

of long-term leases. Others either do not refer to or do

not give details, if referred to or indicated. Disclosure

of leases also varied among the companies surveyed as can

be observed from Table 19 that out of the 763 disclosures,

details for 37 were set forth in the letter to the stock-

holders and in 726 the details were set forth in foot-

11
notes.

Cash flow.--Out of the 600 companies surveyed only
 

168 refer12 to cash flow; and 432 did not make such a

reference. Of the 168, 95 presented information in dollar

amount, 11 in per share and 62 presented both in total and

per share.

 

9 10
Ibid., p. 185. Ibid., p. 187.

111bid., p. 75. 121bid., p. 217.
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Tax allocation and deferment of income taxes.--
 

. . . The problem of allocation of income taxes arises

in those cases where there are material and extra-

ordinary differences between the taxable income upon

which such income taxes are computed and the income

for the period determined in accordance with generally

accepted accounting principles. . . . Deferment of

income taxes arising from variations in the treatment

for income tax purposes as opposed to financial report-

ing purposes, of the investment tax credit, depreciation

and installment sales, are not considered allocation of

taxes in Table 9. Such deferments of income taxes are

shown separately in Table 9.13

The table (9) shows that there were extraordinary items

shown net of related tax and extraordinary items shown in

full amount. Also only the tax effect of extraordinary

items were shown. On deferments: there were 253 income

tax deferment items of the 251 survey companies, which

consisted of 219 deferred items applicable to 1966 income

tax provision and 34 items representing reduction in de-

ferred income tax changes applicable to prior years.

Existence of variations in accounting are pointed

out by Robert N. Anthony as follows:

The long list Of gaps and inconsistencies as well as

the absence of standards cited in the article by

Carman G. Blough in the Journal of Accountancy* (and

the evidence given in some of Leonard Spacekrs articles

and addresses)* should be enough to convince almost

 

 

*Carmon G. Blough, "Challenge to the Accounting Pro-

fession," Journal of Accountancy, CVIII (December, 1959),

37; Leonard Spacek, "Are Accounting Principles Generally

Accepted?" Journal of Accountancy, CXI (April, 1961), 41;

Leonard Spacek, Business Success Requires an Understanding

of Unsolved Problems of Accounting and Financial Reporting

(New York: Arthur Andersen & Co., 1959).

 

 

 

 

13Ibid., p. 198.
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anyone. As Blough, Spacek, and others point out,

there are a variety of "equally convincing" Opinions

and "equally acceptable" practices with respect to

accounting for such matters as pension funds, income

tax allocation, research development costs, explor-

ation costs, stock Options, mergers, inventory valu-

ation, depreciation, revenue from long-term contracts,

stock dividends, installment revenue, treasury stock

transagfiions, bond discount, depreciation methods and

so on.

Specific examples of the variations in accounting

are pointed out in Forbes:

Sun Oil, for example, elects to charge Off its

drilling costs for new wells right away, while com-

petitor Continental Oil capitalizes the costs of

successful wells and writes them off gradually. U.S.

Steel takes the 7% investment tax credit on its capital

expenditures into income over a period of years, while

Lukens Steel takes all of its tax credits immediately.

Litton Industries and other acquisition-minded com-

panies have the option of treating an acquisition as

either an outright purchase or a pooling of interests.

Delta Air Lines depreciates its planes over ten years,

while United Air Lines, at the other end of the

spectrum, writes off its 727 jets over as long as 16

years. Douglas Aircraft elects to record some of its

aircraft development costs as assets, while competitors

may charge similar expenditures against current income.

Industry is shot through with such accounting vari-

ations. They are all perfectly acceptable under present

accounting rules and they allow managements the kind of

freedom the CPAs believe they ought to have.15

Thus we see that alternative accounting methods are

available and are used in various areas. One of the areas

mentioned briefly above is that of tax allocation. Since

 

14Robert N. Anthony, "Showdown on Accounting

Principles," Harvard Business Review, XLI (May-June, 1963),

99-106, reproduced in ThOmas T. Burns and Harvey S.

Hendrickson, ed., The Accounting Sampler An Introduction

(New York: McGraw-HiII BooE Company, 1 , p. 276.

 

15"What Are Earnings? The Growing Credibility

Gap," Forbes, May 15, 1967, p. 30.
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the present study is designed to investigate the question

of whether or not the alternative methods of allocation of

taxes affect the decisions of the users, the subject of tax

allocation is discussed at some length in the following

section.

Nature and Development of Allocation

of Income Taxes

  

 

Problem of Accounting for

Income Taxes

 

 

Reporting income taxes in financial statements is

one of the significant areas of corporate accounting be-

cause of the high rates of income taxes and the impact they

have on both the business and national economy. Corporate

income taxes in the United States began with the corporate

excise tax law in 1909 which provided for a franchise tax

on corporation net income. Since that time the corporate

income taxes have created problems.

Under the 1909 Excise Tax, the net income was

measured by cash receipts and cash disbursements. Reason-

able compliance with the cash receipt and disbursement was

not practicable, and it was never enforced. The Treasury

Department issued regulations under which the corporation

paid taxes on the basis of accrual income and expenses

which had been the accepted accounting procedure for many

years before 1909.

The Revenue Act of 1913 also provided for the

computation of the net income on the basis of cash receipts
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and disbursements and was also unworkable. The 1918 Act

abandoned the cash basis approach and set forth the princi-

ple which remains in the code today. It was the first to

recognize accepted accounting procedures in the determi—

nation of taxable income. Section 212 (b) of the act

stated in part:

The net income shall be computed upon the basis of

the taxpayer's annual accounting period (fiscal year or

calendar year, as the case may be) in accordance with

the method of accounting regularly employed in keeping

the books of such taxpayer; but if no such method of

accounting has been so employed, or if the method

employed does not clearly reflect the income, the

computation shall be made upon such basis and in such

manner as in the Opinion of the Commissioner does

reflect the income.

While this policy has been reflected in each of the

acts since 1918, major differences have been created be-

tween the taxable income and accounting (financial) income

due to the exceptions in the policy stated in the act and

the administration of the act.

Nature of the Tax Allocation

ProbIem

The most important and difficult question in

accounting for income taxes today stems from differences in

reporting income for tax purposes and for financial state-

ment purposes. Corporate pre-tax income reported in

financial statements and taxable income reported in the

federal tax return for the same period often differ

significantly. This gives rise to the problem which simply

stated is: Where there is a difference between the taxable
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income as reported in the federal tax return and the net

income before income taxes as determined under the generally

accepted accounting principles, should the amount of income

taxes estimated to be payable under the rules and regu-

lations of the governmental unit for the period be the

amount of income taxes reported in the corporation income

statement?

We are here concerned with the Federal Income Taxes

primarily. But before going into this problem it may be

worthwhile to see why the taxable income and pre-tax

accounting income differ.

As already stated the 1918 Act was the first to

recognize accepted accounting procedures in the determi-

nation of taxable income. Since then there have developed

many differences between the taxable income and pre-tax

accounting income through differences in the code and the

interpretation of the courts and tax administration. These

differences stem from the differences in the objectives of

the two concepts and from the problems in the adminis-

tration of tax law.

Different Objectives
 

The main purpose of enacting the Revenue Act of

1913 was to obtain revenue to meet the needs of the govern-

ment. With this objective it could be argued that the

income as determined by the accountant under the generally

accepted accounting principles would seem to be the best
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basis for determining the amount of tax due from the cor-

poration because the accountant is concerned with the

measurement and communication of the accomplishment of the

period in terms of the monetary unit.

However, with the passage of time other objectives

of the governmental tax policy have evolved and some

assumed more importance than the obtaining of revenue.16

These objectives sometimes conflict with one another.

To achieve these objectives government has de-

signed procedures to be followed for computing the tax

liability. Investment credit was added to encourage

capital investment at a time when the economy was sagging.

Accelerated depreciation was also designed to encourage

capital investment. Issuance of certificate of necessity

was provided under the Revenue Act of 1950 to encourage

investment in certain facilities.

Thus the government has objectives beyond the mere

obtaining of revenue. It has designed procedures for

obtaining revenue while attaining these other objectives,

and here we see the beginning of the difference between

taxable income and pre-tax accounting income. The account-

ant determines the net income of the business, under the

generally accepted accounting principles, while the

 

16Harold E. Arnett, "Taxable Income vs. Financial

Income: How Much Uniformity Can We Stand?" The Accounting

Review, XLIV (July, 1969), 482-494.
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government determines the income for tax purposes within

the constraints of the procedures established to achieve

its objectives while obtaining the revenue.

Sometimes these objectives seem more important

than obtaining the revenue. Taxes were cut in 1962, even

though there was an increase in budget deficit due to

these cuts. These procedures of obtaining revenues are

controlled by the social, political and economic goals of

taxation rather than the needs of obtaining revenues in

the simplest, least expensive, most fair and equitable

manner.

Another factor that controls the procedures in the

Income Tax Code is the concept of cash availability. Rents

received in advance must be reported as taxable income in

the year of receipt, even though the taxpayer is on accrual

basis. This concept of cash availability simply says,

"Pay the tax when you have the capacity to pay" even though

the income has been realized in some instances and not in

others. Such procedures cannot be reckoned as good account-

ing by the profession. The objective of preparation of

financial statements is to provide the users with the data

about the financial position of the business entity at a

point of time and also about the accomplishment of the

entity over a period of time.

Thus, the primary function of accounting is to

collect, record, test and summarize certain financial

data related to specific business enterprise. . . .

The entity is the focal point of attention, not

society in general, or industries in particular, as
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is usually true in establishing taxation policy. In

sum, accounting is micro-economic oriented; taxation

policy is macro-economic oriented.l7

Under these circumstances, therefore, there cannot be any

uniformity in the procedures for computing income between

the accountant and the taxation authorities, and the

problem of reporting income tax on the financial statement

remains.

These differences may be classified as (l) permanent

differences, and (2) timing differences. Permanent differ-

ences have not been a source of concern to the accountant

in his financial reporting. The amount of income tax shown

on the income statement approximates the amount shown on

the tax return even though this may result in the reporting

of only $300,000 of income taxes on $1,000,000 of pre-tax

income for a period in which the tax rate is 48 per cent.

Since these permanent differences do not give rise to tax

allocation problem, they are not being discussed in this

study.

The term timing differences is applied to all

differences between pre-tax accounting income and taxable

income of a period which are caused by the elements of

expense, revenue, gain and loss which will be included in

arriving at both taxable and pre-tax accounting income, but

which are or will be recognized in different periods.

'Fhese give rise to the problem of tax allocation.

 

17Ibid., p. 487.
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Historical Background

Before World War II the major concern of the

accountants in the area of accounting for taxes related to

the essential character of income tax payment. The major

point under discussion was whether these payments were

expenses or a distribution of income.

In December, 1944 the Committee on Accounting

Procedure of the American InStitute of Certified Public

Accountants issued Accounting Research Bulletin NO. 23

which described income taxes as expenses: "Income taxes

are an expense which should be allocated, when necessary

and practicable, to income and other accounts as other

expenses are allocated."18

Two years earlier in December, 1942, The Committee

on Accounting Procedures issued two bulletins dealing with

allocation of taxes. The first, Accounting Research

Bulletin No. 17 (Post-war Refund of Excess Profit Tax)

concurred with the SEC Accounting Series Release No. 38.

Anticipated refunds of excess profits tax were to be shown

as an asset, the amount of tax to be paid as a liability,

and the expense as the difference between the amount to be

paid and the anticipated refund. The second, APB No. 18

(Unamortized Discount and Redemption Premium on Bonds

 

18American Institute of Certified Public Account-

ants, Committee on Accounting Procedure, "Accounting for

Income Taxes," Agcounting Research Bulletin No. 23 (New

York: American Institute of Certified Public Accountants,

December, 1944), p. 183.
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Refunded [Supplement]), advocated intraperiod and inter-

period allocation.

Thus we note that the concern for allocation of

income taxes dates from the early 1940's. This concern

was the natural result of the following factors: (1)

income statement became the statement of primary impor-

tance to the users of the financial statements, (2) income

tax rates had increased and an excess profit tax was imposed

during the World War II, and (3) the number of timing

differences had increased, largely due to the special

provision in the tax law relating to the amortization of

emergency war facilities.

ARB No. 23 (1944) dealt with material differences

between taxable and financial income that would not recur

regularly over a comparatively long period of time and

were reflected in: (a) surplus account, (b) deferred

charge account, or (c) reserve account.

In 1952 ARB No. 42 (Emergency Facilities-Depreci-

ation Amortization and Income Taxes) carried the committee's

Opinion that the tax differential due to emergency facility

amortization should be charged to the income statement as

a tax provision adjustment "to recognize the income tax to

be paid in the future." The adjustment of accelerated

depreciation for the tax differential was considered

acceptable but less desirable than crediting a tax

liability.
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Accelerated depreciation methods were allowed for

tax purposes in the Internal Revenue Act of 1954. The

American Institute of Certified Public Accountants issued

ARB No. 44 (Declining Balance Depreciation) in October,

1954. Allocation was to be effected only if the tax

deferment was to be for a relatively few years. This

limited endorsement was changed by ARB 44 (revised) in

July, 1958: " . . . accounting recognition should be given

to deferred income taxes, if the amounts there of are

material. . . . "19

The Committee in Bulletin NO. 44 (Revised) allowed

an alternative to the deferred tax account if the difference

in tax and financial income would exist for a long or in-

definite period. It recognized the tax effect as addi-

tional amortization or depreciation applicable to such

assets in recognition of loss of future deductability for

income tax purposes.

The SEC agreed with the Committee on Accounting

Procedure as can be noted from the Accounting Series Re-

lease No. 85, issued in April, 1960. Comparable recognition

of tax deferment should be made in all cases in which there

is a tax reduction resulting from deducting cost for tax

purposes at faster rates than for financial statement

 

19American Institute of Certified Public Account-

ants, Committee on Accounting Procedure, "Declining Balance

Depreciation," Accounting Regearch Bulletin No. 44 (Re-

vised) (New York} American Institute of Certified Public

Accountants, July, 1958), pp. lA-2A.> ” '
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purposes. This latter phrase was interpreted in ASR No. 86

to mean that deferred tax accounting was not required beyond

generally accepted accounting principles.

The next significant pronouncement on the subject

of accounting for income tax was Opinion No. 2 issued by

the Accounting Principles Board, a successor to the Com-

mittee on Accounting Procedures. The opinion related to

investment tax credit. Tax reduction resulting from the

credit should be spread over the life of the asset.

There was great dissent from this opinion, and in

1964 the Board issued Opinion No. 4 which recognized the

flow through of the investment credit although it preferred

the method advocated in Accounting Principle Board's

Opinion No. 2. The investment credit is not so significant

as other items involved in tax allocation, but is mentioned

here to illustrate that an opinion which does not take into

consideration the reaction of the users cannot be enforced

simply by the pronouncement of the Accounting Principles

Board.

After the Accounting Principles Board Opinion No. 4

there came the Accounting Research Study No. 9. In this

research study the Director of Research makes the state-

ment:

The factual situation is that income tax allocation

has been accepted, and most accountants and business-

men now concede the need for income tax allocation
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in at least some instances. The question is no longer

allocation versus non-allocation. . . .20

That is an assumption which is completely out of

place in a research study. It is difficult to see how one

can give weight to research that starts out by avoiding the

real issue which is accepted in the very statement by the

Director of Accounting Research.

The study does not answer fundamental questions

about the nature of the income tax and the validity of

the concept of interperiod income tax allocation.

Whether income taxes are conceptually expenses or

distribution of income has not really been resolved

by the profession. Similarly, whether taxes should

be allocated or whether the taxes currently payable

should be income tax expense for a period has never

been adequately studied.21

And finally this research study was a prelude to

APBO #11. This opinion supports comprehensive allocation--

that is that taxes be allocated for all material differ-

ences between taxable income and reported income before

tax regardless of what period might elapse before the

differences are reversed. There is a great dissent of

Opinion from the APBO No. 11.

Illustration of Tax

AIIocation

 

 

The possible effect Of timing differences on the

reported net income should be illustrated. Assume that:

 

20Homer A. Black, "Interperiod Allocation of Cor—

porate Income Taxes," Accounting Research Stpdy No. 9

(New York: American Institute offCertified Public Account-

ants, 1966), p. vii.

21Ibid., p. viii.
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(a) the company has acquired $300,000 worth of equipment,

having a life of five years with no expected salvage value,

(b) the company has income of $150,000 per year before

providing for depreciation, (c) sum-of-years' digits method

is used for income tax purposes and straight line method

for reporting purposes, (d) the rate of income tax is 50

per cent, and (e) no other timing difference between the

taxable income and pre-tax accounting income exists.

Under these circumstances the actual taxes levied

for each year and for the total five years would be as

shown in Table 1.

Without tax allocation the reported income after

income tax would be as indicated in Table 2. The reported

income declines from $65,000 in the first year to $25,000

in the fifth year.

Table 3 illustrates the position as it would be

using the straight line depreciation for both reporting and

tax purposes. Using different methods of depreciation for

tax and reporting purposes gives rise to differences be-

tween the income tax actually payable and income tax com-

puted on the basis of reported income before tax. Under

comprehensive allocation as recommended by the Accounting

Principles Board in its Opinion No. 11, this gives rise to

an account called "Deferred Income Taxes" which appears

in Table 4.
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In the illustration on page 46 reported net income

in Table 2 is reduced from $65,000 in the first year to

$25,000 in the fifth year, even though the income before

tax as well as the tax rate remained unchanged. Do these

statements provide a meaningful presentation of the results

of Operation? Many accountants conclude that this is not

a realistic presentation.

If the company has used the straight line depreci-

ation for tax purposes also the result would have been as

given in Table 3 which reports a constant income of $45,000

each year. The net income over the five year period is the

same and so is the income tax. The adoption of accelerated

depreciation for tax purposes had deferred the payment of

portion of taxes as could be seen from Table 4. In years

1 and 2 the payments deferred amounted to $20,000 and

$10,000 respectively while in years 4 and 5 they are re-

versed so that in five years the total payment remains

unaltered. Thus we see that the life time net income is

the same, whether it is measured for tax purposes or for

reporting purposes. Similarly the total income tax pay-

ments over the life time of the business is the same,

namely $225,000.

The problem is, how is it to be reported for each

year? What are the tax expenses each year? And when the

tax expense for the period is different from the actual

amount paid on account of tax, what is the nature of the
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difference? These questions divide accountants into

different groups.

Different Views on Tax Allocation

The manner in which income taxes were allocated in

Table 4 in the illustration given above is referred to as

comprehensive allocation. This position has the support

of the Accounting Principles Board as enunciated in its

Opinion No. 11:

The Board has considered the various concepts of

accounting for income taxes and has concluded that

comprehensive interperiod tax allocation is an integral

part of the determination of income tax expense.22

Under comprehensive allocation, the income tax

expense includes the tax effects of every element of

revenue, expense, gain or loss which are included in the

determination of the pre-tax accounting income, in the same

period in which the element is included in the pre-tax

accounting income even though it may affect the determi-

nation Of the actual tax liability in a different period.

Or stated briefly, let the tax effect follow the item.

But in actual business circumstances, the balance

in the deferred tax account is rarely reduced to zero as

in Table 4 in the above illustration. The reduction in

income taxes payable in the initial and early years of

certain timing differences are not followed by increased

 

22Accounting Principles Board, "Accounting for

Income Taxes," 0 inion No. 11 (New York: American Insti-

tute of Certified Public Accountants, 1967), p. 169.
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tax payments in later years when these differences reverse.

Invariably, events such as additional investments in de-

preciable assets occur, which give rise to new timing

differences whose tax effects offset the reversed tax

effects of previous timing differences. The result is

that while timing differences may reverse for individual

items, they do not reverse in total--that is, the balance

in the deferred tax account continues to grow.

Emphasizing the same point for accelerated depreci-

ation Dan Throop Smith observes:

In later years of the life of depreciable property,

depreciation would be less and income taxes more if

straight line depreciation had been used. Continuous

purchase and depreciation of new prOperty, will,

typically at least offset this effect of lower depre-

ciation in later years. With increasing total invest-

ment in depreciable property for both individual firms

and the entire economy, the advantage of faster

depreciation will expand over the years.2

Contrary to the situation under temporary war-time

acceleration of depreciation, the differential between

declining balance and straight line is presumably per-

manent. The saving in taxes in the early years of use

is real; the higher taxes in the later years of use of

specific items of property will be offset by simul-

taneous savings in what will be the early years of use

of newly acquired prOperty so long as the total dollar

investment in depreciable property is maintained; and

the process continues ad infinitum.24

Thus we observe that the facts support the con-

tention that certain timing differences are, in effect,

 

23Dan Throop Smith, Tax Factors in Business

Decisions (Englewood Cliffs, N.J.: Prentice-HaIl, Inc.,

1968), p. 176.

24Ibid., p. 190.
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permanent and therefore do not call for allocation of taxes.

This position is referred to as partial allocation. Under

this position, income taxes will be allocated only in those

cases where the timing differences causing reduction or

increase in current tax payments will reverse and actually

lead to higher or lower tax payments within a relatively

short period not exceeding, say, five years. "Thus, tax

allocation is applicable only when the amounts are reason-

ably certain to affect the flow of resources used to pay

taxes in the near future."25

However, there are those who are opposed to the

concept of tax allocation in its entirety. "One view holds

26
that interperiod allocation is never appropriate." The

following comments by the 1957 Revision Committee of the

American Accounting Association also oppose the interperiod

allocation.

In any given period, some differences may be attribut-

able to the inclusion or exclusion for tax computation

of revenue or expired cost recognized under accounting

principles as net income determinants in earlier or

later periods. . . . Consequently, disclosure by

accrual may be more confusing than enlightening and

is therefore undesirable.27

 

25Accounting Principles Board, Opinion No. 11,

pp. 165-660

 

26Ibid., p. 164.

27Accountingand Reporting Standards for Cprporate

Financial Statements and Preceding Statements and'Supple-

ments (New York: American Accounting Association,’1957),

pp- 3-7-
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Without allocation, the income statement will show

the approximate amount of income taxes determined payable

under the rules and regulations of the government for the

period. The result is that tax effects of timing differ-

ences are permitted to "flow through" into reported net

income as illustrated above in Table 2.

Supporters of no allocation apparently include

those who question whether income taxes are an expense.

The implication is that if they are not expenses they need

not be allocated.

In this study, the writer is considering the timing

differences which arise out of the use of accelerated

depreciation for tax purposes and straight line for report-

ing purposes. The average life of the depreciable assets

is assumed to be fifteen years. The timing differences

are assumed to be recurring. Hence there will be no inter-

period allocation of taxes under the partial allocation

concept. Under these circumstances the partial allocation

method is similar to the no allocation method.

The Case for Interperiod

Allocation of Income Taxes

 

 

Purpose of allocation.--The proponents of inter-
 

period allocation aim at eliminating fluctuations in the

net income when the actual tax payable in a period is

considered the expense for the period. In many cases

there is a substantial difference between the pre-tax
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accounting income and taxable income. The result is that

no constant or normal relationship appears between the in-

come tax expense, based on taxable income, and the income

figure shown in the income statement.

Matching concept.--It is further argued that tax
 

allocation is necessary for a prOper matching of revenue

and expense. Willard J. Graham in supporting this view

writes:

The most convincing case for income tax allocation

rests upon its proper matching of eXpense with

revenue, the allocation of income tax expense among

periods in relation to the reported income rather than

the taxable income. While the income statement does

report the results of past Operations, its utility to

readers depends primarily upon its validity as a basis

for appraising the profitability of--or planning the

control of--future Operations. The failure to give

proper recognition to the deferral of credits to in-

come tax eXpense produces a net income amount that is

likely to lead the reader to an overestimate of future

earning power: conversely, the non-recognition of

deferred charges to income tax expense may lead to an

underestimate of future earning power.28

Accrual accounting and allocation.--There is

another argument for the allocation of income taxes.

Accrual accounting requires that the income shown on the

income statement be charged for the income taxes that will

result, presently or ultimately, from the income con-

currently reported.29

 

28Willard J. Graham, "Income Tax Allocation,"

Accounting Review, XXXIV (January, 1959), 15.

29Herbert Miller, "How Much Income Tax Allo-

cation," Journal of Accountancy, CXIV (August, 1962),

47-48 I
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The legal position.--The crucial question which

arises is whether the effect of the law is to provide a

tax saving, or merely a deferral. Leonard Spacek makes

this point very lucidly.

Congress is the representative of the public, and

regardless of how much any of us would like to turn

the tax deferral into tax elimination, deferral is a

fact of business life, and we cannot reflect in

accounting what Congress has prevented by legislation.

It was Congress which said that advance deductions of

depreciation merely changed the timing of the tax paid

but did not change the aggregate amount of tax to be

paid except where there was an interim change in tax

rates.30

In Accounting Series Release No. 85, issued in

February, 1960, the Securities and Exchange Commission held

that it is imprOper to designate any part of the credit

arising from deferred tax accounting as a part of earned

surplus.

Position of the APB.--The Accounting Principles

Board Opinion No. 11 supports the allocation of income

taxes:

Comprehensive interperiod tax allocation is an integral

part of the determination of income tax expense, and

income tax expense should include the tax effects of

revenue and expense transactions included in the deter-

mination of pre-tax accounting income.31

 

30Leonard Spacek, "The Case for Income Tax

Deferral," New York Certified Public Accountant, XXXVIII

31

p. 169.

Accounting Principles Board, Opinion No. 11,
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The Case Against Interperiod

Aliocation‘OIilncome Taxes

 

 

It has already been stated that all accountants do

not favor tax allocation. Among the prominent Opponents are

the 1957 Revision Committee of the American Accounting

Association. They state:

In any given period, some differences may be

attributable to the inclusion or exclusion for tax

computation of revenue or expired cost recognized under

accounting principles as net income determinants in

earlier or later periods. Since such differences are

often significant, and since they may give rise to

expectations of wholly or partially offsetting differ-

ences in later periods, they should be disclosed.

Disclosure is sometimes accomplished by recording

the differences as prepayments (given an expectation

of future tax savings) or accruals (given the opposing

prospect). However, these items do not present the

usual characteristics of assets or liabilities; the

possible future offsets are often subject to unusual

uncertainties; and treatment on an accrual basis is in

many cases unduly complicated. Consequently, dis-

closure by accrual may be more confusing than en-

lightening and is therefore undesirable.32

Income taxes as an expense.--The advocates of tax
 

allocation argue that income taxes should be allocated in

the same manner as all other expenses of doing business are

allocated. But expenses are recorded when incurred and

therefore become subject to allocation. It is admitted

that expenses are recorded even when the amount may not

be definite and precisely determined, but the vital con-

sideration is that the expense must be incurred before it

is recorded.

 

32Accounting and ReportingStandards for Cgrporate

Financial Statements and Precedipg Statements andwsupple-

ments ’ 02 o Cit o ’ pp I 6-TI
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No other expenses are recorded before they are in—

curred, yet advocates recommend that income taxes be

recorded before they have been incurred.33

The opponent's view is thus summed up in the words

of Ralph C. Johns:

. . . income taxes are an expense of doing business

only to the extent assessed. Income taxes which

might be assessed in some future years are not prOper

charge against income of the current year.

Income taxes as a cost.--David H. Li describes the

taxes as cost and emphasizes that interperiod allocation

of taxes cannot improve the usefulness of income statements:

Corporate income taxes are taxes imposed upon a

corporation in return for the right to conduct its

business as a separate entity. They are imposed with—

out considering who the beneficiaries of a corporation

are or upon whom the incidence of such taxes falls.

Income taxes under the entity concept are a cost, a

cost of being a separate entity.

As a cost, matching income taxes as they are with

revenue is consistent with the purpose of levying such

taxes. It cannot result in mismatching. Furthermore,

reporting income taxes as they are in the income state-

ment shows the extent to which the management has

exercised control in reducing income taxes as a cost.

Inter-period income tax allocation, in other words,

cannot improve the matching process, nor can it im-

prove the usefulness Of the income statement.35

 

33M. Bruce McDonald, "Accounting for Income Taxes,"

The Federal Accountant, XV (June, 1963), 40-51.

34Ralph C. Johns, "Allocation of Income Taxes,"

Journal of Accountancy, CVI (September, 1958), 41.

35David H. Li, "Income Taxes and Income Tax

Allocation Under the Entity Concept," Accounting Review,

XXXVI (April, 1961), 268.
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Responsibility of accountants.-—Those favoring
 

deferred tax accounting emphasize the responsibility of the

professional accountants to the prospective investors and

conclude that it is necessary to record deferred income

taxes. In doing so they seem to overlook the fact that the

interests of the present stockholders are equally involved

in the approach to deferral of taxes. Deferred tax account-

ing, to the extent it is employed today, may fail to pro-

vide the means for equality of treatment to both the present

and the prospective investors. It generally favors the

prospective investors to the possible detriment of the

present stockholders.36 Besides the question of responsible

to whom, is the question of responsible for what?

Simply stated, accountants are responsible for

seeing that corporate management reports the financial facts

as they have occurred. Deferred tax accounting is not

restricted to a reporting of what has happened, but extends

to a forecast of what will happen in the future. Any

assumption of responsibility of forecasting goes against

custom and usage. Rule 2.04 of the Code of Professional

Ethics of the American Institute of Certified Public

Accountants states:

A member or associate shall not permit his name to

be used in conjunction with an estimate of earnings

contingent upon future transactions in a manner which

 

36McDonald, "Accounting for Income Taxes," op. cit.,

p. 47.
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may lead to the belief that the member or associate

vouches for the accuracy of the forecast.

Allocation of income taxes and objectivity.--

Further, the proposal to allocate taxes replaces objectivity

with subjective judgment. This may be misleading:

It appears that the kinds of forecasts necessary to

implement the "allocation" doctrine of necessity

depend heavily on the subjective judgments of the

forecaster. Substitution of the accountant's or

management's interpretations for the historical facts

is undesirable stewardship accounting practice for the

same reason that editorialized news reporting is poor

journalism; it inevitably reduces, and sometimes dis-

torts, the informational content of the report. If

such essentially subjective measurements are rigidly

systematized to obtain "objective subjectivity," as

is to some extent the practice with respect to depreci-

ation, the original purpose in making them is largely

obviated.37

The views of the Treasury Department.--The views of

the Treasury Department also go against the comprehensive

allocation of the income taxes as could be inferred from

the following:

. . . The accounting approach suggested in the proposed

APB Opinion would however, in the aggregate, substanti-

ally overstate the current tax liability of American

bueiness and present an inaccurate picture of our tax

system. Since tax liability would be substantially

overstated in the aggregate, it would obviously also

be overstated individually for the vast majority of

United States corporations.38

 

37Thomas Hill, "Some Arguments Against the Inter-

period Allocation of Income Taxes," The Accountinngeview,

XXXII (July, 1957), 361.

38Stanley S. Surrey, "The United States Income Tax

System--The Need for a Full Accounting," Journal of

Accountancy, CXXVI (January, 1968), 57-61.
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Allocation as an unsupportable theory.--Further,
 

the opponents of comprehensive allocation consider this as

an unsupportable theory.39 They argue that ultimately all

business transactions result in the acquisition or dispo-

sition of something of value, usually cash. Therefore,

to attribute any value to a transaction, it is necessary

to be able to determine the nature and time of ultimate

settlement. Sometimes, as in the case of debentures or

mortgages, the time involved may be long, say thirty to

forty years, but it is definite and agreed upon between the

parties.

On the other hand, what do we see in the appli-

cation of comprehensive tax allocation theory to timing

differences arising from the use of accelerated depreci-

ation for tax purposes and straight line for reporting

purposes. There is no acknowledged debt between the parties

involved namely--the business and the government. There is

no determinable due date for the payment of the tax.

Furthermore, there is no basis for accurately determining

the amount of the tax because changes in the law and regu-

lations are not predictable. How can the business incur a

deferred tax cost under these circumstances? At the most,

an exposure to a contingent liability arises and most

 

39Brendan J. Meagher, "Practice Versus Theory in

Accounting for Taxes," Financial Executive, XXXV (May,

1967), 41-66.
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accountants may agree that reserves for contingencies are

not appropriate.

As a general rule it is improper to relate the

income tax cost to a particular item such as depreciation

in the financial statements, or to a particular trans-

action, because the tax is not levied that way.

If the theory inherent in comprehensive tax allocation

is carried to its illogical conclusion, one would

assume that the taxpayer pays the government a tax on

items of revenue and that the government in turn pays

the taxpayer for deductions. The theory does not

recognize that income taxes are levied against the

excess, if any, of revenues determined according to

law and regulations. . . . To attempt to split up the

tax bill and relate it to a multitude of particular

items is an exercise in futility.40

The amount of tax payment depends upon the needs

and political requirements of the government on the one

hand, and on the other the decisions of management, which

attempts to minimize these taxes.

The theory that proposes setting up a liability

for deferred taxes runs into trouble when the deferred

amount would result in an asset being recorded. This might

be the case of a loss carry forward when the company has a

claim for refund. Under these conditions it is prOposed:

. . . that the tax benefit of loss carry forwards

should not be recognized until they are actually

realized, except in unusual circumstances when reali—

zation is assured beyond any reasonable doubt at the

time the loss carry forward arises.41

 

4OIbid., p. 48.

41

p. 173.

Accounting Principles Board, Opinion NO. 11,
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If this is sound, why should not there be reason-

able assurance of payment in the case of the tax deferrals?

The same point is made by Messrs. Biegler, Davison and

Queenan while dissenting from the APBO #11.

They believe that to the extent that comprehensive

allocation deviates from accrual of income tax

reasonably expected to be paid or recovered, it would

result (1) in accounts carried as assets which have no

demonstrable value and which are never expected to be

realized, (2) in amounts carried as liabilities which

are mere contingencies and (3) in corresponding charges

or credits to income for contingent amounts. In their

view, comprehensive allocation shifts the burden of

distinguishing between real and contingent costs,

assets and liabilities from management and the inde—

pendent auditor who are best qualified to make such

distinctions, to the users of financial statements.42

Empirical evidence.--In the study conducted by
 

Price Waterhouse and Company, it was concluded that:

Those investors who do not fully comprehend the impact

of deferred tax accounting as practiced today may be

in danger of being misled as to the real significance

of the amounts of earnings per share, liabilities and

stockholders' equity being reported by many corpor-

ations.43

This study showed that over a period of twelve

years (1954—1965) the 100 corporations, taken as a group,

have reduced their earning by $1.0 billion for this de-

ferred tax accounting. In calculating the reversal of the

 

42Ibid., p. 181.

4315 Generally Accepted Accounting for Income Taxes

Possibly Misleading Investors?'TNew York: Price Waterhouse

& Co., 19677, reported in Financial Executive, XXXV

(September, 1967), 72.
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deferred tax provision or of tax reduction, the authors

computed it at $20 million dollars or 2 per cent; and 45

per cent of this total of 20 million was accounted for by

one retail company. So it was concluded that the pyaback

or reversal in the future would be minute as compared to

the charge.

On the basis of the study, the authors concluded

that the deferred tax accounting does not result in the

fair presentation of the financial results of the corpor-

ations. They emphasize the need to eliminate the deferred

tax accounting.

A survey, conducted by the Financial Executive

Institute,44 reported that 52 per cent of the responding

companies practiced partial allocation; 25 per cent prac-

ticed comprehensive allocation; and 23 per cent made no

allocation of income taxes. For investment credit, 80 per

cent were using flow through method and 20 per cent were

using deferred method. Some companies gave the reasons

for the practices.

An oil company writes:

We feel that income tax allocation is misleading and

unrealistic. We do not intend to adopt any allocation

procedure even though qualifying comments are made

mandatory upon our public accountant.45

 

44"Survey of Current Practices in Accounting for

Investment Tax Credit and in Allocating Income Taxes,"

Financial Executive, XXXV (September, 1967), 88.
 

451bid.
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A drug company says,

We believe in assignment of costs when the relation-

ship is directly Or easily determined. We do not

feel that we have a base for allocating income taxes

that would not be more or less arbitrary.46

Summary and Conclusion
 

In this chapter the variations in the methods of

accounting in different areas have been described with a

detailed discussion of interperiod allocation of income

taxes. The chapter begins with a general discussion of the

availability of alternative methods of accounting. This

is followed by a listing of the number of alternatives

available in various areas: inventories, depreciation,

cash flow, leases and income tax allocation. The detailed

discussion of allocation of income taxes includes:

Problem of Accounting

for Income Taxes

 

 

The origin of the problem of accounting for income

taxes is stated.

Nature of Tax Allocation

Problem

 

The difference between taxable income and account-

ing income is the cause for the accounting problem. The

difference is due to the difference in objectives of tax

accounting and financial accounting. The two classifi-

cations of differences are discussed. It is concluded

 

46Ibid.
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that financial accounting is micro-economic oriented while

tax policy is macro-economic oriented.

Historical Background
 

Starting with Accounting Research Bulletin No. 23,

Dec. 1944 the section describes the views expressed at

various times and also reviews the recommendations of

AICPA and SEC from time to time.

Illustration of Tax

AllocatiOn

 

 

An illustration of the effect on net income of

comprehensive allocation and no allocation is given. The

timing differences considered arise because of the use of

accelerated depreciation methods for tax purposes and

straight line for reporting purposes.

Different Views on

Tax AlIOcation

 

 

The concept of allocation of income taxes is dis-

cussed. The rationale for allocating taxes, and arguments

supporting allocation are presented.

Arguments Against

AllocatiOn

 

 

Arguments against allocation are grouped in the

following ways: income taxes as an expense, income taxes

as a cost, responsibility of accountants, allocation of

income taxes and objectivity,and allocation as an un-

supportable theory. Views of the Treasury Department are
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discussed. The Price-Waterhouse study of the allocation

highlights the understatement of earnings by corporations

adOpting comprehensive allocation. Finally the opposing

views from the survey conducted by the Financial Executive

Institute are reported.

If the tax allocation is seen in perspective, it

may be concluded that there has been an unabated contro-

versy surrounding the allocation of income taxes. The

arguments for and against allocation of income taxes seem

logical and rational from different points of views. The

Accounting Principles Board recommends comprehensive

allocation of income taxes but the controversy is still

continuing and the profession is divided on the question.

The matter can be best decided by reference to the users'

needs. The first step in handling the users' needs, is

to determine whether or not the debated alternative methods

affect the users' decisions. Bankers use accounting data

to make decisions regarding loans to the customers. Term

loans constitute a major part of commercial loans by large

commercial banks. The next chapter discusses the nature,

development,and processing of term loans by commercial

banks as a prelude to the study of the effects of alter-

native accounting methods for allocation of income taxes

on term loan decisions.



CHAPTER III

TERM LOANS

Introduction
 

In the previous chapter, variations in accounting

methods were discussed. A detailed study of the problem Of

allocation of income taxes was conducted. A need for the

study of term loans was indicated in order to investigate

the effects of alternative methods of allocation of income

taxes on users. This chapter discusses the nature of term

loans and the development, reasons and need for term loans.

Then the chapter discusses the processing of term loans by

large commercial banks. Various steps in the process of

granting term loans are discussed with special emphasis on

the investigation of credit worthiness.

Nature and Development of Term Loans
 

Nature

Neil H. Jacoby and Raymond J. Saulinerl have listed

three conditions which define a term loan: (1) that the

 

1Neil H. Jacoby and Raymond J. Sauliner, Term

Lending to Business (Washington: National Bureau'Of—

EConomic Research, 1942), p. 9.
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credit is extended to a business concern, (2) that there is

a direct relationship between the borrower and the lender,
 

(3) that some part of the principal is repayable after the

passage of one year.

The first limit means that the bank primarily con—

siders the earning capacity of the business, or the business

assets, as the basis for the term loan. The second condi-

tion distinguishes bank term loan from Open market purchase

of corporate bonds, sold by investment houses. The third

feature supports a definite schedule of payments, extending

for a period in excess of one year.

The term loans are thus business loans with maturity

of more than one year, arrived at by direct negotiation

between the borrower and the bank, and the credit extension

is based on a formal loan agreement that specifies the terms

and conditions of the credit extension. The projected means

of repayment are from Operations of the business.

The Evolution of Bank

Term Lending

 

 

The history of bank term lending is a relatively

short one. In its present form, it did not appear on the

American Banking scene before 1934. Banks became term

lenders on a significant scale only after 1935. In 1937

term loans at commercial banks amounted to only $827

million, but their progress since then can be observed

from the following:
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Year 1946 1955 1957 1969

(May 28)

 

Total amount of term

loans (millions of

dollars) 4,558 10,457 15,421 30,883

Percentage of total

business loans by

member banks 34.4 37.9 38.0 40.3

(Source: Federal Reserve Bulletins, April, 1958, pp. 401-

402; June, 1969, p. A30).

Term lending has become an important part of busi-

ness loans, but more so to the large banks than the small

ones.

In general large banks in large communities grant term

loans more frequently than small banks in a small com-

munity. Term loans were reported to make up 50% of the

business loans of New York City banks, as compared to

33% at banks outside the city.

As of August 27, 1969, the total business loans of large

commercial banks in the Seventh Reserve District amounted

to $8,875,692,000 and the term loans amounted to

$4,728,429,000. In other words term loans constituted

53.3 per cent of total business loans of these banks.3

Reasons for the Development

of Term Loans

 

 

These can be analyzed in relation to demand and

supply factors as follows:

 

2Business Week, February 11, 1961, p. 63.
 

3Source: Research Department, Federal Reserve

Bank of Chicago, data based on reports from large com-

mercial banks. Noted personally from Detroit office.
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Demand factors.--(1) Borrowers are certain to have
 

their money over an extended period of time. During the

1929-32 recession demand loans were called by commercial

banks, or straight loans were not renewed. Business firms

wanted to avoid this situation and therefore longer term

financing developed. (2) Regulations of the Securities

and Exchange Commission discourage many borrowers by reason

of the requiring of detailed reports and the time taken in

the registration process. For issues of less than one

million, the cost per dollar of funds received is quite

high. A term loan requires very little time, particularly,

when there are already established relationships With the

banks. (3) It is easy to negotiate a modification of the

term loan agreement. In the case of a public offering,

which is widely held, it is more difficult to modify any

term of the indenture. (4) Increased rates of taxation

have reduced the amounts that the companies can plough

back, thereby necessitating external financing. (5) The

post-war period of reconversion and expansion has made term

financing necessary.

Supplyyfactors.--(l) The inaugeration of deposit
 

insurance by the Federal Deposit Insurance Corporation,

following the 1933 bank holiday, served to allay the fears

of the depositors and reduced the probability of "runs."

Greater stability of deposits has thus made it possible

for the banks to make longer-term loans. (2) The change

in The Federal Reserve Act, which liberalized the lending
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power of banks and broadened the rediscount and advance

base of the system, also served to encourage the banker's

interest in term lending. (3) A number of types of securi-

ties were eliminated by investment regulations restricting

the character of securities which a bank might include in

its bond portfolio. (4) In the early 1930's, there was

an increase in the excess reserves of commercial banks.

This in turn stimulated the granting of term loans to

business firms. (5) Pressure on the banks to maintain

earnings enhanced grants of term loans by the banks, be-

cause the interest rate on term loans could be somewhat

higher than on short term loans or current paper.

Need for a Term Loan
 

The need for a term loan is often found in the

following situations:

1. Increase in profitable business has created

a need for new plant and equipment capable of

producing more volume at a lower cost.

2. Addition Of new items to the product line may

require addition of some new equipment for

producing the added items.

3. Expansion of business, though profitable, has

resulted in increased amounts of accounts

receivable and inventory, thus severely strain-

ing the working capital.
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Some borrowers may use term loans to provide

interim funds, pending a public financing of

longer-term financing arrangement.

In the current trend to create conglomerates,

borrowers may use term loans to provide cash

for acquisitions. (At present, when the money

market is very tight, the Federal Reserve

System does not look favorably on loans made

for acquisition purposes.)

Processing a Term Loan Application
 

The various steps, in processing a term loan appli-

cation by the bank are:

1.

2.

Receiving the loan request.

Determining the status of the business firm's

bank-customer relationship.

Evaluating the customer relationship.

Investigating the credit worthiness of the

loan requested.

Determining the feasibility of the loan

within legal and policy requirements.

Making detailed appraisal of the loan.

Making detailed recommendations, and drawing

loan agreement.

Recording the analysis and agreement.

Servicing the loan.
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10. Reviewing and updating the credit file.

Each of these steps will be discussed.

Receiving the Loan

Application

 

 

This is the first step in processing a loan appli—

cation. The loan officer receives the request for the

loan from the firm. He is contacted by the person looking

after the financing. Depending upon the nature and size

of the organization, he may be the owner, president,

finance officer, controller, or any other person responsi-

ble for such function. There is no set form of application.

The contents and details to be filled in the form may differ

from bank to bank. However, the basic contents are: (a)

the name and address of the applicant, (b) the nature of

business of the firm, (c) the applicant's relationship with

the bank, (d) the amount of the loan requested, (e) the

purpose of the loan requested, and (f) the repayment

schedule.

Along with the application, the loan officer

receives: (a) the financial statements of the firm for

three to five past years along with the cash flow for the

same periods, (b) the aging schedule of accounts receivable

and inventory, and (c) projections of financial statements

for three to five periods.
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Determining the Status of the

Firmr§ Bank-customer

Relationship

 

 

 

Here the question is whether the applicant is al-

ready a customer of the bank or a new account. This

information is provided on the application form. If it

is a new account, then the next step is the evaluation of

the bank-customer relationship followed by a decision

about the desirability of the account.

Evaluating the Customer

Relationship

 

 

The various factors taken into consideration are:

(a) the probability of the firm becoming a regular custo-

mer, (b) whether the customer relationship will build the

bank, and (c) the profitability of the bank-customer

relationship with the firm.

The probability of becoming a regular customer.--
 

The loan officer will determine the nature and duration

expected of the various accounts that the applicant may

have with the bank. The accounts may be a deposit account,

pension trust administration, employees' accounts, or

other business which generates commission or fees for the

bank.

Whether the customer relationship will build the
 

bank.--This will depend upon the estimated increase in the

level of bank's deposits, whether directly or through sub-

sidiaries or correspondents. If the customer-relationship
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increases the deposit level significantly, the customer

relationship builds the bank.

The profitability of the bank-customer relation-
 

ppip,--Profitability depends upon the expected earning

capacity of the various accounts to be maintained by the

applicant.

Under the present situation when there is tightness

in the money market, the major factor in evaluating a new

applicant is the amount of deposits that will be maintained

by the applicant with the bank.

Investigating the Credit

Worthiness of the

Requested Loan

 

 

 

Investigation of credit worthiness is conducted in

the case of new customers, and also of the old customers if

the amount of the loan requires it. Most of the term loans

are for a greater amount and for longer periods of time

than the short-term loans. The credit analysis of a typical

term loan application is more comprehensive and thorough

than for a short-term loan, which is payable out of the

liquidation of receivables and inventories in the normal

course of business. So the short-term lender may look to

the liquidity and turnover of current assets. Along with

the examination of current assets, the overall working

capital position must be related to the working of the

company. There must be a review of the cash flow repre-

sented by this conversion. The depth of research called
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for in the case of a term loan is similar to that performed

by the long-term investor who is primarily interested in

stability and growth of net earnings. Term lending may be

even more demanding than investment in marketable securi-

ties. The investor in marketable securities has the

opportunity to get out by selling at a limited loss, but

the lender must live with his mistakes.

Analysis of credit risk involves three broad

factors namely: (a) the financial factor, (b) the per-

sonal factor, and (c) the economic factor.

The financial factor.--Like all other lending,
 

financial information on the prospective borrower is the

basic requirement. The financial statements provided by

the applicant are analyzed and evaluated in the credit

department. In the case of term loans, the bank usually

asks for financial statements for the previous three to

five years along with the projection for three to five

years. Requirements regarding this differ. Some banks

may not require the projections but do it themselves in

their credit department. In other cases they may ask for

the customer's projections and check them against their

own projections.

After these are analyzed they are put on the spread

sheets of the banks to enable the credit analyst and loan

officer to compare the sales and financial progress of the

company between periods and ask any other questions if so



 

'
(
1

I
1
:



77

needed by the loan officer. It has been Observed that

these analyses and spread sheets differ among the banks.

The Operating statements and balance sheets are

analyzed. The analysis is compared against the industry

averages published in "The Annual Statement Studies" by

Robert Morris Associates, the national association of bank

loan officers and credit men. The analysis is also com-

pared with those of the competitors if available. In

addition, various ratios are computed and compared against

the industry averages as given in the Annual Statements

Studies4 and those of the competitors when available to

the bank. Both the balance sheet and income statement are

important but in deciding about the term loan more emphasis

is given to the income statement.

The basic purpose of this analysis is to make a

judgment regarding the bank's share of risk and the sol-

vency and profitability of the firm. The ratio of total

debt to net worth gives the bank an idea of the share of

risk the bank is taking in making the term loan. In com-

puting this ratio the intangibles are removed from the

assets, and the amount of loan desired is included in the

debt. If there is a subordinated debt then such debt is

included in the net worth and excluded from the debt

figures. Current ratio, quick ratio, and the amount of

 

4Annual Statement Studies (Philadelphia: Robert

Morris Associates, an annual publication).
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working capital as well as inventory turnover and receivable

turnover ratios, are considered for the short-term loan,

but are not given as much emphasis in the term loan case.

The profitability ratios, such as net income to net sales

and net income to net worth, are computed. These are

given more emphasis than the liquidity ratios.

The personal factor.--It should be recognized that
 

in the evolutionary development of standards by which to

measure risk, and in the writings of those who have at-

tempted to describe this development, there is no uni-

versally accepted standard by which the major factors

involved in credit analysis can be weighed. This question

of emphasizing different factors and assigning them weights

depends upon the philosophy of the individual loan officer.

Even allowing for the individual factor, standards for

determining what items should be included in the broad

factor and what weights should be given to those items, are

not precise.

During the discussions with loan officers, it was

observed that some officers were basing their decisions

mainly on the personal factor and an acceptable financial

position. On the other hand, there were loan officers

who primarily based all their decisions on the analysis

Of the financial statements. Then there were those who

liked to have a judicious blend of the two factors along

with others.
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Regardless of these differences, it could be con-

cluded that the personal factor is meaningful and one of

the three basic factors to be considered in the loan

decisions. Generally speaking, a reasonable estimate of

the personal factor is formed by reviewing the character,

ability, resourcefulness and adaptability of the executive

management, and the adequacy, temper and skillfulness of

subordinate personnel.

However it may be emphasized that generally sound

bank credit cannot be extended to business enterprises

solely on the basis of managerial integrity, ability and

capacity. There must be some asset protection behind an

advance, over and above that derived from the advance it-

self, for a prudent lending. But the quantity of asset

protection deemed necessary by the loan Officer is directly

affected, not only by the quality of the assets, but also

by the related personal considerations evidenced by the

operating record of the business, such as proven capacity

of management, a historic record of ability to tide over

adverse economic conditions in the past, and record of

straight forwardness and financial responsibility.5

In the last analysis, loans are made to people--not

to collaterals or financial statements. PeOple

Operate business successfully and unsuccessfully.

Financial statements are important--not for themselves,

 

5Charles W. William, ed., The Credit Department,

A Training Ground for Loan Officers (Philadéiphia: Robert

Morris Associates, 19557, p. 8.
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but for what they indicate about the manner in which

peOple have conducted their financial affairs.

Financial statements are the result of action by

people. We cannot properly evaluate people without

financial statements.

Other Sources of Information.-—Besides the financial

data provided by the applicant and personal data collected

by the loan officer and/or credit department by a personal

visit to the plant and/or from the interview with the

applicant, there is other information available from many

other sources. The most prominent among these are the

reports of the credit agencies on the applicant, for

example, Dun & Bradstreet, Inc. In addition to investi-

gating and reporting financial and other information to

the subscribers on individuals and firms, it edits and

publishes a bi-monthly Dun & Bradstreet Reference Book.
 

The subscribers receive periodically the requested

credit reports on the firms they need. Special reports

are also sent to the subscribers when any event takes

place which may have a material effect on the business

of the firm reported. Besides Dun & Bradstreet, Inc.,

there are local agencies which supply credit reports.

These reports are similar in nature and content. In some

cases these may be more up—to-date than Dun & Bradstreet

reports.

 

6John B. McCarter, "Investor, Partner or Lender?"

Bulletin of Robert Morris Associates, L (September, 1967),

70.
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The bank officers also check with competitors,

major customers and suppliers to learn more about the firm

and its dealings. At times the bank officer checks with

the local Better Business Bureau to determine that the

applicant is "clean," so to speak, and that there are no

complaints from the public concerning its methods of doing

business or other detrimental information regarding its

products. Many times a search of public records is also

made to look for any liens, mortgages or any suits against

the applicant. Clippings frOm neWSpapers or magazines and

circulars have been seen in credit files of customers in

some banks.

We may conclude that there are several degrees of

credit investigation done by the commercial banks, depend-

ing on the firm's general reputation, the amount of the

loan, the maturity of the loan, the repayment schedule,

and the extent to which collaterals are offered. Attempts

are made to weigh the expected benefits of the obtained

information against the efforts involved in securing it.

The economic factor.--This factor involves a broad,
 

nebulous, but fertile field for the scrutiny of the finan-

cial man. It is important to know whether there is a

depression or booming prosperity, because this has a bear-

ing on all forms of business activity and is beyond the

control of the bank.

All loans do not work out precisely as anticipated

by lenders. Sometimes the borrower turns out to be better
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or worse than anticipated. The loan officer knows that

the safest loans are those that he can make without hesi-

tation even in the depth of a depression, and the riskiest

loans may be those which he might make without concern at

the peak of a boom.

The term loans have long maturities. To decide a

company's credit worthiness, the bank must consider the

present position of the applicant in the industry, the

present condition of the industry, and its future prospect

in the whole economy. The prevailing conditions in the

money market and the outlook in the coming years are

assessed. Government finance, taxation, debt policy and

monetary management are considered.

At the present time, when the money market is

tight, banks give more weight to the cash balances main-

tained or expected to be maintained with the bank. Further,

under the present inflationary conditions, banks must con-

sider that the Federal Reserve Banks do not look favorably

on certain types of loans.

All the three factors are blended in proper weights

to make a sound and intelligent decision on credit worthi-

ness. Again, deciding what is the proper weight to be

given to any one factor depends upon the loan officer.

There are no precise standardized percentages of weights

to be given to one or the other factor. There is also a

trade off between these factors. Strong management and a

favorable economic outlook may offset a weakness in
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financial statements. On the other hand a mediocre manage—

ment and an uncertain economic outlook may not outweigh

the unquestionable financial strength. For example, a

senior vice-president of a leading bank doubted the in-

tegrity of the chief executive officer and therefore

refused consideration of the loan even though the firm had

a strong balance sheet and income statement, and favorable

economic conditions. Endless variations and gradations are

possible depending upon the philosophy of the loan officer

and his bank.

Determining the Feasibility of

Ehe Loan Within Legal and

PolicyiRequirements

 

 

 

After the loan officer is satisfied about the

credit worthiness, the loan application is checked (for

the amount) against legal and policy requirements. If the

amount asked for exceeds the bank's legal loan limit, the

bank arranges participation with its correspondent bank.

Terms and conditions for participation vary, but usually

the participation is on a "Last-in First-out" basis. This

means that the bank who joins in the loan last is the first

to get the repayment. The final arrangement depends upon

the bargaining position of the banks. They could settle

for a proportionate basis, that is, each repayment will be

shared in proportion to the share in the amount of the

loan.
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Another check for the amount of loan is set by the

policy of the bank. This amount depends on the total

assets and net worth of the applicant. Here, too, there

is no set standard among all the banks as to the proportion

of loan to total assets or loan to the net worth which is

necessary for a loan. Further, the maximum amount of loan

that may be granted under the policy of the bank may be

determined by the security or collateral offered.

As for the lower limit, banks do not look favorably

on term loans too small in relation to the total assets of

the borrower, since most firms should be able to provide for

small amounts out of funds provided by internal generation

or by short-term borrowing.

Banks, then, check the amount of the loan requested

against: (1) the cash balances maintained by the applicant

in previous years, and (2) cash balances prOposed in the

projected financial statements. In the tight money market,

as at present, banks are not much interested in granting

term loans to customers maintaining low cash balances with

the bank. If the maturity of the loan exceeds the bank's

maximum limit, the loan officer may limit this to the maxi-

mum under the policy of the bank.

Making Detailed Appraisal

o t e Loan

After the question of feasibility is decided, the

 

detailed appraisal of the purpose, the amount, the maturity,
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and the repayment schedule of the loan is made. The

question of collateral is also considered.

In the majority of cases the purpose of a term loan

is to finance the expansion of business through the purchase

of new equipment, or by acquisition of an existing firm.

The bank investigates whether the applicant will be success-

ful in selling the additional production. Does he have the

means and markets for the same? How much will the earnings

of the firm increase? Will the increase in earnings justify

the investment? Will the amount requested be adequate for

the purpose?

In cases where the banks feel otherwise, they have

proposed modified amounts for term loans or even a combi-

nation of term loan and revolving loan. The bank will not

make the loan that will not do the whole job. A prudent

bank officer helps the customer to get funds from outside

or through other channels besides participation. A loan

officer remarked, "If my bank is unable to provide funds

at the present time due to tight conditions, I go out to

the other financial institutions to get the funds for the

customer, so that we retain that customer."

Maturity and repayment schedule.--After the de-

tailed appraisal of the purpose and the amount of the

loan, the bank wants to be sure that the borrower has the

ability to repay within a reasonable time. The bank

estimates this from the projections of cash flows prepared
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by the applicant and checked by the bank. The bank pre-

scribes a realistic repayment schedule either monthly or

quarterly. In very few cases it might even be semi-

annually. The repayment schedule and maturity prOposed by

the bank may be different from that requested by the

customer depending upon the projections as adjusted or

modified by the bank.

Security or collateral.--Making an unsecured loan
 

or asking for collateral against the loan again depends

upon the judgment made on the applicant's credit worthiness,

on the bank's policy, and on the loan officer's philosophy.

In discussion with various loan officers and credit men,

different views on collateral were observed.

There are those who would like to have collateral

right at the time of loan. There are others who would like

to put in a negative clause, forbidding loanees from pledg-

ing any assets with others. Then there are those who

would put a clause in the agreement to the effect that the

bank can ask for collateral when it feels insecure.

Occasionally loan officers who initially demand collateral

will release the collateral later on if the loanee's pro-

jections prove to be realistic or perform better than

expected.

Making Detailed Recommendations

After the detailed appraisal has been made and a

positive decision made to grant the loan, the loan officer
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and the applicant negotiate to arrive at a decision regard-

ing the amount, the interest rate, the maturity, the repay-

ment schedule and other conditions governing the loan. The

bank's attorney is asked to draw up the loan agreement which

is then sent to the applicant for his approval and signa-

ture.

Some of the important and common items in a loan

agreement are:

Amount of the loan and the purposes of the loan.--

The amount of the loan and the way it will be disbursed to

the customer are mentioned in the agreement. The purpose

of the loan is also mentioned in the agreement. Sometimes

evidence of disbursement of the amount by the customer for

that purpose is also required. In several cases banks

make direct payment to the equipment suppliers if the loan

is for acquisition of equipment.

Rate of interest.--This may be a flat rate or a
 

floating rate tied to the prime rate; it may also have a

floor and a ceiling. At present, the majority of the loan

officers favor a floating rate tied to the prime rate with

a floor and a ceiling. There is a fundamental reason for

this. If this is not done, either the borrower or the

lender is going to be unhappy when there are relatively

large swings in the interest rates. A loan with a six

year maturity made four years ago is unpalatable to the

lender today. If the rates decline substantially two to
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three years from now, no borrower would be very happy with

the rate set at today's market. Term loan interest rates

are usually 1/2 per cent to 1 per cent higher than the

short—term rates.

Repayment schedule--principal and interest.--There
 

may be equal monthly or quarterly payments of principal

with interest due to date. Or there may be equal payments

of principal with a balloon payment at the end. Or there

could be a small payment to begin with and increasing every

month or quarter as mutually agreed upon.

Compensatoryybalances.--This is the amount of
 

deposit balance the customer must maintain with the bank.

At the present time it generally ranges from 10 per cent to

20 per cent of the loan though there are cases of higher

amounts. For all practical purposes it is an arbitrary

way for banks to increase the opportunity for profit. When

a business maintains a deposit balance of more than dic-

tated by the needs of the business, this makes the effective

rate of interest higher than the one agreed upon.

Collateral.--As already discussed, this may be
 

required at the time the loan is made, or a negative

clause may be incorporated in the agreement. Besides the

terms already reviewed, there are a number of positive and

negative covenants that are incorporated in the agreement

to safeguard the interests of the lender.
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Recording the Analysis and

Loan Agreement

 

 

A record of the analysis and the loan agreement is

made in the credit file of the customer.

Servicing the Loan
 

After the loan has been disbursed, the task of

billing the borrower for the principal and interest due

and of receiving the various reports and documents from

the borrower required under the agreement begins. The

loan officer keeps in touch with the borrower in order to

keep abreast of current development which might not be

reflected in the company's financial statements.

Reviewing and Updating the

Credit File

 

 

The loan is reviewed periodically to spot unfavor-

able trends which may require action on the outstanding

loan. The file is updated for future reference by record-

ing the information on payment performances for previous

loans; project experience on previous loans, the quality

Of the projections, the general reputation, and the firm's

bank-customer relationship.

Summary and Conclusion
 

This chapter discusses the nature and development

of term-lending followed by discussion of the various steps

in processing a term loan application by the lending bank

as follows:
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Nature

This section discusses the three conditions that

define a term loan. These are: (a) credit is to a busi-

ness, (b) it is directly negotiated, and (c) the loan is

for more than one year.

Evolution of Bank Term Loans
 

History of the term loan is traced from its

appearance in 1934 to 1969. Its importance in commercial

bank lending is presented.

Reasons for Development

of Term Loans

 

 

This question is discussed both from the supply

and demand aspects of term loans.

1. Demand for term loans resulted from the bad

experience with short-term loans during the

recession in 1930 and the SEC's regulations

on stock issues and the needs of the business.

2. On the supply side, the inauguration of Federal

Deposit Insurance Corporation, the change in

Federal Reserve Act, the restriction on a

bank's investments, the availability of

excess reserves, and the pressure on banks

to maintain earnings were the factors

responsible for development of term loans.
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Need for a Term Loan
 

Due to expansion of business, term loans were

needed to finance purchase of new equipment and to increase

working capital.

The various steps in processing a term loan appli-

cation are:

1. Receiving of the term loan application by a

loan officer.

Determining the status of the business firm's

bank-customer relationship.

Evaluating the customer relationship. The

questions discussed are: (a) whether the

applicant will become a desirable customer,

(b) whether the relationship will develOp the

bank, and (c) whether it will be profitable to

the bank.

Investigating the credit worthiness of the loan

requested. Three basic factors are discussed:

(a) the financial factor, (b) the personal

factor, and (c) the economic factor. The

various sources of information for credit

analysis are discussed.

Determining the feasibility of the loan within

legal and policy requirements. Legal and

policy limits on loans and the question of

participation with other banks are discussed

in this section.
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Making a detailed appraisal of the loan.

In this section, the discussion centers on

the details of the bank's checks and appraisal

of the purpose of the loan, its maturity and

repayment schedules, and the collateral

requirements.

Making detailed recommendations and drawing

loan agreement. The section deals with

officer's recommendations regarding interest

rate, maturity and repayment schedule, other

positive and negative covenants, and drawing

up the loan agreement in legal form.

Recording analysis and agreement.

Servicing the loan. The bank's procedures in

the servicing of the loan made are discussed

in this section.

Reviewing and updating the credit file.

From the above discussion of the processing of

term loans it may be concluded that investigation of credit

worthiness is the major step in the process, and financial

information on the prospective borrower is the basic re—

quirement in this step. The variations in the methods of

accounting for income taxes were discussed in the last

chapter. With the discussion of processing of term loans

the stage is set to analyze the effects of the alternative
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methods of accounting for income taxes which is the subject

of discussion in the following chapter.



CHAPTER IV

THE EFFECTS OF ALTERNATIVE METHODS

OF ACCOUNTING

Introduction
 

With the discussion of term loans in the previous

chapter the stage is set for analysis of the effects of

alternative methods of accounting. This chapter conducts

a theoretical discussion of the effects of alternative

methods of accounting under three headings: (a) financial

analysis, (b) economic analysis, and (c) behavioral analy-

sis as follows:

Financial Analysis

With all the variations in the accounting methods,

whether they appear in the accounting literature, in news-

papers or magazine columns, as observed by Cerf,1 or in the

annual survey2 of the 600_companies by the AICPA, it is

natural that the output from the accounting system would

 

1

Op. cit.

Cerf, Conporate Reporting and Investment Decisions,

2American Institute of Certified Public Account-

ants, Accounting Trends and Techniques (annual publication).
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differ when different accounting methods are used. Let us

see how these different methods of accounting affect the

financial variables.

Inventories
 

There are several accepted methods of cost determi-

nation of inventories. First-Ln.first-out, last—in, first-

out, and average cost are in common use. If prices were

always perfectly stable, there would, of course, be no

difference in the effects of these several methods of cost

determination. Since prices change, the effects of the

different methods on the figures for ending inventory, net

income, and cost of goods sold are different. A table

lists the effects of Fifo, Average cost and Lifo on these

 

 

figures.

Effect Under Different

Price Movements

Rising Falling

Cost Method Figures Affected Prices Prices

‘. _,‘ Ending inventory and '

:i:::_:3t net income Highest Lowest

'. Cost of goods sold Lowest Highest

Ending Inventory and

sziage net income High Low

Cost of goods sold Low High

_. Ending inventory and

Figgtigut net income Lowest Highest

. Cost of goods sold Highest Lowest

 

It is possible to get mixed effects when prices change

direction.
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Effects on working capita1.--During periods of

absolutely stable prices, the choice Of method should have

no effect on inventory valuation. During periods of chang—

ing price levels, the position is different. It can be

observed from the table, that when prices are rising, the

adOption of Lifo results in the lowest inventory valuation

and the adoption of Fifo gives the highest inventory valu-

ation. The reverse is true when prices are falling. The

difference in inventory valuation under different methods

of cost determination results in different figures for

working capital, different current ratios, different inven-

tory turnover, and similar measures of short-run financial

stability.

Effects on earnings.--The inventory method in use

helps determine the cost of goods sold. When prices are

rising, the adoption of Lifo results in the lowest net

income, and the adoption of Fifo gives the highest net

income. The reverse is true when prices are falling.

Income tax figures will also be different. The resulting

net income figures after tax will be different and so are

the earnings per share. Different reported earnings mean

different net worth under different methods of cost

determination of inventory. Different figures for net

worth will result in different long-run stability measures,

namely, debt to net worth ratio, and earnings to net worth

ratio.
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Income tax implications.--The tax figures will be

different when they are based on different income figures.

The difference in tax liability will have its effect on

working capital, quick ratio, current ratio and other mea—

sures of short-run financial stability. The result will be

to nullify the effect of difference in inventory valuation

on these measures of short-run financial stability. The

difference in tax liability will also result in different

cash out-flows under different methods of cost determi-

nation.

Viewed from this perspective the adoptiOn of Lifo

has been dominated by tax considerations. Hendriksen

states:

Probably the most impelling reason for the adoption

of Lifo has been its acceptance for income tax purposes

in 1938 for certain industries and its more general

acceptance for tax purposes since 1939 and 1947. Over

the business cycle, Lifo permits a smoothing of income

and smoothing of tax payments. It also permits the

payment of taxes in those years when the income is

realized in the form of cash or other liquid assets

not required for the replacement of inventories. . . .

In general, prices have moved in one direction only,

permitting tax savings to corporations that adopted

Lifo when prices were at a relatively low level.3

Similar views have been expressed by Maurice

Moonitz as follows:

The combined effect of these develOpments has been

to stimulate the adoption of LIFO—adoptions which have

been dominated by tax considerations. This point is

 

3Eldon S. Hendriksen, Accountin Theor (Homewood,

Illinois: Richard D. Irwin, Inc., I965E, pp. §7l-72. '
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made crystal-clear by an analyst of the LIFO method:*

"Since 1939 few management decisions on LIFO have

been made without reference to their tax effects.

Decisions as to whether to use LIFO, how to apply it,

and even as to the industries in which the method

constitutes acceptable accounting practice, have been

dominated by tax considerations. It would be difficult

to cite other instances in which management consider-

ations on matters of broad policy and general economic

significance have been more strongly influenced by tax

requirements.

"Undoubtedly the opportunity to reduce tax lia-

bilities has been by far the most powerful motivation

leading to the widespread adOption of LIFO during the

past decade. The combination of sharply rising prices

and high excess profits taxes gave managements in many

industries a strong tax incentive to shift to LIFO

during the early war years. The large postwar price

increase caused some companies to make the shift as

late as 1946 and 1947, though the risk of ultimate tax

penalties was then greater because of the height to

which price levels had already risen."

 

*J. Keith Butters, Effects of Taxation: Inventor

Accounting and Policies (Boston, 1919i? pp. 6, 8. See

a so R. W. Button, T e LIFO Bonanza?" The Balance Sheet,

February, 1948, and subsequent articles on LIFO in the

March, 1948, and April, 1948 issues of the same journal,

published by the Controllers' Congress of the National Re-

tail Dry Goods Association.

 

Depreciation
 

There are several accepted methods of depreciation.

Those in common use may be divided into two categories:

(a) straight line methods, and (b) accelerated depreciation

methods. The alternative methods of depreciation result in

different amounts of depreciation expense and therefore

different figures for income before taxes. An example of

 

4Maurice Moonitz, "The Case Against Lifo as an

Inventory-Pricing Formula," Journal of Accountancy, XCV

(June, 1953), 685.
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the mechanics and the results of two methods is presented

below. The first is the straight line method based on

expiration of time; the second is the sum-of-the—years'-

digits method (see Tables 5 and 6).

Assume that the depreciable asset is purchased for

$30,000 with expected life of five years and no salvage

value. Assume that income before depreciation and taxes

is $15,000 per year.

The total amount of depreciation expense over the

life of the assets is the same. Both methods give identical

net income figures for the five years taken as a whole. In

the initial years, the accelerated depreciation method

gives a higher figure for depreciation expense and a lower

figure for net income and income taxes. The benefits in

the initial years are reversed in the later years of the

life of the asset. This is the case for one asset only,

but in actual situations new assets are acquired and old

units of assets retired. In a mature firm, with no marked

tendency toward expansion or contraction, straight line

depreciation and the sum-of-the—years'-digits method will

yield almost identical results (see Table 7).

This may be illustrated as follows: Suppose the

firm invests $30,000 in depreciable assets each year

rather than only once. In the initial years, the firm on

accelerated depreciation has the benefit of lower income

taxes and hence a lower cash out-flow. However, from year

five onward there is no difference in a static firm.



T
A
B
L
E

5
.
-
D
e
p
r
e
c
i
a
t
i
o
n

u
s
i
n
g

s
t
r
a
i
g
h
t

l
i
n
e

m
e
t
h
o
d
.

 

Y
e
a
r
s

T
o
t
a
l

 

I
n
v
e
s
t
m
e
n
t

i
n

a
s
s
e
t

a
t

b
e
g
i
n
n
i
n
g

o
f

y
e
a
r

I
n
c
o
m
e

b
e
f
o
r
e

t
a
x
e
s

a
n
d

d
e
p
r
e
c
i
a
t
i
o
n

D
e
p
r
e
c
i
a
t
i
o
n

I
n
c
o
m
e

b
e
f
o
r
e

t
a
x
e
s

I
n
c
o
m
e

t
a
x

9
5
0

p
e
r

c
e
n
t

N
e
t

i
n
c
o
m
e

a
f
t
e
r

t
a
x
e
s

N
e
t

i
n
c
o
m
e

a
s

p
e
r

c
e
n
t

o
f

i
n
v
e
s
t
m
e
n
t

i
n

a
s
s
e
t
s

3
0
,
0
0
0

1
5
,
0
0
0

6
,
0
0
0

9
,
0
0
0

4
,
5
0
0

4
,
5
0
0

1
5
.
0
0

2
4
,
0
0
0

1
5
,
0
0
0

6
,
0
0
0

9
,
0
0
0

4
,
5
0
0

4
,
5
0
0

1
8
.
7
5

1
8
,
0
0
0

1
5
,
0
0
0

6
,
0
0
0

9
,
0
0
0

4
,
5
0
0

4
,
5
0
0

2
5
.
0
0

1
2
,
0
0
0

1
5
,
0
0
0

6
,
0
0
0

9
,
0
0
0

4
,
5
0
0

4
,
5
0
0

3
7
.
5
0

6
,
0
0
0

1
5
,
0
0
0

6
,
0
0
0

9
,
0
0
0

4
,
5
0
0

4
,
5
0
0

7
5
.
0
0

$
7
5
,
0
0
0

$
3
0
,
0
0
0

$
4
5
,
0
0
0

$
2
2
,
5
0
0

$
2
2
,
5
0
0

 

100



T
A
B
L
E

6
.
-
D
e
p
r
e
c
i
a
t
i
o
n

u
s
i
n
g

s
u
m
-
o
f
-
y
e
a
r
s
'
-
d
i
g
i
t
s

m
e
t
h
o
d
.

 

Y
e
a
r
s

1
T
o
t
a
l

 I
n
v
e
s
t
m
e
n
t

i
n

a
s
s
e
t

a
t

b
e
g
i
n
n
i
n
g

o
f

y
e
a
r

3
0
,
0
0
0

I
n
c
o
m
e

b
e
f
o
r
e

t
a
x
e
s

a
n
d

d
e
p
r
e
c
i
a
t
i
o
n

1
5
,
0
0
0

D
e
p
r
e
c
i
a
t
i
o
n

1
0
,
0
0
0

I
n
c
o
m
e

b
e
f
o
r
e

t
a
x
e
s

5
,
0
0
0

I
n
c
o
m
e

t
a
x

3
5
0

p
e
r

c
e
n
t

2
,
5
0
0

N
e
t

i
n
c
o
m
e

a
f
t
e
r

t
a
x
e
s

2
,
5
0
0

N
e
t

i
n
c
o
m
e

a
s

p
e
r

c
e
n
t

o
f

i
n
v
e
s
t
m
e
n
t

i
n

a
s
s
e
t

8
.
3
3

2
0
,
0
0
0

1
5
,
0
0
0

8
,
0
0
0

7
,
0
0
0

3
,
5
0
0

3
,
5
0
0

1
7
.
5
0

1
2
,
0
0
0

1
5
,
0
0
0

6
,
6
0
0

9
,
0
0
0

4
,
5
0
0

4
,
5
0
0

3
7
.
5
0

6
,
0
0
0

1
5
,
0
0
0

4
,
0
0
0

1
1
,
0
0
0

5
,
5
0
0

5
,
5
0
0

9
1
.
6
7

2
,
0
0
0

1
5
,
0
0
0

2
,
0
0
0

1
3
,
0
0
0

6
,
5
0
0

6
,
5
0
0

3
2
5

$
7
5
,
0
0
0

$
3
0
,
0
0
0

$
4
5
,
0
0
0

$
2
2
,
5
0
0

$
2
2
,
5
0
0

 

101



T
A
B
L
E

7
.
-
D
e
p
r
e
c
i
a
t
i
o
n

c
h
a
r
g
e
s

o
f

a
s
t
a
t
i
c

f
i
r
m
.

 

C
o
s
t

o
f

Y
e
a
r

A
s
s
e
t

A
c
c
e
l
e
r
a
t
e
d

D
e
p
r
e
c
i
a
t
i
o
n

C
h
a
r
g
e

i
n

Y
e
a
r

 

2
3

4
S

6

 

MV'LDQ!‘

3
0
,
0
0
0

3
0
,
0
0
0

3
0
,
0
0
0

3
0
,
0
0
0

3
0
,
0
0
0

3
0
,
0
0
0

3
0
,
0
0
0

T
o
t
a
l

A
c
c
e
l
e
r
a
t
e
d

D
e
p
r
e
c
i
a
t
i
o
n

S
t
r
a
i
g
h
t

L
i
n
e

D
e
p
r
e
c
i
a
t
i
o
n

E
x
t
r
a

D
e
p
r
e
c
i
a
t
i
o
n

1
0
,
0
0
0

8
,
0
0
0

1
0
,
0
0
0

1
8
,
0
0
0

1
2
,
0
0
0

6
,
0
0
0

6
,
0
0
0

8
,
0
0
0

1
0
,
0
0
0

2
4
,
0
0
0

1
8
,
0
0
0

6
,
0
0
0

4
,
0
0
0

2
,
0
0
0

6
,
0
0
0

4
,
0
0
0

8
,
0
0
0

6
,
0
0
0

1
0
,
0
0
0

8
,
0
0
0

1
0
,
0
0
0

2
8
,
0
0
0

3
0
,
0
0
0

2
4
,
0
0
0

3
0
,
0
0
0

4
,
0
0
0

0

R
e
t
i
r
e
d

2
,
0
0
0

4
,
0
0
0

6
,
0
0
0

3
,
0
0
0

1
0
,
0
0
0

3
0
,
0
0
0

32
1.

19
9.

0

R
e
t
i
r
e
d

2
,
0
0
0

4
,
0
0
0

6
,
0
0
0

8
,
0
0
0

1
0
,
0
0
0

3
0
,
0
0
0

3
0
,
0
0
0

0

 

102



103

However, if the firm is growing, say at a 10 per

cent rate, the situation may be as illustrated in Table 8.

During the initial years, the accelerated depreci-

ation method results in substantially higher amount of

depreciation expense compared to the straight line method.

At the end of the fifth year the difference drops to a

much smaller figure, but grows every year thereafter. If

the rate of growth is maintained, the difference not only

grows each year but grows by an increasing amount. The

formulas for computing the difference in year y is

Difference = 2 X(l+r)Y(I——2——- -‘£)

[ §n(n+l) n J

+ X(l+r)y-1 (1——-n-l - i)

[ :n(n+l) n

+ . . . x(1+r)Y“"'1’(“1———““'1’ - l)

[ 7n(n+l) n

n = uniform Service life of assets

r - constant rate of growth

x = initial investment.

 

5Sidney Davidson, "Accelerated Depreciation and

the Allocation of Income Taxes," The Accountigg_Review,

XXXIII (April, 1958), 173-180. Reprinted in Stephenuieff

and Thomas F. Keller, eds., Financial Accountin Theor ,

Issues and Controversies (New §orkz ’Mcfiraw-EIIE 500E

Company,'1§64), pp. 300-317.
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With a different depreciation expense, the net

income, the income tax liability, the cash out-flow, and

net worth will be different under the different depreci-

ation methods.

Allocation of Income Taxes

The problem is complicated when different methods

are used for tax and for reporting purposes. This gives

rise to the problem of the amount to be reported as an

expense for the period. As has been illustrated, the

difference in methods gives rise to different depreciation

expense and therefore different figures for net income. In

the case of a growing firm, when it uses accelerated de-

preciation for tax purposes and straight line for reporting

purposes, these differences grow every year from the nth

year onward.

The result is that income taxes based on taxable

income are always less than those based on accounting in—

come. In other words, the income tax actually payable is

less than the income tax computed on the basis of reported

income before tax. Under comprehensive allocation, this

gives rise to an account called "Deferred Income Taxes."

In the case of static firms, the amount in this account

will increase in the initial periods when different methods

produce differences in depreciation expense. At the end

of the nth period, the difference in depreciation expense
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and the difference between taxable income and accounting

income will vanish. The amount in the deferred income

taxes account will remain constant thereafter. In growing

firms, the amount in the deferred income taxes account

will increase with the years. Taxable income will be lower

than accounting income due to the presence of differences

in depreciation eXpenses.

A Mathematical Formulation6

The difference in depreciation expense will be

(d; - dy) where d; is the accelerated depreciation and dy

is the straight line depreciation for the year y. If the

rate of income tax is t then there is a saving of income

tax t(d§ - dy) under the partial and no allocation methods.

 

6Depreciation methods are discussed in the litera-

ture and mathematical derivations are given, but there

appears to be no such derivation specifically for income

taxes. The various references include: Robert Eisner,

"Depreciation Under the New Tax Laws," Harvard Business

Review, XXXIII (January-February, 1955), 66-74; RoEert

Eisner, "Depreciation Allowance, Replacement Requirements

and Growth," American Economic Review, XLII (October, 1952),

820-831: Sidney Davidson and David F. Drake, ”Capital Bud-

geting and the 'Best Tax Depreciation Method,'" Journal of

Business, XXXIV (October, 1961), 442-452: J. L. Meij, ed.,

De reciation and Re lacement Policy_(Chicago: Quadrangle

BooEs, Inc., 19615: David Walker, Depreciation Problems

and Taxation," in Depreciation and Re lacement Polic , ed.

by J. L. Meij (Chicago: Quadrangle BooEs, Inc., 1961),

pp. 141-185: Edgar 0. Edwards, "Depreciation and Mainte-

nance of Real Capital," in Depreciation and Replacement

Policy, ed. by J. L. Meij (Chicago: Quadrangle BooEs,

Inc., 1961), pp. 46-140; J. L. Livingstone, "The Effects

of Alternative Accounting Methods on Regulatory Rate of

Return Decisions in the Electric Utility Industry" (unpub-

lished Ph.D. dissertation, Stanford UniVersity, 1966),

pp. 91-97. _1
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The savings in income tax can be calculated from the numeri-

cal example given earlier. But for generality and ana-

lytical precision a mathematical formulation is more

apprOpriate.

In this formulation sum-of-the-years'édigits method

is used under accelerated depreciation method.

Let Xy - gross dollar outlay of investment in year

y. It is assumed that all outlay is made at the beginning

of the year.

dy = depreciation under straight line method for

year y

d; a depreciation under sum-of-the-years'-digits

method for year y

rate of income tax('
1’ II

n = uniform service life of assets

T a difference in income tax in year y s n

T = t d' - d(y y)

“thl+wr—;1x2+...+€-mxy

In(n+lJ (In(n+l) In(n+l)

-1);
n

X

1-1 1

t[%T%¥IT'{(n-Y)(xl + x2 + . . . + xy)

1 Y
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Let 21 a [l l l . . . l], a y dimensional vector

M1 = [l 2 3 . . . y], a y dimensional vector

“11

"2

X1 = . , a y dimensional vector

x

_Y_

2t n-2 -l

Ty=m +21%”:li

2t

nn+

2t n-2¥+l n-2§+3 n-3 n-1-

n n+ O O O 2 :]x1

0
u

:
3 I

N

k
}
?H

N

H

+ z

L
_
"
‘
_
_
J

x
g
.
.
.

:
3

r

= n+ (n-2y+l)(n-2y+3) . . . (n-3)(n-1):|X1

 n LN1 XIJ , wherell

:
3

+
fl
‘

N1 '3 [(n-2y+1)(n-2y+3) . . . .(n-3) (n-li], a y

dimensional vector.
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If Ty is positive income tax expense will be higher

under comprehensive allocation than under partial alloca-

tion (or no allocation). It will be lower if T is negative

Y

and will be equal under both methods if T = 0.

Y

The gross dollar outlay of investment is never less

than zero. Therefore Ty will be positive if N1 is not nega-

tive. The elements of N1 represent an arithmetic progres-

sion with a constant difference of 2. None of the elements

of N1 will be negative if (n-2y+l) ; 0 or y 6 2&1,

This means that income tax expense under compre-

hensive allocation will not be less than income tax expense

under the partial allocation in any of the first Bgiiyears

after adopting accelerated depreciation method for income

tax purposes and straight line for reporting purposes. In

year y = n,

N1 = [(l-n)(3-n) . . . (n-3)(n-l)].

That is, elements of N1 form an arithmetic progression that

is symmetrical about zero.

If xy is constant with respect to y, that is the

firm is static, N1 X1 is not negative for any value of

y 6 n. If the company is growing, xy is an increasing

function of y and N1 xl will be positive and an increasing

function of y. If the firm is declining that is xy is a

decreasing function of y, N1 x1 is also a decreasing func-

tion of y, but will not become negative until y > Bil,
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In those cases where y > n

T

Y
t(d'y-dy)

l
t I——

2n(n+l)

+ n

«2n! (n+1)

2
xy-(n-l) + 1——— xy_(x_2) +

. In(n+l)

1 n

xy-(n-n) - K 1:1 xy-(n-i)

t 2 .

HL’T'TI [KY-(n_1) + 2xy_,n_2) + . . 0

i=1

n

+ nxy-(n-nJ - Z xy-(n-ii]

t

[1 1 1 . .

[1 2 3 . .

F —

xy-(n-l)

xy-(n-z)

 

2

HER-I M2 X

 Lfy-(n-nl.

2 - 22 x2], where

. 1], an n dimensional vector

. n], an n dimensional vector

, an n dimensional vector
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1

t 2

f—

: E_l-n 3-n n-3 n-1 X

n n+1 n+1 ' ' ' n+1 n+1 2

F

(l-nHB-n) . . . (n-23)(n-l)]x2

2 

t

nln+I$

a t N x where

nln+I$ 2 '

N - [(l-n)(3-n) . . . (n-3)(n-l)]. an n dimen-
2

sional vector.

If xy is constant and y > n

Ty - 0 because N2 is an arithmetic progression

which is symmetrical about zero. If xy is an increasing

function of y, then Ty will be both positive and an in-

creasing function of y. If x is a decreasing function

Y

of y, T will be negative and be a decreasing function of y.

yInterpretation.--It may be concluded that when the

company is growing, net income after taxes is always less

under comprehensive allocation than under no allocation or

partial allocation. In case of static companies, the in-

come is lower for the first (n-l) year and then becomes

equal under the alternative methods of allocation.

Retained-earnings and net income ceteris paribus will

also be lower by the amount T or equal.

Y
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The amount represented by Ty will be the amount of

deferred income taxes for year y. Total amount of deferred

income taxes at the end of year y is

Y

T+T+...T...T=ZT..

In case of static firms, term Tn and the terms

following Tn are zero because N1 x1 and also N2 x2 are

zero. Therefore the amount under deferred income taxes

will increase till year (n-1) and will remain constant

thereafter. This will be equal to #21 Ti'

In the case of growing firmsflall the terms are

positive because N1 x1 and N2 X2 are always positive. The

amount under deferred income taxes will increase year after

year.

Net worth will be lower under comprehensive allo-

cation because retained earnings ceteris paribus will be

lower by Ty for the yearyy. At the end of year y, net

worth will be lower by 2 Ti' which is the amount appearing

in the balance sheet und2: deferred income taxes.

Effects on financial measures.--The effect of the

different methods of accounting for income taxes will be

that the profitability ratios and other measures of long-

term stability will be different. Under comprehensive

allocation, the following ratios will be lower than under

partial allocation or no allocation: (a) net income to

sales, (b) net income to total assets, (c) net income to
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net worth, (d) net income to debt services, (e) net worth

to total liabilities, (f) net worth to sales, (g) net

worth to fixed assets, and (h) net worth to net income

before taxes.

Economic Analysis

Lending Terms

Lending terms may be defined as characteristics of

the loan transaction. These include the characteristics

of the borrower which have a bearing on the risk of the

loan and on the amount of credit the borrower can obtain.

Both the demand and supply of credit can be considered

functionally related to the lending terms. If the supply

of credit is a positive function of a given term, the

demand will be a negative function of that term, and vice

versa. Specifically, any change in terms that makes it

easier for the borrower to qualify for the loan, or that

makes it possible for the borrower with given characteris-

tics to obtain more loan ceteris paribus, also increases

the risk of the loan. This can be illustrated by con-

sidering some important characteristics of the borrower.

Net worth to total liabilities ratio.--This ratio

expresses the relative positioniof creditors to owners.

It is of great importance in measuring the long-term sol-

vency of the firm. The ratio represents the borrower's

equity that protects the lender against loss from insol-

vency. It gives the lender an idea of the size of the
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cushion of ownership equity

available for the absorption

of losses. For an unsecured

loan, this is very signifi-

 
cant. On a secured loan,

N
e
t

W
o
r
t
h

T
o
t
a
l

L
i
a
b
i
l
i
t
i
e
s

the significant factor is

 the margin between the size $ >

of the loan and the value of - Amount Of Credit

the collateral. This may be

measured as the ratio of the margin to the total loan. The

larger the borrower's own equity is, compared to the amount

of loan, the less the risk to the lender.

So the supply of credit is a positive function of

net worth to total liabilities ratio for unsecured loans.

For secured loans, the lender has less risk when there is

a higher margin to loan ratio.7 For secured loans the

supply of credit is a positive function of this ratio.

The demand for credit tends to be a negative

function of this ratio because there are marginal bor-

rowers for whom equity or collateral margin represents an

effective constraint on borrowing.

Net income to debt services ratio.--This is an

important ratio for term lending. Unlike short-term loans,

which are paid out of cash flow from the conversion of

 

7Margin means the difference between the value of

the security and the amount of the loan.
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current assets, the term loan

payment comes from the earn-

ings of the firm. The higher

this ratio is the less the

risk the lender takes.
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Therefore the supply of

 $

Amount of Credit

 credit is a positive func-
 

tion of this ratio, while the

demand for credit is inversely

related to the ratio. This is because marginal demand is

exercised by some borrowers, for whom debt service require-

ments represent an effective constraint on borrowing.

For various reasons, economists believe that the

loan market is not cleared by loan interest rates alone,

if interest rates on competing assets rise. Some believe

that the supply schedule of loans is inelastic with re-

spect to the loan rate of interest.8 Others believe that

it is the loan interest rates that are not flexible. Thus,

even though the interest elasticity of the supply may be

appreciable it is not given a chance to work.9 Usury

ceilings may prevent interest rates from clearing the

 

8Ira 0. Scott, Jr., "The Availability Doctrine,"

The Canadian Journal of Economics and Political Science,

XXIII (November, 1957), 536.

9J. Kareken, "Lenders' Preferences, Credit Ration-

ing, and the Effectiveness of Monetary Policy," The Review

of Economics and Statistics, XXXIX (August, 1957), 292-302.
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markets. There might be other considerations, depending

upon the bank-customer relationship, which may prevent the

bank from charging a sufficiently high rate of interest to

clear the market. A loan officer of a leading bank gave

the following reason for not charging the higher rate that

the bank could charge under the loan agreement: the cus-

tomer might pay the high rate at the present time, but when.

securing future loans he will shop around. Thus the bank

may lose a valuable customer. (In this case the rate was

tied to the prime rate. It was 2 per cent above prime

rate. When the agreement was written the prime rate was

4 per cent. Now with prime rate at 8 1/2 per cent the bank

could charge 10 1/2 per cent but was charging only 9 1/2

per cent.)

Finally, Professor Wallich has observed:

At any time there is a more or less conventional range

of rates on loans, negotiable and otherwise, which

limits the maximum risk premium that can be arranged

for. Banks and investors usually prefer not to become

involved in dubious situations even if they believe

their actuarial risk to be adequately compensated

for.

So when banks associate dubious situations with high loan

interest rates, regardless of rates on competing assets,

the nonprice terms clear the market. There are a number

of such nonprice terms in a loan transaction. The appli—

cation of a number of nonprice terms of a loan transaction

 W

10Henry Wallich, "The Changing Significance of the

Interest Rate," The American Economic Review, XXXVI

(December, 1946), 768.
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may be viewed as a process of credit rationing. Under the

present tight money market condition such is the case.

Lutzll observes that when the official discount rate goes

up, the commercial banks will not only tighten the condi-

tions under which they themselves grant credit to business,

but they will also resort to credit rationing.

Under the present conditions, then, it could be

assumed that one or more lending terms would be relevant

to all loan transactions involving commercial banks and

borrowers of funds. In this view, in the description of

the credit rationing process, all the relevant terms are

brought to focus.

This section will concentrate only on the net

worth to total liabilities ratio which may be used to

represent the net income to debt services ratio as well.

The analysis is the same for all other non-interest rate

terms of the loans. Thus we assume that both the supply

and demand for credit are functionally related only to the

net worth to total liabilities ratio and to the interest

rate. So the interaction of demand and supply can be

said to determine a market net worth to total liabilities

ratio just as it determines the interest rate.12

 

11F. A. Lutz, "The Interest Rate and Investment in

a Dynamic Economy," The American Economic Review, XXXV

(December, 1945), 8284829.

12That only one net worth to total liabilities

ratio prevails in the market is an assumption even less
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Now if we assume the k

interest rate is fixed, the

determination of the ratio

can be visualized diagram-
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matically in a way similar

 

to the determination of the   interest rate. Assuming the

(
0

Amount of Credit

relevant supply and demand

curves are S and D, the

equilibrium net worth to total liabilities ratio is 2.0.

Now assume that the demand curve shifts to the

right, so that the net worth to total liabilities ratio is

increased to 2.5. This indicates an extra tightness in

the money market. The lender could increase the interest

rate either in place of or in addition to the increase in

the net worth to total liabilities ratio. We must now look

at the adjustment in the interest rate relative to the ad—

justment in the net worth to total liabilities ratio.

Availability of credit.--Before going into that, 

we may define the availability of credit as the complex of

noninterest rate lending terms prevailing in the market at

any time.13 Since we have taken the net worth to total

 

realistic but just as necessary and useful as the assump—

tion that there is but one interest rate.

13J. M. Guttenberg, "Credit Availability, Interest

Rates and Monetary Policy," The Southern Economic Journal,

XXVI (January, 1960), 219—228.
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liabilities ratio to represent all lending terms (other

than interest rate), the prevailing market ratio would be

our shorthand expression for credit availability. A change

in this ratio indicates a change in credit availability.

The restrictiveness of lending terms is an indication of

decline in credit availability. Here it is represented by

an increase in the net worth to total liabilities ratio or

a decline in total liabilities to net worth ratio.

During the period of monetary restraint which ex-

tended to May, 1953, the rising interest rates were accom-

panied by declining availability of credit. Later on there

was a reversal to falling interest rates and increasing

availability. Again during the 1956-57 period of monetary

restraint, there was every indication of rising interest

rates being accompanied by declining credit availability.14

The discussion with the loan offiCers indicates

that at the present time the rising rates of interest are

accompanied by declining availability of credit. Loan

applications are subject to a more rigorous examination

and the noninterest terms also are stricter. One of the

so-called nonprice lending terms of prime importance at

the present time is the cash balances maintained by the

loan applicant. The desirability of a new borrower is

judged primarily on the basis of the amount of cash

balances he could or would maintain in the lender bank.

 

14Ibid., p. 223.
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Analysis of Relationship Between

Availability and Interest Rates

 

 

There are two groups of factors underlying the

grant of loans or the supply of credit function. These are

(a) objective factors, such as the volume of funds avail-

able to lenders, and (b) the subjective factors which have

a bearing on the lender's evaluation of the risks involved

in the loan in question.

The subjective factors Risk R' R

Premium /

underlying the supply function

may be represented by a risk

function. This shows the

premium required by lenders  

 

 

at every total liabilities to o 1.0 2.0 3.0 >

Total Liabilities

Net Worth

 net worth ratio to compensate

for the difference in risk be-

tween loans and a riskless security. The difference be—

tween the interest rate and this premium is the net or

riskless yield on loans. A change in expectation and out-

look may cause the risk function to shift, for example from

R to R', and the supply function will shift accordingly

(see graph on page 121).

An explanation of the graph is in order. In the

left panel of the diagram, we assume that S1 is the sum

that the lender has allocated for loans. D100, D1.5'

D2.0, D2.5 and D3.0 are the demand schedules at total

liabilities to net worth ratios of 1.0, 1.5, 2.0, 2.5 and
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3.0, respectively. For convenience of exposition the de-

mand schedules are drawn parallel. The relevant risk

function is drawn as R1 in the right hand panel which also

shows the demand-supply-locus curves. Each of these curves

indicates all the combinations of rate and total liabilities

to net worth ratio for which the demand is some given

amount. The curve 0.1, for instance, shows the various

combinations of total liabilities to net worth ratio and

interest rate when the amount demanded is equal to 81.

That is, every point on 0.1, represents an intersection of

a demand schedule with 81. Given 81, D and R1, lenders
s
1

will choose the combination of rate and total liabilities
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to net worth ratio at which the vertical distance between

Ds and R1 is a maximum. Here the maximum yield is ab,

1

the equilibrium interest rate IR and the total liabilities1:

to net worth ratio of 2.0. Now consider the effect of a

shift from S1 to $2 with the risk function unchange on

the equilibrium interest rate and on the equilibrium

availability of a change in supply. A new demand-supply

locus curve D82 becomes relevant. When demand curves are

will be parallel to Ds , and the new equi-

2 l

librium interest rate will be 1R2, but the equilibrium

parallel, Ds

total liabilities to net worth ratio will be unchanged at

2.0.

At higher total liabilities to net worth ratio

there will be greater sensitivity to interest rates and

a lower sensitivity to the lower total liabilities to net

worth ratio. This will result in a converging of the

demand curves at the top. Also, a shift in supply will

move the credit availability and interest rate in Opposite

directions. We assume that both supply and demand for

credit are functionally related to net worth to total

liabilities ratio and the interest rate. Therefore, a

decrease in the supply of credit increases the rate of

interest and also decreases the availability of credit.

As already discussed there is a range of rates on

loans and the rates charged to the individual borrowers

vary within this range. In the diagram, for example, it
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could be a small range above and below the IRz, say be-

tween A and B, depending on the total liabilities to net

worth ratio. In this diagram, the rate of interest could

vary within this range.

Following the same procedure, it could be shown

that the debt services to net income ratio can also in-

fluence the interest rate bargaining. In actual talks

with the loan officers, it was confirmed that there is

bargaining with the customer within the range of interest

rates. In the case of term loans for five years, it is

between the prime rate and 1 1/2 per cent above the prime

rate depending on the non-interest terms. The two impor-

tant terms are total liabilities to net worth, and debt

services to net income. The compensatory balances or cash

balances maintained with the bank has the greatest emphasis

at the present time, because these balances affect the

effective interest rate.

Behavioral Analysis

Accountants are showing an increasing interest in

understanding the relationship between accounting and

decision making. Questions have been raised about the

role of accounting in decision making in business. In

light of the variations in accounting methods, another

question raised is whether or not these alternative methods

affect the decision making.
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Decision Making
 

Decision making has develOped along two major

lines: (1) management-science approaches, and (2) studies

of organizational decision making approaches. The manage-

ment-science approaches give prominence to formal quanti-

tative models, while the organizational decision making

approaches are concerned with the decision making pro-

15 Whilecesses of individuals, groups, and organizations.

the management science models of decision making are

normative, the behavioral research on organizational

decision making has been largely descriptive. It has been

concerned primarily with how decision makers actually do

make decisions. Organizational decision making starts

with those aspects of decision making behavior that formal

decision models either ignore or minimize. Behavioral re-

search focuses on how decision units make decisions in

environments which are grossly complex and in which the

complexity tends to be grossly disproportionate to the

information processing and computational ability of the

decision making unit.16

 

15Marcus Alexis and Charles Z. Wilson, Organi-

zational Decision Making (Englewood Cliffs, N.J.: Prentice-

HaIl, Inc., 1967), p.410.

16Herbert A. Simon, Administrative Behavior (New

York: The Macmillan Company, 1966), pp. 14-17.
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Perception.--Processes of perception are important
 

in decision making for two reasons: (a) they provide means

of gathering information from the environment, and (b)

interpersonal flows of information are distorted by the

perceivers' biases.

Perception means different things to different

psychologists. There is no unanimity as to a method of

studying the scientific aspects of perception. Stimulus-

responsel7 theorists approach perception simply as a

mechanism for acquiring or receiving special kinds of

stimuli. Gestalt theorists18 emphasize laws of perception.

In their view, the recognition of objects takes place

according to organizational laws: laws of similarity,

proximity and closure. There are others who have still

different views.

The decision maker should be sensitive to the

personality and social forces infringing on information

gathering and decision making in organizations. What are

these personality and social forces? In psychology, it

is becoming increasingly clear that believing is different

than seeing. People see what they want to see. Perception

is guided by inner cognitive sets that reflect past

experiences, values, motives--basic personality needs.

 

l7Ernest R. Hilgard, Theories of Learning (New

York: Appleton-Century Crofts, 1956), pp. 15-184.

181bid., pp. 222-289.
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There are three main sets of personality variables

that infringe on perception: (1) self confidence--the

sense of being able to act effectively in a situation,

(2) needs, and (3) values.19 Confidence in one's ability

to overcome obstacles influences the way a decision maker

uses input information to confirm initial beliefs about a

situation. Needs may be important forces in perception.

The judgments of perceivers are often distorted by a strong

need attached to an event. People develop certain sensi-

tive values about information inputs. These values in-

fluence the perceptual processes of the perceivers.

Social forces affect perception through group

identification, social aspirations and expectations of

the perceiver.

Decision process.-—In general, a decision process

is characterized by three variables: (1) decision inputs,

(2) a decision rule, and (3) decision outputs.

Decision inputs Decision outputs

\

I

 

A

I

Decision Rule

   

Decision inputs are the factors which the decision maker

considers in making his decision. Decision outputs are

decisions made by the decision maker. A decision rule is

 

19Alexis and Wilson, op. cit., p. 68.
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a rule by which a set of decisions is associated with a

set of decision inputs.2

Let us assume that purchases are to be based on

the margin between sale price and purchase price. The

purchase will be made if the margin is 50 per cent or more

of the purchase price. Otherwise, the purchase will not

be made. Here the decision input is the margin on the item

to be purchased. The decision output is either to buy or

not to buy. The decision rule is to associate all margins

greater than or equal to 50 per cent with decision output

"buy," and all other margins (that is, less than 50 per

cent) with the decision output "not to buy."

Of course, an actual purchase decision may not be

so simple and may require other decision inputs. For

example, the decision maker may want to consider the

question of freight. However, if we emphasize only one

input (for example, margin) and one output (that is, to

buy or not to buy), ceteris paribus, it would be reasonable
 

to assume the existence of a relationship between the value

of the input and the value of the output, which may be

stable for some time. That is what is meant by a decision

rule.

 

20Yuji Ijiri, Robert K. Jaedicke, and Kenneth E.

Knight, "The Effects of Accounting Alternatives on Manage-

ment Decisions," Research in Accounting Measurement, ed. by

Robert K. Jaedicke, Yuji Ijiri and Oswald Nielson (American

Accounting Association, 1966): PP. 186-199.
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If ”a" represents an input variable and "b" an out-

put variable, then the decision rule can be shown as a

function as follows:

b = f(a)

In an actual decision process, function f may have many

values, which will result in different values for the

decision output with the same input. Similarly, with

different values of inputs and applying the different

values of f we may have different outputs.

Ijiri,21 describing the decision process, goes a

step further. He gives these three variables in a decision

process: (1) an environmental variable which we can say

is the equivalent of the inputs in the decision process,

(2) a decision variable which is the decision made, based

on the choice of the decision maker, and (3) a pay-off

variable, which is the output he wants to have or optimize.

He also considers the pay-off of the decision.

Consider the pricing decision of a gasoline station

operator. Let "a", the price his competitor charges, be

the environmental variable; "b," the price he charges, is

his decision variable; and "c," the profit, is his payoff

variable. Depending upon his price and his competitor's

price, his profit may be determined as follows:

 

2leiri, The Foundations of AccountingMeasurement,

A Mathematical, Economic, and Behavioral Inquiry, op. cit.,
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A Pay—Off Matrix

His competitor's price (a)

 

 

His Price (b) 30c 35c

30c $100 $200

35c $50 $300

    
His daily profit (c)

So, the feasible relations may be any of the following sets

of triplets:

P = [(30,30,100), (35,30,200), (30,35,50), (35,35,300)].

This first element represents the competitor's price in

cents per gallon; the second element represents his price

in cents; and the third element represents his daily profit

in dollars.

Role of Accounting Process

in a Decision Process
 

Accounting data, like other types of business

information, are surrogates which the decision maker uses

to carry out the decision process. Therefore it is neces-

sary to distinguish between the principals and surrogates

in order to understand the role of accounting in the

decision process.

Principals and surrogates.-—The things or phenomena
 

that are used to represent other things or phenomena are
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called surrogates and things or phenomena that are repre-

sented by surrogates are principals.

For example, train schedules are surrogates of

actual arrival and departure of trains. We want to base

our decision on train schedules in so far they reflect the

actual arrival and departure of trains. Similarly,

financial statements of a firm are surrogates of the

financial position and the operating results of the firm.

We want to base our decisions on the financial statements

in so far they reflect the actual financial position and

the operating results of the firm.

However, the same phenomenon may be a principal

and a surrogate simultaneously. This depends upon whether

the focus of interest is the phenomenon per se or the

phenomenon represented by the phenomenon in question. The

financial statements are surrogates when the analyst

studies them for drawing conclusions regarding the finan-

cial position and performance of the firm. If the analyst

is attracted by the format of the financial statements

apart from the contents of the statements, the financial

statements are principals.22

Principals and surrogates in decision making.--In

decision making, a principal input or principal means a

 

22For further elaboration please see Ijiri,

Jaedicke, and Knight, "The Effects of Accounting Alter-

natives on Management Decisions," op. cit., pp. 188-192;

Ijiri, The Foundations of Accounting Measurement, op. cit.,

pp. 4-19T
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decision input upon which the decision-maker ultimately

wants to base his decision. A surrogated input or a surro-

gate is a decision input upon which the decision—maker

bases his decision in so far as the surrogate reflects a

principal.

In the case of the gasoline station operator, he

may have to choose his price based on information (a surro-

gate) of his competitor's price rather than on his com-

petitor's price per se (a principal). The Operator may be

forced to rely on a profit reported by the accounting

system rather than through identifying his real profit.

In Figure A,

a', b' and c' are surro-

Figure A

gates of the principals

a, b and c--the environ-

..>a ".__.__>b
mental, decision and

payoff variables. The c¢///'////W

dashed lines represent

 

the causal links that \\\ I

exist in the environ- \\ I ///

ment. In other words, \\//

c

c is produced by the

joint efforts of a and

Environmental

b. For the decision causal link

Decision maker's

causal link

 

maker, the causal links

are replaced by the solid , Informational
. O O O O O O O O

causal link
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lines since he: (1) receives information on a by way of

a', (2) transmits b', a surrogate of b, the decision vari-

able, and (3) receives c', the surrogate of c, the payoff.

The dotted lines represent informational links between the

principals and surrogates. The decision maker uses surro-

gates because of the difficulty in obtaining and using

principals.

Difficulty in obtaining principals.--In many cases
 

principals are impossible to get or they are too expensive

to obtain. For example, a bank loan officer is willing to

make his lending decision on the basis of financial state-

ments prepared and certified by a C.P.A., even though he

is capable of performing an independent investigation of

the financial situation of the borrower.

Difficulty in using principals.—-A decision maker
 

may be unable to use principals, because of a lack of tech-

nical knowledge or because they may be too numerous to

consider. Empirical evidence has shown that human beings

can effectively use only a limited amount of information

23 If a decision situation is tooin making decisions.

complicated, the decision maker tends to consider simpler

factors although he realizes that they are only surrogates

of what he ultimately wants to consider in his decision

process. In addition, even with the availability of

 

23Herbert A. Simon, Models of Man (New York: John

Wiley and Sons, Inc., 1957), pp. 241-260.
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principals, it may be too costly to take into consideration

all of them.

To illustrate the interaction between an account-

ing process and a decision process further, we consider

another simple example. Suppose a decision maker wants

to quote a price b on each job in order to recover 400

per cent of direct cost for the job a. In the absence

of surrogates, his decision process is b = 4a. Further,

if a firm's accounting process provides the full cost m

for each job so that the full cbst is twice the direct

cost, then this accounting process can be put as m = 2a.

If the decision maker wants to achieve the same result by

basing his decision on surrogate (full cost) instead of

principal (direct cost, here), he must make an adjustment

and quote b = 2m.

Thus the accounting process is included in the

decision process, namely b = 4a, when the decision maker

does not use surrogates. With the use of surrogates the

process is split as

If the accounting process is changed and the full cost m

is calculated as 150 per cent of the direct cost a instead

of 200 per cent, the decision maker must adjust his

decision from b = 2m to b = g-m in order to keep the over-

all process b = 4a unchanged.
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Without going into the question of adjustment by the

decision makers we shall see what the effect of an account-

ing process is upon the behavior of a decision maker who

bases his decision on accounting data.

Effect of Accounting on

Behavior of Decision Maker

Psycholinguistical perspective.--In discussing the

work of a famous psychologist, Jean Piaget, J. B. Carroll

states:

The unifying theme in the work of Piaget is the gradual

unfolding of the individual‘s ability to construct an

internal model of the universe around him and to per-

form manipulations on that model so as to draw con—

clusions about the probable past history of his environ-

ment or the probable results of possible actions that

could be taken upon that environment. The ability to

do that is the essence of all thinking in the nontrivial

meanings of the term.24

A similar View is expressed by Werner and Kaplan, as

follows:

Man forms his Umwelt by relating to his environments in

he is directed toward knowing. Thea new manner:

(Irientation towards, and the capacity for, knowing are

essential and irreducible characteristics of man,

characteristics that come clearly into relief when one

compares the nature of the adaptiveness of animals

and men to their respective environments. . . . This

human process of becoming familiar with one's milieu is

not simply a mirroring of an external, prefabricated

"reality," but it involves a formation of the world of

objects by the human being in terms of his equipment

and biopsychological "goals." The human world, then,

cannot claim to reflect an independent "reality per se":

 

B. Carroll, Language and Thought (Englewood
24J

Prentice-Hall, Inc., 1966), p. 79.Cliffs, N.J.:
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it is rather a coherent, man-specific Umwelt, a repre-

sentation of "what there is" by means available to

human beings.

In this sense, the causal relationship expressed in

terms of the surrogates a' , b' , c' , which represents the

inner triangle in Figure A, provides the decision maker with

a model of the actual causal relationship among a, b and c

in the outer triangle in the same figure.

As discussed earlier, it is only recently that ac-

countants have started investigating the effect of account-

ing systems on the behavior of decision makers. It is an

accepted fact in psychology, linguistics and psycholin-

guistics, that language has a material effect on man's

Benjiman Lee Whorf26 hasthinking and even cognition.

forcefully expounded the dependence of concepts on language.

He maintains that conceptualization, like all higher level

processes involved in thought, is entirely dependent on

The structure of his language determines man'slanguage.

his thoughts in general, and, indeed his wholeconcepts,

View of the universe.

Edward Sapir has been quoted by Whorf as follows:

Human beings do not live in the objective world alone,

nor alone in the world of social activity as ordinarily

understood, but are very much at the mercy of the par-

ticular language which has become the medium of ex-

pression for their society. It is quite an illusion to

 

Heinz Werner and Bernard Kaplan, Symbol Foundation
25

John Wiley & Sons, Inc., 1964), pp. 12-13.(New York:

26Benjiman Lee Whorf, Language Thought and Reality,

Carroll (New York: John Wiley & Sons, Inc.,ed. by J. B.

1956): pp. 246-270.
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imagine that one adjusts to reality essentially without

the use of language and that language is merely an

incidental means of solving specific problems of com-

munication or reflection. The fact of the matter is

that the real world is to a large extent unconsciously

built upon the language habits of the group. We see

and hear and otherwise experience very largely as we do,

because the language habits of our community predispose

certain choices of interpretation.

J. B. Carroll expresses the similar views as follows:

Language symbols--or, rather, the internal processes

that underlie given language symbols for the individual--

may figure prominently in thinking and often determine

its direction. The concepts named by language symbols--

'Uuu:is verbal mediating processes--are tools of

thought.28

Writing on the same point Robert F. Terwilliger

states, "There are a number of phenomena which suggest an

.ntimate relationship between linguistic behavior and

hinking.29

Accounting as a language.--Accounting is the language

5 business. Accounting and linguistics have a great number

’ similarities. Accounting practices are the basic objects

study for formulating accounting theories and policies.

3y are like our daily conversation in linguistics. Based

these similarities, we may draw the conclusion that, like

guage, accounting affects the cognition and thus behavior

the decision maker. How this influence takes place may

ie scribed as follows :

I,

27Ibid.,p.134.

28Carroll, Language and Thought, op. cit., p. 111.

29Robert F. Terwilliger, Meeping and Mind (New York:

rd University Press, 1968), p. 271.
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The relationship expressed by means of the surrogates

a', b', and c' provides the decision maker with a model of

the actual causal relationship among the principals a, b

and c in Figure A. In this sense, an accounting system

provides a means by which the decision maker organizes his

experience and thoughts. Recorded and reported factors in

an accounting system get more attention than unrecorded

factors. This influence comes from the fact that environ-

ment is complicated and not well structured.30

Recently, researchers have emphasized the uncertain-

ties and complexities under which economic decisions tend to

31 Decision makers often are face to face withbe made.

gross uncertainties about the alternative courses of action

In many cases,available and their respective outcomes.

Recentdecision objectives are unclear, or even conflicting.

researches, describing people's behavior in uncertain situ-

throw light on the use of accounting data in suchations,

theThe results show that in such situations,situations.

decision maker would use his experience and available data

Organizations over-to define and structure his situation.

come such uncertainties differently.

Standard operating procedures.--

Our studies indicate quite a different strategy on the

Organizations avoidpart of organizations.

 

30Ijiri, op. cit., p. 157.

31R. M. Cyert and J. G. March, A Behavioral Theory

Inc.,of the Firm (Englewood Cliffs, N.J.: Prentice-Hall,

1963): PP. 8-21.
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uncertainty. . . . They avoid the requirement that

they anticipate future reactions Of other'parts Of

their environment by arranging a negotiated environ-

ment. They impose plans, standard operating procedures,

industry tradition and uncertainty-absorbing contracts

on that environment.32

The standard operating procedures define the envi-

ronments Of the decision maker and remove him from the ill-

structured situation. Accounting information is sometimes

15ed to provide standard Operating procedures to the de-

:ision maker. For example, the accounting profit provides

1 means to simplify the environment and define the goal for

.division manager whose firm's goal of profit maximization

s ambiguous and non—Operational. Similarly, accounting

ay define an area Of attention for a manager and help

efine his means.

Functional fixation.--Once standard Operating pro-
 

edures are accepted by a decision maker as a means of

ganizing his decision process, his behavior can be in-

uenced by a difference in accounting methods. The ex—

anation may be found in psychological concept of func-

>nal fixation. This appears in most human behavior in

.ch the persOn attaches a meaning tO a title or Object,

' example net income or net worth, and is unable to see

alternative meaning or use. If outputs from different

ounting methods are called by the same name such as net

th or net income, the decision maker may tend to neglect

 

321bid. , p. 119.
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the fact that different methods have been used to prepare

the outputs.

The Einstellung effect.--A similar concept exists

in the linguistics which suggests an intimate relationship

33 This is called

34

between linguistic behavior and thinking.

the Einstellung effect which has been studied by Luchins.

It is postulated that once the subject has arrived at what

appears to be a satisfactory verbal label for the situ-

ation, he will generalize this label or formula completely.

He will, in other words, respond more to the label or the

linguistic description Of the situation, than he does to

the actual situation. It is as if the presence of an

apparently viable verbal label actually blinds the subject

to the reality. He sees only what the words lead him to

expect and does not respond to the Objective situation.

In banking, too, there exist certain standards. It is

possible that the loan Officers follow those standards in

every situation. For example, a participant states this

reason for asking collateral.‘ "A general yardstick has

been in existence for sometime in banking that unsecured

term requirements should not exceed 50 per cent Of working

capital or 25 per cent Of net worth."

 

33Robert F. Terwilliger, Op. cit, p. 271.

34A. S. Luchins, Mechanization in Prqplem Solving:

The Effect Of Einstellung (Evanston, Ill.: The American

Psychological AssociatiOn, 1942), quoted Ibid.
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Influence of accounting information.--Behavioral
 

science literature describes research in which accounting

information was found to influence the decision makers'

goals and the alternatives to be considered in making

decisions. Ridgeway's Study of Accounting Measures and

Behavior in American Industry supports the above contention.

He Observed that:

. . . even where performance measures are instituted

purely for purposes of information, they are probably

interpreted as definitions of important aspects of

that job. . . .35

Studies of behavior in Russian industrial firms

provide additional support to the analysis. It has been

shown that specific surrogates are used by the decision

maker to structure his uncertain world. Smolinski has

Observed:

The project Of Novo Lipestsk steel mill . . . comprises

91 volumes totalling 70,000 pages (one is not sur-

prised to learn that the designers are paid by the

sheet . . .). "Literally everything is anticipated

in these blueprints, the emplacement of each nail,

lamp or washstand. Only one aspect of the project is

not considered at all: its economic effectiveness."36

From this Observation we can conclude that the measurement

and recording of pages, the surrogate in this case, has

 

35V. F. Ridgeway, "Dysfunctional Consequences Of

Performance Measurements" in A. H. Rubenstein and C. J.

Haberstroh (Editors), Some Theories of Organizations

(Homewood, Ill.: Richard D. Irwin, Inc., 1960), p. 377.

36L. Smolinski, "What Next in Soviet Planning?"

Foreign Affairs, Vol. XLII, (July 4, 1964), 602—13 quoted

in Juji Ijiri, The Foundations Of Accountigngeasurement,

op. cit., pp. 159.
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defined the world of the decision maker, and the real goal

of the organization, economic effectiveness has been

ignored.

In his study of the Russian executives, Garnick37

concluded that the limited accounting data available to

the Russian manager resulted in the disproportionate in-

fluence of the accounting system on the behavior of the

decision maker in all ill—structured situations. Such

examples can be multiplied where the surrogates are used

to define decision maker's goals and alternatives.

Under these circumstances, when the environment is

ill-structured due to uncertainty and complexities, the

choice Of accounting method is very important because the

alternative accounting methods will tend to produce differ-

ent decisions.

Accounting methods and linguistic rules.--The

question whether or not alternative accounting methods do

affect behavior can be answered in the affirmative by

deductively comparing accounting with linguistics.

Accounting rules are a kind of financial grammar which

is indispensable in helping to describe transactions in

financial terms with reasonable accuracy. Giving con-

clusions Of their experiments regarding perceptional conse-

quences of linguistic rules, Miller and Isard Observe:

 

37Ibid., pp. 159.
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Grammatical rules are of two types, phonological and

syntactic. In experiments to be discussed here we will

ignore phonological rules. . . . The general conclusion

that these experiments appear to support is that lin-

guistic rules Of a non-phonological sort do indeed have

a measurable effect on our ability to hear and repeat

sentences. Moreover, both syntactic and semantic rules

are effective. . . . A complete psycholinguistic de-

scription of speech perception, therefore must take into

account the syntactic and semantic rules of the lan-

guage. . . .3

In another experiment Miller Observes:

Every time I have tried to explore the psychological

reality Of syntactic and semantic rules, I have found

them to have large and important effect on the behavior

Of my subject. . . . In an ingenenious series of ex-

periments Wason39 was able to show that it takes longer

to evaluate negative sentences than positive, and that,

under certain conditions, the affirmative-negative dif-

ference for that task is more important than the dif-

ference between true and false sentence. That is to

say, for the evaluation task, syntactic form was more

important than semantic content.40

We have demonstrated that the alternative methods of

accounting affect decision making in general. Now let us

see how the decisions made by the loan Officers in com-

mercial banks, on the term loan application, will be

affected by the alternative methods Of accounting. While

discussing the processing Of a term loan application, it

 

38George A. Miller and Stephen Isard, "Some Per-

ceptual Consequences of Linguistic Rules," Journal Of Ver-

“bal Learning and Verbal Behavior, Vol. 2 (19037, pp. 219-

227. Reprinted in Leon A. Jakobovits and Murray 8. Miron,

Readings in Psychology OfLanguage (Englewood Cliffs, N.J.:

Prentice-Hall, Inc., 1967), pp. 219-231.

39R. C. Wason, "Response to Affirmative and Negative

Binary Statements," British Journal Of Psychology, Vol. 52

(1961) pp. 133-142.

40George A. Miller, "Language and Psychology" in

Eric H. Lenneberg (Editor) New Directions in the Study of

Language (Cambridge, Miss.: The MIT Press, 1964), pp. 94—

103.
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was explained that the analysis of credit worthiness in-

volves three broad factors, namely: (a) the financial

factor, (b) the personal factor, and (c) the economic factor.

For analysis Of the financial factor the bank

Officer relies on the surrogated data. He is in a position

and may be capable of performing an independent audit Of

the financial accounting of the borrower. But, as Observed

earlier, he is willing to make his lending decisions on

the basis Of financial statements certified by a C.P.A.

When the alternative methods used come under the umbrella

of "generally accepted accounting principles," the auditor

ceteris paribus will not be in a position to give dif-
 

ferent Opinions corresponding to the difference in the

methods used, even though he may prefer one against the

other.

Under the different methods Of accounting for taxes,

as explained earlier, this surrogated data will be dif—

ferent under different methods. Hence, this may affect the

decision of the loan Officer. The degree of influence the

difference will have, will depend upon the other items

considered in the financial analysis and the weight given

to each of the items considered. This may differ from

Officer to Officer.

With regards to the personal factor which deals with

the management aspects, we may Observe:
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Making a choice among the alternative methods is the

prerogative Of the management. The very selection Of the

alternative gives indications of the behavior of the

management. Certain alternatives are more conservative

than others. Thus the selection Of more conservative

methods of accounting gives an indication Of the conserva-

tism Of the management.

Conservatism is a generic concept that embraces many

kinds Of behavior including intolerance Of ambiguity,

solvency position, reluctance to change, minimization

Of book income, and risk aversion. Each concept

implies certain behavior, which can be Observed in

certain accounting variables.41

Consideration Of all the behavior patterns indicative of

conservatism is important in relation to granting of credit

because these affect decision making. For example, an

indication Of greater risk aversion by the management may

have a favorable effect on the loan Officer, and similarly

an indication of intolerance of ambiguity may have the

same effect.

Therefore it may be Observed that the very fact

that one alternative is chosen over the other influences

the decision of the bank officer. This Observation was

confirmed by many Officers during discussion with them.

 

41George H. Sorter and others, "Accounting and

Financial Measures as Indicators of Corporate Personality--

Some Empirical Findings" in Robert Jaedicke, Yuji Ijiri

and Oswald Nielson, Op. cit., p. 200.
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Summary and Conclusion
 

This chapter discusses the theoretical analysis of

the effects Of alternative methods Of accounting under the

following three headings: (a) financial analysis, (b)

economic analysis, and (c) behavioral analysis.

Financial Analysis
 

The effect Of variations in accounting methods on

financial variables is discussed in this section. The

effect Of using LIFO, LIFO and Average cost methods of

inventory on working capital, on earnings and tax impli-

cations are discussed. In the area Of depreciation, the

effect of the use Of straight line methods and accelerated

depreciation methods on the net income and income tax is

discussed.

Allocation of income taxes.--The different financial
 

variables, net income, net worth, and profitability and

solvency ratios, affected by difference in methods are

discussed.

Economic Analysis
 

In the economic analysis effects of the various

measures of profitability and solvency on the interest

rates and other lending terms are discussed. The rela-

tionship between availability of credit and interest rates

is analyzed. The availability Of credit is shown as a

function of the measures of profitability and solvency.
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Behavioral Analysis
 

In this section a discussion of the behavioral

aspects of accounting and decision making is conducted.

The effect Of perception on decision making is shown.

This is followed by an explanation of the decision process

including the relationship between the decision inputs and

outputs.

Role of accounting process in decision process.--

This section discusses principals and surrogates, and

characterizes accounting data as surrogated data repre-

senting the principals that are considered for decision

making.

An explanation of the behavioral reasons for using

surrogates is derived from the views of psychologists and

psycholinguistics. It is shown that the use of surrogates

is necessary in decision making when the nature of the

environment is ill-structured. Accounting principals are

shown to be analogous to the rules Of grammar in the study

of language. Based on this analogy it is concluded that

different accounting principles affect the behavior of the

users of accounting information as the rules of grammar in

linguistics do.

The theoretical discussion in this chapter leads to

the conclusion that the alternative methods of accounting

for income taxes influence the decisions Of the loan

Officers. For empirical study Of the effects various
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approaches were considered and the final decision was in

favor Of an experimental investigation. The description of

the models used in this experimental investigation and the

effects of the alternative methods Of accounting for

income taxes on the financial measures of these models are

the subject matter for discussion in the next chapter.



CHAPTER V

DESCRIPTION AND RESULTS OF THE

EXPERIMENTAL MODELS

Introduction
 

One way to study the effects of different methods

of accounting for income taxes on the term lending deci-

sions Of large commercial banks, is to use pairs Of similar

companies. These companies should be similar in all re-

spects except their treatment of income tax allocation.

Each member of the pair then applies to the same bank for

a term loan of a similar nature. By reviewing the decisions

of the bank Officers making the loans it will be possible to

see how their decisions are affected by the difference in

the methods of accounting for income taxes.

Applying this approach to actual companies did not

seem feasible for the reasons given below:

1. A number Of pairs of companies similar in all

respects except for their treatment of tax allocation may

not exist.

2. The possibility that such pairs of companies

would be asking the same bank for term loans of a similar

nature is not only remote but well nigh impossible.

148
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3. Finally the analysis requires that the differ-

ence arising from the variations in methods of accounting

for income taxes be significant on both the balance sheet

and in the income statement over a period of years. These

differences arise from the timing differences. One major

situation involving timing differences is the use of

accelerated depreciation for tax purposes and straight

line depreciation for reporting purposes. This necessarily

limits the search to the companies which have a high pro—

portion of investment in depreciable assets.

Thus with these restrictions, it is not possible

to find pairs of companies by which to study the effect of

different accounting methods for income tax allocation.

This approach therefore was abandoned.

Another possible approach is to take some companies

which had Obtained term loans from banks. These data

could be simulated for similar companies with the only

difference being in the accounting for income taxes. The

term loans made to these companies would be studied. Then

the lending banks could be asked to give their decisions

on the loan requests of the simulated companies. Here

bias and change in the environmental conditions are

impediments. Hence this approach was abandoned in favor

of the experimental investigation which is discussed below.
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Description of the Models
 

The approach is to simulate data for two hypo-

thetical companies. The industry chosen fir: bread and

bakery products. Accounting data for one company 54: com—

puted for five years based on the average sales figures

and other analysis for the firms in the category of assets

size $1 million to $10 million, as given in the "Annual

Statement Studies of Robert Morris Associates." Additional

data was made available to the writer through the courtesy

Of the controller of a large bakery. Accounting data for

the other company was computed similarly with minor random

variations.

This industry jr; selected because there is a high

prOportion of investment in depreciable assets. Also, the

detailed data regarding cost and other industry details

were available for study.

Accounting data for five years is projected on

the basis Of a sales forecast with a 3 per cent minimum

growth plus a random growth factor ranging between 0.1 per

cent and 0.5 per cent. The other data, namely, cost Of

sales, expenses, and other balance sheet items were com-

puted from the analytical ratios and percentages, calcu-

lated on a weighted moving average base of the previous

five years. The figures for the most recent year were

given a weight of 5, while the year previous to that was

accorded a weight of 4, and so on. A random variable
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ranging between :5 per cent was added to the figure com-

puted. The two companies are named as Jaytee Bakeries,

Inc. and Roysons Bakeries, Inc. Both these companies are

similar in type of business and other details, as given in

Appendix A.

Roysons Bakeries, Inc. has adopted the comprehen-

sive method of allocation for income taxes, while Jaytee

Bakeries, Inc. has adopted the partial allocation method.

We are considering only the timing differences which arise

from the use of accelerated depreciation for income tax

purposes and straight line depreciation for reporting pur-

poses. Following the adoption Of comprehensive allocation,

the Roysons Bakeries, Inc. computes income tax on account-

ing income. Jaytee Bakeries, Inc. computes income tax

based on taxable income. In other words, the income tax

expense for Jaytee Bakeries, Inc. equals the amount deter—

mined according to the Internal Revenue Code. Roysons

Bakeries, Inc. shows a difference in tax, arising out of

the timing difference due to the adoption of accelerated

depreciation for income tax purposes and straight line for

reporting purposes. This difference appears in the balance

sheet under deferred income taxes.

It is assumed that neither company has a declining

investment in depreciable assets. In other words neither

of them is a declining firm. In the case of declining

firms banks will not approve a term loan. This can be
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inferred from one definition of a banker "as a person who

lends you his umbrella when it is bright and sunny, but

wants to have it back as soon as it starts pouring."

Exceptions could be cited, but in those cases, the future

prospects could be reasonably assured with the help Of the

banker.

In cases where there is no decline in the net

amount Of depreciable assets, the question of net reversal

of timing differences does not arise. We see that the

balance under deferred income taxes will increase. With

an increase in price level even for the replacements and

fewer increase of fixed assets, an ever increasing balance

under deferred income taxes will occur.

Accounting data for both Jaytee Bakeries, Inc. and

Roysons Bakeries, Inc. have been computed, both under the

comprehensive method of allocation and also under partial

allocation. The different methods of accounting for income

taxes affect the various variables in the financial state-

ments Of the two companies. A discussion of such vari-

ations is given in the next section.

Results of the Experimental Models

The basic variables affected are the income tax

expense, the net income, and the net worth. The adoption

of comprehensive allocation method gives rise to an item

appearing on the balance sheet as deferred income taxes.
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Before going into further discussion of the vari-

ables affected, an explanation of the treatment of the

deferred income taxes is in order. This is based on ob—

servations from the return questionnaire and from dis-

cussions with many loan officers and credit men. There

are Officers who consider this a liability item and for

all analytical purposes will include it in liabilities.

There are those who consider this as reserve (these Officers

use that term to mean a provision against future payments

of income taxes). A third category consists of those who

consider deferred income taxes to be part of net worth.

For all practical purposes, they include it in the net

worth. Another Opinion is that deferred taxes may be con-

sidered both with liabilities and with net worth. There

are two Opinions regarding this division into two parts.

Some say that the income tax deferrals for the previous

three years should be taken as liabilities and the balance

should be included in the net worth. The second group

splits it 50:50, based on a simple case of probability Of

payment versus no payment as 50 per cent.

Variations in Income Tax ExPense,

Net Income and Net Worth

 

 

The financial variables and the analytical ratios

affected by accounting methods are given in Tables 9 and

10 on pages 154 and 155.
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Income tax expense: Jaytee Bakeries, Inc..--From
 

the comparison, it can be Observed that the income tax

expense under the comprehensive allocation method ranges

from $79,000 to $211,000 per year, or from 0.95 to 1.79

per cent of the net sales. Under the partial allocation

method the range is from $25,000 to $187,000, or from

0.30 to 1.48 per cent (see Fig. 1-a, l-b on page 157). The

difference in the income tax expense due to the difference

in method ranges from $24,000 to $54,000, or from 0.20 to

0.65 per cent of the net sales. When compared to the in-

come tax expense under partial allocation, the income tax

expense under comprehensive allocation method is higher by

12.83 to 216.00 per cent (Fig. l-c, page 159). Income tax

expense is important because of the high rate Of taxes.

Income tax expense: Roysons Bakeries, Inc..--Under
 

comprehensive allocation method, the income tax expenses

ranges from $64,000 to $216,000 or from 0.78 to 1.72 per

cent of the net sales. Under partial allocation, the range

is from $20,000 to $211,000 or from 0.24 to 1.56 per cent

of the net sales. The difference in expense due to the

difference in methods is from 0.16 per cent to 0.54 per

cent Of net sales (Fig. 2-a, 2-b, page 158). When com-

pared to the income tax expense under partial allocation,

the expense under comprehensive allocation 51: higher by

9.64 to 220.00 per cent (Fig. 2-c, page 159).
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160

Net income: Jaytee Bakeries, Inc..-—These figures

are plotted in Figures 3-a and 3-b, page 161. Unlike

short-term loans which are paid from the conversion of

current assets into cash, the payment of term loans is

dependent on the earnings of the borrower. Therefore

these figures are very important in the decision on term

loans.

Net income under the comprehensive allocation

method fluctuates between $88,000 and $229,000 per year.

In terms of the percentage of net sales, net income ranges

from 1.06 per cent to 2.09 per cent. Under the partial

allocation method, the fluctuation is between $133,000 and

$253,000. In terms of percentage Of net sales, it ranges

from 1.60 to 2.33 per cent. We Observe that under compre-

hensive allocation method the fluctuation in net income

is higher than under the partial allocation.

Under the comprehensive allocation method, the rate

of change in net income from year to year fluctuates be-

tween -48.53 and 104.54 per cent. Under the partial

allocation, it is between -40.54 and 74.60 per cent (see

Fig. 5, page 163).

Net income: Roysons Bakeries, Inc..--Under compre-

hensive allocation, the net income per year fluctuates (see

Fig. 4-a, 4-b, page 162) between $83,000 and $233,000.

Expressed as a percentage of net sales, this comes tO 1.01

to 2.06 per cent. Under the partial allocation method, the



$
0
0
0

2
5
0
1

/

2
4
0
1

"
~
.

I

2
2
0
'
!

.
‘

/

2
0
0
-

\
\

I
,

,
/
/
’
.

 

1
8
0
4

‘
l

.

16
0.
.

X
.

/

1
4
0
3

I

1
2
0
-

1
0
0
-

8
0
~

6
0
— 3
L

6
9 1

I
I

I
I

I
r

I
I

I

6
5

6
6

6
7

6
8

6
9

7
0

7
1

7
2

7
3

F
i
g
u
r
e

3
-
a

 
0

%
O
f

N
e
t

S
a
l
e
s

1
.
4

1
.
2

1
.
0

 M4 1
r

r
j

6
5

6
6

6
7

6
8

F
i
g
u
r
e

3
-
b

F
i
g
.

3
.
-
N
e
t

I
n
c
o
m
e
—
-
J
a
y
t
e
e

B
a
k
e
r
i
e
s
,

I
n
c
.

 6
9

J

I

6
9

C
o
m
p
r
e
h
e
n
s
i
v
e

A
l
l
o
c
a
t
i
o
n

P
a
r
t
i
a
l

A
l
l
o
c
a
t
i
o
n

7
1

7
2

7
3

161



$
0
0
0

2
5
0
-

2
4
0
J

2
2
0
1

.

2
0
0
-

I

1
8
0
4

.
.

\

1
6
0
.
1

.
,

1
4
0
4

I
I

/
/
/

1
2
0
4

1
0
0
4

8
0
3

'

6
0
1

 
6
9

0
;
:

1

I
F
fi

6
5

6
6

F
i
g
u
r
e

4
-
a

r
I

I
‘
r

1

6
7

6
8

6
9

7
0

7
1

7
2

7

%
o
f

N
e
t

S
a
l
e
s

F
i
g
.

4
.
-
N
e
t

I
n
c
o
m
e
-
R
o
y
s
o
n
s

 

 

cs

\0

NW

T
I

I
T

6
5

6
6

6
7

6
8

6
9

F
i
g
u
r
e

4
-
b

B
a
k
e
r
i
e
s
,

I
n
c
.

C
o
m
p
r
e
h
e
n
s
i
v
e

A
l
l
o
c
a
t
i
o
n

P
a
r
t
i
a
l

A
l
l
o
c
a
t
i
o
n

162



1
2
0

1
0
0

8
0

6
0

4
0

2
0

1
0

-
2
0

-
4
0

 

C
o
m
p
r
e
h
e
n
s
i
v
e

A
l
l
o
c
a
t
i
o
n

P
a
r
t
i
a
l

A
l
l
o
c
a
t
i
o
n

 

6
9

L

I
I

I
I

I
I

r
I

6
5

6
6

6
7

6
8

6
7
0

7
1

7
2

7
3

I

F
i
g
.

5
.
-
R
a
t
e

o
f

C
h
a
n
g
e

i
n

N
e
t

I
n
c
o
m
e
—
-
J
a
y
t
e
e

B
a
k
e
r
i
e
s
,

I
n
c
.

C
o
m
p
r
e
h
e
n
s
i
v
e

A
l
l
o
c
a
t
i
o
n

P
a
r
t
i
a
l

%
A
l
l
o
c
a
t
i
o
n

1
2
0

1

1
1
0

a

9
0

_

3
0

‘

1
0

‘

 
-
1
0

4

-
3
0

7

 
 

-
5
0

,
6
9

I
F
F

I
I

I
“

I
I

I
I

6
5

6
6

6
7

6
8

6
9

7
0

7
1

7
2

7
3

F
i
g
.

6
.
-
R
a
t
e

o
f

C
h
a
n
g
e

i
n

N
e
t

I
n
c
o
m
e
-
R
o
y
s
o
n
s

B
a
k
e
r
i
e
s
,

I
n
c
.

163



164

net income fluctuates between $127,000 and $252,000. Ex-

pressed as a percentage of the net sales, it varies between

1.55 and 2.45 per cent of the net sales. Again we Observe,

that the fluctuation is higher under the comprehensive

allocation method.

The rate Of change in net income fluctuates be-

tween -53.88 and 116.86 per cent under the comprehensive

allocation method. Under the partial allocation method it

varies from -29.72 to 65.22 per cent (see Fig. 6, page 163).

Net worth: Jaytee Bakeries, Inc..--Dividend per

share is assumed to be the same under both the methods of

allocating income taxes. The increase in net worth through

retained earnings fluctuates between $28,000 and $79,000

under the comprehensive allocation method, and between

$66,000 and $120,000 under the partial allocation method

(see Fig. 7, page 165).

The rate of change for net worth varies between

1.96 per cent and 4.90 per cent under the comprehensive

allocation method and between 3.92 and 7.2 per cent under

the partial allocation method (see Fig. 8, page 165).

Net worth: Roysons Bakeries, Inc..--The dividend

per share is assumed to be the same under both methods of

allocation of income taxes. The increase in net worth

through retained earnings fluctuates between $23,000 and

$89,000 under comprehensive allocation method and between

$57,000 and $122,000 under the partial allocation method

(see Fig. 9, page 166).
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The rate of change for net worth varies from 1.56

per cent to 5.54 under the comprehensive allocation method

and from 3.47 to 8.28 under the partial allocation method

(see Fig. 10, page 166). Net worth is an important factor

in loan decisions because it represents the cushion avail-

able for the absorption of losses. It is the borrower's

equity that protects the lender against loss due to in-

solvency.

Analytical Ratios
 

Total liabilities/net worth: Jaytee Bakeriee,
 

ng;.--This ratio expresses the relative position of

creditors to owners. The ratio is important in measuring

the capital structure and long-term solvency Of a firm.

Under comprehensive allocation, the ratio varies between

0.78 and 1.12, while under partial allocation it varies

from 0.56 to 0.97 (Fig. 11, page 168). In computing the

ratio under comprehensive allocation, the deferred income

taxes have been included in the liabilities. If the

deferred income taxes are included in the net worth, then

this ratio is the same under both the methods of allo—

cation Of income taxes. Taking the other views, as dis-

cussed earlier, will change this ratio.

Total liabilities/net worth: Roysons Bakeries,

ngL.--Under the comprehensive allocation method, the ratio

ranges between 0.82 and 1.15. Under the partial allo-

cation method, it varies between 0.57 and 1.01 (see Fig. 12,

page 168).
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The alternative methods of allocating income taxes

affect both the net worth and the liabilities. Hence this

ratio will be different under different methods of account-

ing for income taxes.

In some banks the relative position Of the creditor

and the owner was indicated by the inverse of this ratio.

It was observed that they computed net worth to debts

ratio, which is the reciprocal Of the ratio under dis-

cussion.

Fixed assets/net worth: Jaytee Bakeries, Inc..--
 

The alternative methods of accounting for income taxes

affect this ratio because the amount of net worth is

different under the two methods. Hence with a different

denominator, the ratios will be different.

Under the comprehensive allocation method, the

ratio varies between 1.00 and 1.23. Under partial allo-

cation, the ratio is between 0.87 and 1.19 (see Fig. 13,

page 170).

Fixed assets/net worth: Roysons Bakeries, Inc..--

Under the comprehensive allocation method, the ratio lies

between 1.01 and 1.30. Under the partial allocation

method, this ratio lies between 0.88 and 1.23 (see Fig. 14,

page 170).

This ratio shows how much Of the fixed assets have

been financed by the owner's equity.
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Net salesjnet worth.-—This ratio represents the

turnover of the owner's equity. The different methods of

accounting for income taxes affect this ratio.

In the Jaytee Bakeries, Inc. case, this turnover

ratio varies between 5.69 and 6.89 under comprehensive

allocation method. Under the partial allocation method,

it lies between 5.16 and 6.28 (Fig. 15, page 172). In the

case of Roysons Bakeries, Inc., this ratio lies between

5.72 and 6.96 under the comprehensive allocation method

and between 5.21 and 6.53 under the partial allocation

method (Fig. 16, page 172).

Net income/net worth.--This ratio is a measure of
 

the earning power of the equity funds. It tells us how

efficiently the funds invested by the owners or stockholders

are being used.

In the case of Jaytee Bakeries, Inc. this ratio

fluctuates between 6.04 and 12.33 per cent under the com-

prehensive allocation method. Under the partial allocation

method, it ranges from 8.30 to 15.00 per cent (Fig. 17,

page 173).

The difference in net earning to net worth ratio

due to the difference in the methods of accounting for

income taxes fluctuates between -l.13 and 3.03 (Fig. 17,

page 173).

In the case of Roysons Bakeries, Inc., the ratio

net income to net worth fluctuates (see Fig. 18, p. 173)
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between 5.78 and 12.77 per cent under the comprehensive

allocation method. Under the partial allocation method,

it fluctuates between 8.08 and 15.44 per cent.

The difference in net earning to net worth ratio

due to the difference in the methods of accounting for

income taxes lies between —1.15 and 2.67.

Summary and Conclusion

In this chapter the structure of the model is

described and the effects of the different methods of

allocation of income taxes are studied. The chapter starts

with the reasons for adopting the experimental method of

study. This is followed by a description of the models.

The data for the models are generated from information

obtained from the Annual Statement Studies of the Robert

Morris Associates, Technical Study No. 5 of the National

Commission on Food Marketing, and detailed data provided

by the controller of a large bakery. Financial statements

are prepared for the previous five periods and projections

are prepared for the future five periods for two companies.

The companies are similar in all respects except for their

methods of allocating of income taxes.

The chapter then discusses the results of using

two different methods of allocating income taxes on the

financial variables of the two companies. These results

are tabulated in two tables and the effects are illustrated

with the help of figures. Comparative figures for both the
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companies are given under comprehensive allocation and

under partial allocation. The figures also highlight the

difference in the methods of allocation.

It has been shown that accounting variations do

result in different measurements. The two alternative

methods of accounting for income tax have resulted in

different income tax expense and different figures for net

income and net worth. The analytical ratios, namely total

liabilities to net worth, fixed assets to net worth, net

sales to net worth, and net income to net worth, are also

different under the two different methods. In the next

chapter we shall see whether or not these differences in

the attributes and ratios affect the actual lending

decision.



CHAPTER VI

ANALYSIS OF THE QUESTIONNAIRE SURVEY

RESPONSES AND FIELD STUDIES

Introduction

In the previous chapter, the model used in the

investigation is described. The effects of different

methods of accounting for income taxes on the financial

variables of two model companies are also discussed. The

purpose of this chapter is to observe the effects of the

difference in accounting methods on the decisions of loan

officers. This is accomplished by providing a complete

presentation and analysis of the data collected in response

to the questionnaire which was sent to the participants

and from the four field studies. The complete details of

the procedure followed by the writer and the purpose of

the questionnaire survey is discussed on pages 21-23 of

the first chapter.

Participants

Participants are loan officers or credit men from

large banks in Chicago, Cleveland, Detroit, Indianapolis

176
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and Milwaukee. One hundred and ten participants were

selected at random from the 285 bank representatives listed

in the Member Roster 1968-69 of the Robert Morris Associ-

ates. Each participant was sent the financial and other

data for the two companies along with a return question-

naire. These are given in Appendix A.

To reduce non-response attempts were made to con-

tact personally all the participants. Of 110, 74 responded.

This represented over 67 per cent of the participants.

(However, four of the responses were not considered because

these were imprOperly completed.)

Analysis of the Questionnaire
 

The questionnaire is divided into two parts. This

chapter first discusses the results of part one of the

questionnaire along with its statistical analysis. This is

followed by a discussion of part two of the questionnaire

and its statistical analysis.

In part one there are three questions. The partici-

pants are asked to give their preferences, the degree of

their preferences, and the rationale for their preferences

for granting loans to Jaytee and Roysons Bakeries. They

are asked to answer these questions under both normal

conditions and existing conditions when there is an acute

shortage of loanable funds.

The effect of their preferences on lending terms

is measured in the second part of the questionnaire. There



178

are eight questions to be answered in the light of normal

conditions. These eight questions deal with the usual

terms that are included in a term loan agreement. Two

additional questions are answered under the existing condi-

tions when there is an acute shortage of loanable funds.

The participants are asked to apportion two different loan-

able amounts between the two companies.

It may be recalled that these two companies are

similar except for their method of accounting for income

taxes. Any difference in the answer to any question for

the two companies is an indication of perceiving the two

companies as dissimilar. This perception of dissimilarity

can be attributed to the difference in the method of

accounting for income taxes. The following section will

provide a presentation and an analysis of the results of

the questionnaire.

Analysis of Part I of

the Questionnaire
 

Question 1:
 

1. Please indicate the company you Jaytee Royson

would prefer:

(a) in the light of normal

conditions.

(b) in the light of existing

conditions when there is

an acute shortage of

loanable funds.

The question aims at studying whether or not the

participants are influenced by the difference in the methods
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of accounting. The influence is indicated by their prefer-

ence for one company over the other company. Both the

companies are similar, except for their method of account-

ing for income taxes.

The data collected in response to Questions 1(a)

and 1(b) is tabulated as follows:

 

Normal Conditions Existing Conditions

Preference for 

 

No. % No. %

Jaytee Bakeries,

Inc. 60 85.71 48 68.57

Roysons Bakeries,

Inc. 5 7.14 8 11.43

Either or No

Preference 5 7.14 4 5.71

Neither 0 0 10 14.29

Total 70 100.00 70 100.00

 

We observe that under normal conditions, sixty out

of the seventy respondees prefer Jaytee Bakeries, Inc.

Five prefer Roysons Bakeries, Inc. Only five indicate no

preference or evaluate both of the companies as equals.

In other words, 92.85 per cent of the respondees indicate

their preference for one or the other company, and only

7.15 per cent indicate no preference for either.

Under existing conditions, forty-eight (68.57 per

cent) of the respondees prefer Jaytee Bakeries, Inc. Eight
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(11.43 per cent) respondees show preference for Roysons

Bakeries, Inc. Four of the respondees hold equal preference

for both of the companies. Ten of the respondees state

that they prefer neither of the two companies. They are

not willing to consider either for a term loan. According

to the policy of their banks, the priority assigned to

such loans is very low under the existing tight money

market.

Question 2:
 

2. Indicate the degree of your Strong Moderate Weak

preference in 1 above,

(a) in the light of normal

conditions.

(b) in the light of

existing conditions.

The purpose of this question is to study the degree

of preference for each of the two companies.

Under normal conditions the responses are as

 

 

 

follows:

Weak Moderate Strong Total

Preference

No. % No. % No. % No. %

Jaytee 22 33.85 31 47.69 7 10.77 60 92.31

Roysons 2 3.08 3 4.61 5 7.69

Total 22 33.85 33 50.77 10 15.38 65 100.00
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Twenty-two of the respondees indicate weak

preference for Jaytee Bakeries, Inc. Thirty—one indicate

moderate preference and seven respondees show strong

preference for Jaytee Bakeries, Inc. Among those who

prefer Roysons Bakeries, Inc., two have moderate preference

and three have strong preference.

Under the existing conditions the distribution is

given below:

 

 

 

Weak Moderate Strong Total

Preference

No. % No. % No. % No. %

Jaytee 9 16.07 34 60.71 5 8.93 48 85.71

Roysons 5 8.93 1 1.79 2 3.57 8 14.29

Total 14 25.00 35 62.50 7 12.50 56 100.00

 

Question 3:
 

3. Please briefly give the reasons for your preference

stated above, in the space provided on the next page.

This question allowed the participants to make a

free response. This elicited the reasons which each

officer considered important.

Analysis of Reasons Given for

Preference Under Normal

Conditions

Data collected in response to this question is

given in Table 11.
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TABLE 11.--Reasons for and degrees of preference under normal conditions.

 

Degrees of Preference

 

 

 

Reasons for Preference Weak Moderate Strong Total

No. % No. % No. % No. %

1. Higher net income 6 8.57 19 27.14 5 7.14 30 42.85

2. Better debt to

worth ratio 12 17.14 11 15.71 6 8.57 29 41.43

3. Larger net worth 6 8.57 6 8.57 4 5.71 16 22.85

4. Larger cash flow 9 12.86 4 5.71 2 2.86 15 21.43

5. Better return on

sales 5 7.14 4 5.71 1 1.43 10 14.28

6. Stronger balance

sheet 2 2.86 3 4.28 l 1.43 6 8.57

7. Better fixed

assets to

worth ratio 3 4.28 2 2.86 5 7.14

8. Deferred income

taxes 5 7.14 5 7.14

9. More retained

earnings 1 1.43 3 4.28 4 5.71

10. Greater ability

to provide

compensatory

balance 1 1.43 3 4.28 4 5.71

11. Lower taxes 4 5.71 4 5.71

12. Growth through

retained

earnings 1 1.43 l 1.43 2 2.86

13. Better return

on net worth 1 1.43 1 1.43

14. Conservatism l 1.43 l 1.43

15. Better possi-

bility of

faster

paydown l 1.43 l 1.43

16. Better financial

conditions 1 1.43 l 1.43

17. Lower liabilities 1 1.43 l 1.43

Total 46 60 29' 135
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(1) Higher Net Income: Thirty (42.85 per cent) of
 

the respondees base their preference on higher net income.

Different respondees have used different phrases to give

this reason. Some of these phrases are: "greater net

income," "better performance," "better earning power,"

"better track record," "stronger in profit," "better

Operating figures," "profit performance better," "larger

profit," and "greater net income after taxes."

Of the thirty respondees, six (8.57 per cent) show

weak preference, nineteen (27.14 per cent) hold moderate

preference, and five (7.14 per cent) show strong preference

for one company or the other.

(2) Better Debt/Worth Ratio: Twenty-nine (41.43
 

per cent) respondees prefer for this reason. Different

phrases used to state this reason are: "lower debt to

worth ratio," "debt/worth ratio offers more protection,"

"stronger debt/worth ratio," "more satisfactory debt to

worth proportion," and "more favorable debt ratio."

Twelve (17.14 per cent) of these indicate weak

preference, six a strong preference, and eleven (15.71

per cent) state moderate preference for either one or the

other.

(3) Larger Net Worth: Sixteen (22.86 per cent)

respondees give this reason for their preference. Some

of the respondees use the phrase "better net worth" and

others use "stronger net worth" to state this reason. Six

(8.57 per cent) of the respondees indicate weak preference,
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four (5.71 per cent) have strong preference, and the re-

maining six (8.57 per cent) indicate a moderate degree of

preference.

(4) Larger Cash Flow: This is the fourth reason

given for preference. Fifteen (21.43 per cent) respondees

give this reason. Nine (12.86 per cent) show weak prefer-

ence, four indicate moderate preference, and two have

strong preference. Again the different phrases used are

"more favorable cash flow" and "stronger cash flow."

(5) Better Return on Sales:' Ten (14.28 per cent)
 

respondees state "better return on sales" as the reason

for their preference. Five (7.14 per cent) indicate weak

preference, four (5.71 per cent) show moderate preference,

and one shows strong preference.

(6) Stronger Balance Sheet: Six (8.57 per cent) of
 

the respondees give stronger balance sheet as the reason

for their preference. Two of them indicate weak prefer-

ence, three indicate moderate preference, and one shows

strong preference.

(7) Better Fixed Assets to Worth Ratio: Five of
 

the respondees base their preference on the better fixed

assets to worth ratio. Three of these show weak preference

and two indicate strong preference.

(8) Deferred Income Taxes: Five respondees have

given this reason for their preference. All five indicate

their preference as moderate.
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(9) More Retained Earnings: Four of the respondees

prefer one company to the other because that company shows

more retained earnings. One of these four states his de-

gree of preference as moderate and three indicate strong

preference.

(10) Greater Ability to Provide Compensatory

Balances: Four of the respondees give the greater ability

of one company to provide compensatory balances as the

reason for their preference. Three of them state their

preference as strong while one states it as weak. No

basis for judgment as to greater ability is given.

(11) Lower Taxes: This is given as the reason for
 

preference by four of the respondees. Their preference is

moderate.

(12) Growth Through Retained Earnings: Two of

the respondees give this reason for their preference. One

of them states his preference as weak and the other states

it as moderate.

(13) Better Return on Net Worth: One of the re-
 

spondees states better return on net worth as the reason

for his strong preference for one company over the other.

(14) Conservatism: Conservatism is given as a

strong reason for preference by one of the respondees.

(15) Better Possibility of Faster Paydown,
 

(16) Better Financial Conditions, and
 

(17) Lower Liabilities have each been given as
 

reasons for preference by one of the respondees.
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It has already been mentioned that different loan

officers take different factors into consideration while

making the decisions regarding term loans. Further, the

weight given to the individual factors considered may be

different. While analyzing the reasons given for their

preference, it is observed that different respondees have

different degrees of preference based on the same reason.

For example, thirty officers who give "higher net income"

as the reason for their preference show different degrees

of preference based on higher income. Further, there is

no uniformity as to the number of reasons given to support

a strong preference or a weak one. One of the respondees

who indicates a strong degree of preference has given only

one reason for that strong preference. Some others who

hold a weak preference have given more than one reasons for

their weak preference. The tabulation on the following

page shows the number of reasons given by different numbers

of respondees, along with the degrees of preference based

on those reasons.

Those who gave no reason for their preference

accounted for the remaining four respondees, making a

total of sixty-five who showed their preference for one

company over the other under normal conditions.
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Degree of Preference

 

 

 

Number

Regions Respondees Weak Moderate Strong

Given No. % No. % No. % No. %

0 4 6.16 l 1.54 l 1.54 2 3.08

l 18 27.69 4 6.15 13 20.00 1 1.54

2 25 38.46 11 16.92 12 18.46 2 3.08

3 11 16.92 5 7.69 6 9.23 0 --

4 l 1.54 1 1.54

5 6 9.23 l 1.54 1 1.54 4 6.15

Total 65 100.00 21 33.84 32 50.37 8 15.39

 

Analysis of Reasons for

Preference Under Exist-

ing Conditions

Data collected in response to this part of the

question is tabulated in Table 12.

(1) Higher Net Income: Twenty-four (40.00 per cent)
 

of the respondees give this reason for their preference. Of

these twenty-four, two show weak preference, seventeen

(28.33 per cent) indicate moderate preference, and five

show strong preference.

(2) Better Debt to Worth Ratio: Twenty-three
 

(38.33 per cent) respondees base their preference on the

debt to worth ratio. Six (10 per cent) of these respondees

hold weak preference, fourteen (23.33 per cent) show
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TABLE 12.-—Reasons for and degrees of preference under existing conditions.

 

Degrees of Preference

 

 

 

Reasons for Preference Weak Moderate Strong Total

No. % No. % No. % No. %

1. Higher net income 2 3.33 17 28.33 5 8.33 24 40.00

2. Better debt to

worth ratio 6 10.00 14 23.33 3 5.00 23 38.33

3. Larger cash flow 1 1.67 5 8.33 5 8.33 11 18.33

4. Larger net worth 1 1.67 8 13.33 9 15.00

5. More retained

earnings 1 1.67 4 6.67 5 8.33

6. Better return

on sales 3 5.00 2 3.33 5 8.33

7. Strong balance

sheet 3 5.00 1 1.66 4 6.66

8. Better fixed

assets to

worth ratio 3 5.00 l 1.66 4 6.66

9. Greater ability

to provide

compensatory

balance 4 6.66 4 6.66

10. Lower taxes 4 6.66 4 6.66

11. Deferred income

taxes 4 6.66 4 6.66

12. Conservatism 1 1.67 1 1.67 2 3.33

13. Better return

on net worth 2 3.33 2 3.33

14. Better financial

conditions 2 3.33 2 3.33

15. Growth through

retained

earnings 1 1.67 1 1.67

16. Better possi-

bility of

faster

paydown l 1.67 1 1.67

17. Low liabilities 1 1.67 1 1.67

Total 19 69 18 106
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moderate preference, while three indicate strong preference

for one company over the other.

(3) Larger Cash Flow: This is the reason given by

eleven (18.33 per cent) of the respondees. Of these eleven,

one indicates his preference as weak, while five state

moderate preference. Another five indicate strong prefer-

ence for one company over the other.

(4) Larger Net Worth: This accounts for nine
 

(15.00 per cent) of the responses. The distribution into

weak and moderate is one and eight. None states larger

net worth as the reason for strong preference.

(5) More Retained Earnings: This is given as the

reason for preference in five (8.33 per cent) of the re-

sponses. The distribution shows one in the weak category

and four in the moderate category.

(6) Better Return on Sales: Five of the respondees

base their preference on "better return on sales." Three

of these indicate weak preference and the remaining two

state their preference as moderate.

(7) Strong Balance Sheet: This is the reason
 

stated by four (6.67 per cent) respondees. Preference is

moderate in three cases while in the fourth case it is

strong.

(8) Better Fixed Assets to Net Worth Ratio: Four

of the respondees base their preference on "better fixed

assets to net worth ratio." Three of these four respondees
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have given their preference as weak, while the fourth states

his preference as strong.

(9) Greater Ability to Provide Compensatory Balances:

Four respondees state that their preference was based on

the greater ability of one company to provide compensatory

balances. They rate their preferences as moderate.

(10) Lower Taxes: Lower taxes is the reason given
 

by four of the respondees. They indicate their preference

as moderate.

(11) Deferred Income Taxes: This reason has been
 

stated by another four of the respondees. The degree of

the preference they state is moderate.

(12) Conservatism: Conservatism is stated as the
 

reason for strong preference by one of the respondees,

while it is stated as a reason for weak preference by

another respondee.

(13) Better Return on Net Worth: Two respondees
 

who hold strong preference base it on the better return

shown on net worth by one of the companies.

(14) Better Financial Condition: This is given by
 

two respondees as a reason for their moderate preference

for one of the companies.

(15) Growth Through Retained Earnings: One re-
 

spondee gives this reason for his weak preference.

(16) Better Possibility of Faster Paydown: This
 

is given as a basis for a moderate preference by another

respondee.
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(17) Low Liabilities: One of the respondees states
 

this as the reason for his moderate preference for one com-

pany as compared to the other.

It may be stated again that different respondees

give a different number of reasons and also have different

degrees of preference based on those reasons. The follow-

ing table gives the number of reasons, indicated by differ—

ent numbers of respondees, along with the degree of

preference based on those reasons.

 

Degree of Preference

 

 

 

Number

R Of Responses Weak Moderate Strong
easons

Given No. % No. % No. % No. %

0 7 12.50 5 8.93 2 3.57 0 0

1 17 30.36 3 5.36 13 23.21 1 1.79

2 20 35.70 2 3.57 14 25.00 4 7.13

3 5 8.93 4 7.14 l 1.79

4 1 1.79 1 1.79

5 6 10.72 5 8.93 1 1.79

Total 56 100.00 14 25.00 35 62.50 7 12.50

 

Statistical Analysis

of Part I

 

 

Statistics is a theory of information. Its ob-

jective is to make inferences about a population of

measurements based on information obtained from a sample.
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These inferences may be phrased in one of the following

two ways: (1) estimation, and (2) tests of hypotheses.

Estimation.--The objective of this procedure is
 

to estimate or predict the values of one or more parameters

of the pOpulation.

Tests of hypotheses.--This method of making an
 

inference involves the test of a statistical hypothesis

regarding the values of one or more parameters of the popu-

lation. Some of the ideas in the theory of testing

statistical hypotheses are found in the work of R. A.

Fisher,l but explicit formulation as well as important

basic concepts are attributable to J. Neyman and E. 8.

Pearson,2 pioneers in this area of statistical inference.

Current references include Cochran and Cox,3 Freeman,4

Mendel,5 and Mendenhall.6

 

1R. A. Fisher, Contributions t9 Mathematical

Statistics (New York: John Wiley and Sons, 1950).
 

2J. Neyman and E. S. Pearson, "On the Use and

Interpretation of Certain Best Criteria for Purposes of

Statistical Inference," Biometrika, XX-A (1928), 175-240;

263-294.

3W. C. Cochran and G. M. Cox, Experimental Designs

(New York: John Wiley and Sons, Inc., 1957).

 

4Harold Freeman, Introduction to Statistical In-

ferences (Reading, Mass.: AddISon-WeSley PubliShing

Company, Inc., 1963).

 

  

5John Mandel, The Statistical Anal sis of Experi-

mental Data (New York: John WIley & Sons, I964).
 

6William Mendenhall, Introduction to Linear Models
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The Present Study

The purpose of this investigation was to test the

null hypothesis that alternative methods of accounting for

income taxes, when timing differences between taxable in-

come and pre-tax accounting income exist, do not affect

decisions relating to grant of term loans by large com-

mercial banks. The alternative hypothesis states that

alternative methods of accounting for income taxes, when

timing differences between taxable income and pre-tax

accounting income exist, influence decisions relating to

the granting of term loans by large commercial banks.

Consider the total population of N = 285 loan

officers from which a sample was drawn. We treat the

n = 70 usable responses as a simple random sample from the

population. Actually it represents a sample from the

response stratum of the population. Since non-response is

minimal and there appears to be no reason to think that the

non-response stratum differs from the response stratum in

preference pattern, non-response is ignored and the sample

is considered as a simple random sample from the whole

population.

Let PN represent the proportion of the population

consisting of those loan officers that do differentiate

between the two companies under normal conditions and let

 

and Desigg_and Analysis of Experiments (Belmont, Calif.:

Wadsworth Publishing Company, Inc., 1964).
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PB represent the proportion under existing conditions.

These two companies are similar except for their method of

accounting for income taxes. Any difference perceived by

the officers can be attributed to the variations in the

methods of accounting. Statistical inferences are to be

made about PN and PE'

Since the phrasing of questions one and two made

it difficult for the respondees to refuse to differentiate,

weak preferences are grouped with those responses where no

preference is given. The results are tabulated below:

 

 

 

Normal Existing

Condition Condition

No. % No. %

Those who differentiate

between the companies

(moderate and strong

preferences) 43 .61 42 .60

Others 27 .39 28 .40

Total 70 1.00 70 1.00

 

Figure 19, page 195, illustrates the probability

of observing such a large sample prOportion as a function

of the population proportions. These data7 (for Fig. 19)

 

7See Appendix B.
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are computed using the first term of Wise's8 approximation

to the hypergeometric distribution as follows:

N = total population, that is, number of officers

n = number of officers in the sample

k = number of officers who do differentiate

P = §.= proportion of officers in population who

differentiate

X = number observed in the sample who do

differentiate.

Then the probability

Pr [Exactly x officers who differentiate are found

in the sample]

FIX) = p(N,n,h,X)

k!n!(N-k)!(N-n)!

(k-xII(n-x)!xlNl(N:k-n+x)!

 

Where x is an interger such that

max[0,n+k-N]s x smin[n,k].

Binomial approximation.-—When dealing with a large
 

lot and a small sample from the lot, it is common practice

to use the binomial distribution to obtain relevant

 

8M. E. Wise, "A Quickly Convergent Expansion for

Cumulative Hypergeometric Probabilities, Direct and In-

verse," Biometrika, XLI (1954), 317-329, quoted in G. J.

Liberman and Donald B. Owen, Tables of Hypergeometric

Probabilitleistribution (Stanford: Calif.: Stanford

University Press, 1961), p. 22.
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probabilities. As the sample becomes larger and larger

part of the lot, the binomial approximation becomes poorer

and poorer.

Wise9 has refined the usual binomial approximation

and gives a series of representations for the hypergeo-

metric distribution. In the present study, the sample

size is less than .4 of the population so that the first

term of Wise's series is sufficient for computation. The

first term gives the approximation

Pr[X 2 r] s Pr[Y 2 r]

where Y ~ Binomial with parameters n and

_ k-%(r-1)
1o

N-§(r-1) '

The right hand side is tabulated in Tables of the Cumula-

tive Binomial Probability Distribution11 and is graphed as

a function of PN and PE for results r = 43 and r = 42,

respectively.

The graphs indicate the significance of the results.

Figure 19 shows that if P s .3 then the probability of
N

 

91bid., pp. 21-22.

10The representation is derived in Appendix C.

11The Staff of the Computation Laboratory, Tables

of the Cumulative Binomial Probability Distribution

TCambridge, Mass.: Harvard University Press, 1955).
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observing such a large proportion RN 2 gé-in the sample is

less than .05. That is, the data rejects the null hy—

pothesis P .3 at level a = .05. Similarly, Figurelfl alsoN 6

shows that the data rejects at level a = .05 null hy—

pothesis P s .3 (for r = 42).
N

Of course, the data provides unbiased point esti-

mates of PN and PE, namely,

PN = .61 PE = .60

Variances and standard deviations.--A statistical
 

analysis should take into account the accuracy of esti-

mation. The random variables equal the number of officers

in sample who do differentiate between two companies under

normal conditions. The random variables follow hyper-

geometric distribution. The formulas for variances are:

A A pN(1-pN)(N-n) A A pE(1-pE)(N-n)

V(PN) = n(N-1) and V(PE) = nIN-I)
  

with N = 285 and n = 70. Using the sample estimates for

P and P the estimates of the variances are
N E'

0(fiN) = .002573 and 0(fiE) = .002595

and estimates of the standard deviations are
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Confidence 1imits.-—The above cases lie in the
 

range in which the normal approximation is recommended.12

Accordingly, the confidence limits for P are,
N

 

pN:[t(l-f)VPNIl-pN)/(n4TY + £31

f = g-and t is the normal deviate corresponding to the

confidence probability and 5% is a correction for conti-

nuity. Confidence limits for

,/4§%§°('61)('39) 1
1.96 (70_1) +125

 

"
U ll

o
x

I
-
"

+

 

= .61 i [1.96(.051) + .007]

= .61 i .11

p = .50 and P = .72 -

The confidence limits for

//4§%§)(.6)(.4) 1
PE = .60 i 1.96 69 "I' m

= .60 + .11

 

 

P = .49 and P = .71

 

12See W. G. Cochran, Sampling Techniques (New York:

John Wiley and Sons, Inc., 1963), p. 57.
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Analysis of Part II of

the Questionnaire

 

 

In this part there are eight questions to be

answered within the context of normal conditions and ten

questions are to be answered under existing conditions when

there is acute shortage of loanable funds. The first eight

questions deal with the usual terms that are included in

a term loan agreement. A study of the answers to these

eight questions should indicate the preference shown by

the lender for either of the companies. The difference

in answers to these questions establishes this preference.

The two companies are similar except for their methods of

accounting for income taxes. If the differences resulting

from the use of different methods of accounting for income

taxes influence the decision of the participant his answer

to the question should be different for the two companies.

Questions nine and ten relate to credit rationing

when funds available for loans are less than the demand

for the loans. The allocation of the available funds

should indicate the preference for one or the other com-

pany.

Analysis of Data Collected

for Normal Conditions

Question 1:
 

l. The rate of interest to Jaytee Roysons

charged
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The rate of interest charged is stated in two ways:

(a) floating rate, and (b) fixed or flat rate.

Floating rate.--The rate of interest fluctuates
 

with the prime rate. It is stated as prime rate plus a

percentage.

Flat or fixed rate.-—In this case the rate is

stated in percentage per annum. It does not vary with the

change in the prime rate, as does the floating rate.

Fifty-seven (81.43 per cent) respondees state

floating rates, while twelve (17.14 per cent) give fixed

or flat rates of interest.13

The rate of interest stated for Jaytee Bakeries,

Inc. ranges from prime rate plus 1/4 of l per cent to prime

rate plus 2 1/2 per cent per annum. For Roysons the

respective range is from prime rate plus 1/4 of 1 per cent

to prime rate plus 2 3/4 per cent per annum. Thus we see

that the range of interest rates to be charged to Roysons

Bakeries, Inc. is higher by 1/4 of l per cent. The flat

rates of interest range from 5 1/2 of l per cent to 9 1/2

for Jaytee, and from 5 1/2 to 10 per cent for Roysons.14

Thus we see that the range of interest rates to be charged

to Roysons Bakeries, Inc. is higher by 1/2 of l per cent.

 

13See Appendix D, Table D—l.

14See Appendix D, Table D—2.
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There are eighteen15 respondees who give different

rates of interest for Jaytee Bakeries, Inc. and for Roy-

sons Bakeries, Inc. Thirteen of these state the rate in

terms of percentage plus the prime rate. The rate of

interest in these cases ranges from prime rate plus 1/4

per cent to prime rate plus 2 1/2 per cent per annum for

Jaytee Bakeries, Inc. and for Roysons the respective range

is from prime rate plus 1/2 per cent to 2 3/4 per cent per

annum. Five respondees state flat rates. The rate of

interest in their cases ranges from 6 3/4 per cent to

9 1/2 per cent per annum for Jaytee and for Roysons it

ranges from 7 per cent to 10 per cent per annum.

The average difference in interest rate between the

two companies was 1/4 per cent. In two cases Jaytee is

charged 1/4 per cent higher than Roysons while in sixteen

cases the reverse is true.

It has been mentioned already that banks can vary

16 Their dis-the rate of interest within a small range.

cretion in the area of interest rate is very limited.

This limitation is greater under normal conditions when

the banks are looking for outlets for their loanable funds.

Banks can show the difference in ways other than in the

direct interest rate charged. However, eighteen (28.57

 

15See Appendix D, Table D-3.

16See Chapter IV, pages 115 and 116.
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per cent) of the respondees charge different rates to the

two bakeries. The difference in the rate of interest

averaged to .2 per cent.

Question 2:
 

2. The compensatory balances to Jaytee Roysons

be maintained.

Compensating balances may be defined as that portion

of a bank's customer deposits which affords the bank the

opportunity to profit. The term compensating balances, as

employed by the bankers, is a phrase which recognizes that

deposit balances include potential compensation and possible

future profits. However, it is an arbitrary way of increas-

ing the interest rate which requires the customer to main-

tain account balances in excess of that which they need.

Corporate controllers have become very conscious

of the value of investing surplus cash whenever they do

not need it in the near future. They have also become

aware of the Opportunity cost involved in maintaining the

compensating balances. In view of the adverse reaction of

the corporate controllers, banks do not exercise much

discretion in arbitrarily increasing the compensating

balance requirements. The usual requirement17 is between

10 to 20 per cent. There is one respondee who states

different compensatory balance requirements for the two

 

17See Appendix D, Table D-4.
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companies. In this case, Jaytee Bakeries, Inc. is required

to maintain 10 per cent, while Roysons Bakeries is required

to maintain 15 per cent of the loan outstanding.

Question 3:
 

3. Minimum working capital Jaytee Roysons

to be had.

There are only two respondees who prescribe

different working capital requirements for the two com-

. 18
panies.

As already discussed, the current ratio, quick

ratio, working capital, inventory turnover and receivable

turnover are very important in a short-term loan but do

not have the same emphasis in decisions about the term

loans which have longer maturities.

Question 4:
 

4. Maximum amount of further Jaytee Roysons

debt the companies would

be permitted.

Different respondees give different amounts of

debts that the companies can incur. The answer to this

question ranges all the way from the phrase "depends on

needs" to specific monetary amounts. There are only four

responses where we see different requirements for the two

 

18See Appendix D, Table D-5.
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companies. In addition to those who give the amount in

19 fourteen simply state "none with-thousands of dollars,

out permission" and one answers "depends on needs."

Three respondees give the answer "negotiated." In one case

there is no limit stipulated, but further debt is allowed

only for the purchase of additional equipment. The amount

of the loan would be limited to 60 per cent of the purchase

price of such equipment. One respondee allows loans which

would be subordinated to the bank loans. One respondee

does not permit any additional loan without further equity.

The remaining responses give a ratio which is to be main-

tained between the debt and net worth. Only four of the

respondees state different amounts, and two state different

ratios for the two companies.

Question 5:
 

5. 'Maximum amount of annual Jaytee Roysons

dividends to be permitted.

Some officers state definite figures in response

to this question while some others limit the dividends to

the amount of excess of a certain minimum of cash flow or

net income. Some officers do not permit a dividend if

insiders hold all stock. There are some loan officers who

allow dividends only if the cash flow or net income exceeds

 

19See Appendix D, Table D-6.
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certain amounts. In some cases the bank officers demand

collateral if the management insists upon the present

liberal dividend payout.

There are six respondees who state different

amounts of dividend payments20 for the two companies. In

these cases, the difference between the maximum amounts

permitted for annual dividend for the two companies range

between 20 and 30 per cent. Another four differed on the

basis adopted for calculations.

Question 6:
 

6. Maximum amounts of officers' Jaytee Roysons

salaries to be permitted.

The data collected shows that there are only two

bank officers who state different amounts for the maximum

salaries of the officers. In another case one officer

does not lend to Roysons. The banks usually do not put

any limit on the officers' salaries unless these officers

are also the principal stockholders of the company. This

explains the reason for the absence of emphasis on this

point. This is also the case with the amount of dividends.

One of the bank officers states:

With the assumption of common stock entirely owned by

management and the cutting back of dividends, there

would be a trade off between officers' salaries and

 

20See Appendix D, Table D—7.
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dividend income. A compromise would have to be agreed

upon between bank and management.

Another officer states: "Usually we do not limit

unless officers are also principal stockholders of the

company."

Question 7:
 

7. If you think that the companies Jaytee Roysons

should obtain more net worth by

selling more stocks, how much

stock would you suggest for

each company? Please give the

minimum figures suggested.

The different methods of accounting for income

taxes result in different amounts of net worth of the two

companies. The company adopting the comprehensive method

of allocation of interperiod income taxes reports a lower

figure for the net worth. Therefore this company appears

to have a higher debt to worth ratio. If this ratio causes

some feeling of greater risk to the officer, he may suggest

the issue of more equity to support the loan. However, in

discussion with various loan officers, it was observed

that they usually do not suggest issuing further equity.

The reason for this is that it is costly to sell stock for

small amounts. The sale of stock may also cause a dilution

of the equity of the previous stockholders. A bank loan

officer expresses his view on this point:

It would be necessary for the bank to know management's

growth policies. If it plans further expansion, equity

financing may be considered, but the cost factor must
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be determined in relation to other service costs. If

it plans to stay as is with the new bakery, then

probably it would prefer to stay closely held corpor-

ation and not suffer possible dilution of earnings.

Sixteen respondees suggest the issue of different

amounts of stock.21 From the data tabulated, it can be ob-

served that the difference in the amount of equity to be

issued ranges from $100,000 to $300,000. In spite of the

bankers' reluctance to ask for the issue of equity,

twenty22 recommend the issue of new equity. Sixteen

(80.00 per cent) of them suggest different amounts for the

two companies.

Question 8:

8. Would you demand collateral? Jaytee Roysons

If yes, please state the

reasons for this in the Yes Yes

space provided on the next N3—' N3—

page.

The data collected in response to this question

reveals that thirty-two (45.71 per cent) of the respondees

do not ask for collateral from either company. Twenty-

seven (38.57 per cent) ask for collateral from both the

companies. Nine (12.7 per cent) respondees ask for col-

lateral from one company only. Of these nine respondees,

eight do not ask for collateral from Jaytee Bakeries, Inc.

 

21See Appendix D, Table D-8.

22See Appendix D, Table D-9.
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but do from Roysons Bakeries, Inc. One asks for collateral

from Jaytee Bakeries and not from Roysons Bakeries, Inc.

The reasons given for requiring collateral in these

cases are: "more extended condition of Roysons," "less

favorable return on sales," and "rather heavy on debt."

Some of the officers give long written comments in justi-

fication of their demand for collateral. One of these is

given below:

Uncertainty with respect to conditions and use of pur-

chased facilities for expansion, as well as, unknowns

relative to marketing of additional products and public

acceptance, previous operating figures of purchased

plant, personnel situation, etc. Projections of future

cash flow, too, are at least uncertain, and it is best

to take collaterals at the outset and release it later

if experience and circumstances are good enough.

A different View is expressed in the following

statement:

I would not require a definite pledge of assets but

would require a negative clause prohibiting the pledge

of any assets to anyone else, and possibly the right

to call for a pledge of assets in the events of de-

fault or if we deem ourselves insecure.

Another officer has stated:

A general yardstick has been in existence for sometime

in banking that unsecured term requirements should not

exceed fifty percent of working capital or twenty—five

percent of net worth.

One officer gives low balance as the reason for

asking for collateral:

Coll. [collateral] because, while the co. [company]

may well warrant unsecured or. [credit], the resulting

banking relationships, i.e., balances are low .'.

[therefore] why make it unsecure?
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It can be observed again that there is no uniformity

among the officers with regard to the policy on collateral

requirements. Different factors may be evaluated differ-

ently by different officers.

Analysis of Data Collected

for Existing Conditions

Question 1:
 

l. The rate of interest to Jaytee Roysons

be charged.

The rate of interest charged is stated as either

floating rate, or fixed rate. Thirty—eight (54.28 per

cent)23 have stated floating rates and nineteen (27.14 per

24 Thirteen of the officerscent) have stated fixed rates.

recommend no loans at all.

Sixteen of these fifty—seven respondees, or 28.07

per cent of the respondees, state different rates of

interest to be charged for these two companies.25

The rate of interest in these cases ranges from

prime rate plus 3/4 per cent to prime rate plus 1 per cent

per annum for both the companies in the six cases where

the respondees state floating rates.

 

23See Appendix E, Table E-l.

24See Appendix B, Table E-2.

25See Appendix E, Table E-3.
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The rate of interest ranges from 8 3/4 per cent to

10 1/2 per cent for Jaytee and from 9 to 11 per cent per

annum for Roysons in the ten cases where the respondees

state fixed rate of interest.

The difference in the rate of interest averages

to about 1/4 per cent per annum. In one case there is no

loan for Roysons while Jaytee is charged 9 l/2 per cent

per annum. Charging different rates of interest indicates

that these respondees do believe that there is a difference

between the two companies.

Question 2:
 

2. The compensatory balances Jaytee Roysons

to be maintained.

The usual requirement is between 15 and 20 per

cent. During the discussion with different loan officers,

the writer observed two different views regarding the

balance requirements. There are officers who expressly

include this in the loan agreement. Others look at the

previous record of the customer. If an adequate balance

has been maintained by the customer in the past, they do

not include this clause in the agreement.

Difference in the compensatory balance require-

ment26 appears in two cases only. In one case, the balance

requirement is stated as 20 per cent for Jaytee and 30 per

 

26See Appendix B, Table E-4.
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cent for Roysons, while in the other case there is 20 per

cent requirement for Jaytee and no loan is made to Roysons.

Question 3:
 

3. Minimum working capital Jaytee Roysons

to be had. '

Two respondees prescribe different working capital

requirements for the two companies. The third does not

recommend a loan for one company. As already stated, the

working capital does not receive the same emphasis in term

 

loan cases as it does in short-term loans.27

Question 4:

4. Maximum amount of further Jaytee Roysons

debt the companies would

be permitted.

One respondee permits only subordinated loans.

Another holds the view that no further debt should be in-

curred without further equity. One officer allows loans

up to 60 per cent of the purchase price of equipment. Two

tie the amount of debt to the net worth of the company.

Six of the respondees28 give different figures for the

further amount of debt that each company can incur.

 

27See Appendix E, Table E-5.

28See Appendix B, Table E-6.
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There are very few definite answers to this ques-

tion. During the discussion with the loan officers, it

was noted that they keep the purpose of each loan in mind

as they consider the request. Accordingly, a precise

answer to this question is difficult without the details

for the loan requirements.

Question 5:
 

5. Maximum amount of annual Jaytee Roysons

dividends to be permitted.

Different loan officers state different amounts of

annual dividends that can be distributed to the stock-

holders. Some officers give definite figures while some

others limit the dividends to the amount in excess of a

certain minimum cash flow or net29 income level. Eleven

respondees give different figures for the maximum amount

of dividends to be permitted by each company. The differ—

ences range from 20 per cent to more than 60 per cent.

Question 6:

6. Maximum amount of officers' Jaytee Roysons

salaries to be permitted.

The data collected indicates that there are only

three officers who indicate different maximum amounts for

officers' salaries for each company. As already mentioned,

 

29See Appendix B, Table E-7.
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banks usually do not put any limit on the officers' sala-

ries unless the officers are also the principal stock-

holders. This explains the reason for limited emphasis

on this point.

Question 7:
 

7. If you think that the companies Jaytee Roysons

should obtain more net worth by

selling more stocks, how much

stock would you suggest for

each company? Please give

the minimum figures suggested.

The data30 shows that the difference in the amount

of stocks to be sold ranges from $100,000 to $300,000. In

spite of the banks' reluctance to ask for the sale of more

stocks, twenty-two respondees suggest the sale of more

stocks. Sixteen of them suggest different amounts for the

two different companies.

Question 8:
 

8. Would you demand collateral? Jaytee Roysons

If yes, please state the

reasons for this in the Yeg. Yeg

space provided on the next No No

page.

The data collected in response to this question

indicates that twenty-four respondees do not ask for

collateral from either company. Twenty-one ask for similar

 

30See Appendix E, Tables E-8 and E-9.
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collateral from both companies. Ten of the respondees

treat the two companies differently. Nine respondees do

not ask collateral from one company but do want collateral

from the other company. One respondee lends to one com-

pany with collateral but refuses to make the loan to the

other company. The reasons given for asking for collateral

in these cases are: "more extended condition of Roysons,"

"less favorable return on sale," and "rather heavy on

debt."

It may again be emphasized that there is no

uniformity among the officers with regards to the policy

on collateral. Different factors may be evaluated differ-

ently by different officers.

Question 9:
 

9. If, due to acute shortage and Jaytee Roysons

previous commitments of loan-

able funds, the amount avail-

able for lending be $500,000,

how would you allocate this

amount between the two

companies?

The data collected is tabulated on the next page.

Thirty-one respondees allocate different amounts to the

two companies. From this we may conclude that these thirty-

one (44.28 per cent) respondees do perceive the two com-

panies differently. However, ten respondees would not make

loans under the existing conditions because of the banks'

policies regarding acquisition loans. Therefore only sixty
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Allocation of $500,000

 

 

Number Amount-~Jaytee Amount—-Roysons

2 0 500

15 500 0

1 375 125

3 350 150

7 300 200

3 275 225

16 250 250

6 Indifferent Indifferent

3 No Allocation No Allocation

14 No Loan No Loan

70'Total

 

respondees make allocations. Accordingly, the percentage

of loan officers who treat the two companies differently

increases to 51.67 per cent. Since the two companies are

similar except for the difference in methods of accounting

for income taxes, the difference shown by these loan

officers can be attributed to the difference in the method

of accounting for income taxes.

Question 10:
 

10. If the amount available in Jaytee Roysons

9, above, is $800,000, how

would you allocate?

The data collected in response to this question

is tabulated on the next page.
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Allocation of $800,000

 

 

Number Amount—-Jaytee Amount--Roysons

2 0 500

2 570 230

1 550 250

9 500 300

5 500 0

4 450 350

2 425 375

23 400 400

5 Indifferent Indifferent

3 No Allocation No Allocation

14 No Loan No Loan

70 Total

 

The above table shows that twenty-five respondees

allocate different amounts to the two companies. The

difference ranges from $35,000 to $500,000. From this it

may be inferred that these twenty-five (35.71 per cent)

respondees think that the two companies are dissimilar.

When we consider that only sixty of the respondees are in

fact answering this question, the proportion of officers

who view these two companies as unequal increases to 41.67

per cent. The only significant difference in the two com-

panies is their method of accounting for income taxes.

Hence, any difference perceived by the loan officers must

be attributed to the difference in the method of accounting

for income taxes.

In this section data collected in part two of the

questionnaire has been analyzed. Responses to each
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question, both in the light of normal conditions and also

under existing conditions have been analyzed separately.

The number of respondees who give different answers to the

same questions relating to the two companies is given in

Table 13. These answers are given for normal conditions.

TABLE 13.--Number of respondees giving different answers in

response to individual questions in the light of normal

conditions.

 

Question Number 1 2 3 4 5 6 7 8

Number of Respondees 18 l 2 6 10 3 15 9

 

From the above figures it may be noted that the

number of respondees whose answers to the same questions

differ for the two companies ranges from one to eighteen

for the individual questions. Thus the same question may

be given different degrees of emphasis by the different

officers.

It may be that interest rate is the most important

factor for some officers, and they indicate their prefer-

ence by giving different rates for the company they pre-

ferred. With these officers, an increase in the interest

rate for the one company may compensate for the differences

perceived between them. Another officer may be satisfied

that the sale of more stocks by one company will make up

for the difference he perceives between the two companies.

Still another officer may show his preference by indicating
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differences in answer to more than one question. The num-

ber of differences indicated by the various officers is

listed in Table 14.

TABLE l4.-—Number of questions answered differently by

respondees in the light of normal conditions.

 

Number of Questions 1 2 3 4 Total

Number of Respondees 14 12 6 2 34

 

Thus, there are thirty-four officers who give

different answers for the same questions relating to the

two companies under normal conditions. Fourteen respondees

indicate a difference in reply to one question only.

Twelve respondees give different answers to two questions.

Six of the respondees state different responses to three

questions, while the remaining two indicate different

answers for four of the questions.

There are ten questions answered for existing

conditions. There are respondees who give different

answers to the same question when it is related to the two

companies. The number of respondees who give different

answers for each of the questions is given in Table 15.

TABLE 15.-—Number of respondees giving different answers to

individual questions under existing conditions.

 

Question Number 1 2 3 4 5 6 7 8 9 10

Number of

Respondees 16 2 2 7 ll 4 18 10 31 25
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The data shows that the number of officers who state

different answers to the same question ranges from two for

the second question to thirty-one for the ninth question.

It may also be noted that the total number of differences

in responses numbers 126 for the 70 respondees.

There are respondees who indicate a difference in

one question only while others indicate differences in

response to more than one question. The number of officers

indicating differences in responses are tabulated in

Table 16.

TABLE 16.--Number of questions answered differently by

number of respondees under existing conditions.

 

Number of Questions 1 2 3 4 5 6 10 Total

Number of

Respondees 9 21 3 3 4 4 l 45

 

Out of a total of seventy respondees forty-five

(64.00 per cent) indicate that they consider the two com—

panies as dissimilar. They indicate this by their differ-

ence in answers to the various questions relating to the

two companies. Ten of the respondees refuse loans to

either of the companies for policy reasons. Thus the

number of respondees who answered this part of the question-

naire is reduced to sixty. On this basis, 75 per cent of

the officers consider the two companies dissimilar.
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Statistical Analysis of

Part II

 

The effect of the preferences of the loan officers

is measured in Part II of the questionnaire. There are

eight questions to be answered under both the normal and

existing conditions. However, two more questions, that is

questions 9 and 10, are answered under existing conditions.

The eight questions relate to the usual terms included in

a loan agreement. Any difference in answer can be again

attributed to the variations in the methods of accounting.

Let PN represent the proportion of the population

i

consisting of loan officers who indicate a difference be-

tween the two companies by responding with different

answers to ith question under normal conditions, where

i = 1, . . . 8, and P represents the prOportion under
E.

1

existing conditions. Statistical inferences are to be

drawn about PN and PE . There are only two alternatives,

i i

that is, either there is difference or there is no differ-

ence in the answers. The results are tabulated on page

222.

Tables31 are computed showing the probability of

observing such a sample proportions as function of the

population proportions. These data for tables are com-

puted using Wise's approximation to the hypergeometric

 

31See Appendix F.
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Normal Conditions Existing Conditions

 

 

 

Question Difference No Differ- Difference No Differ-

No. in ence in in ence in

Answers Answers Answers Answers

No. % No. % No. % No. %

l 18 .26 52 .74 16 .23 54 .77

2 l .01 69 .99 2 .03 68 .97

3 2 .03 68 .97 2 .03 68 .97

4 6 .09 64 .91 7 .10 63 .90

5 10 .14 60 .86 11 .16 59 .84

6 3 .04 67 .96 4 .06 66 .94

7 16 .23 54 .77 18 .26 52 .74

8 9 .13 61 .87 10 .14 60 .86

 

distribution as was done for statistical analysis in

Part I.

The tables indicate the significance of the re-

Tables32 show that if PN s .3, then the proba-

16 1812610
bility of observing proportions PNi 3 75, 75, 70' 75, 75.

;%, #3 or ;% in the sample is more than .05, that is the

sults.

data does not reject the null hypothesis at level a = .05.

The probability is greater than .10, that is, the data

does not reject the null hypothesis even at level a = .10.

Tables33 show that if P s .30, then the proba—
E.

.. . .% 1627114
bility of obserVing proportions PE. 2 75» 751 751 751 70’

i

%% or %% in the sample is greater than .05, that is the

data does not reject the null hypothesis at level a = .05.

The probability is greater than .10. That is, the data

 

32 33
Ibid. Ibid.
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does not reject the null hypothesis even at level a = .10.

Other data computed for these observations appear on the

next page.

The results from questions nine and ten are tabu-

lated as follows:

  

Question 9 Question 10

No. % No. fig

Difference 31 .44 25 .36

No Difference 39 .56 45 .64

Figure 20, page 225, shows the probability of ob-

serving such a large sample proportion as a function of the

population proportion. The data for the figure is computed

in the same manner as is done for Part I analysis. The

figure indicates the significance of the results. Figure

20, page 225, shows that if P < .3 then the probabilityE \

9 A

of observing such a large proportion PE 2 %% in the sample

9

is less than .05. That is, the data rejects the null hy-

pothesis PE 6 .3 at level a = .05. Figure 20 shows that

9

if PE 6 .30 then the probability of observing such a

10 A

large proportion PE >-%% in the sample is more than .10,

10

that is, the data does not reject the null hypothesis even

at level a = .10.

Variances, standard deviations and confidence

limits are as follows:
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TABLE l7.--Variances, standard deviation and confidence

limitsa for individual observations under normal conditions.

 

 

03321323“ 05:23? P “8’ 0 PL 95% P6 95%

1 18 .26 .002078 .046 .160 .376

2 1 .01 .000107 .010 .0004 .076

3 2 .03 .000314 .018 .004 .099

4 6 .09 .000885 .030 .033 .177

5 10 .14 .001300 .036 .071 .245

6 3 .04 .000415 .020 .009 .120

7 16 .23 .001913 .044 .136 .345

8 9 .13 .001221 .035 .061 .230

 

aConfidence limits for ten or less observations in

the sample were computed from R. A. Fisher and Frank Yates,

Statistical Tables for Biological Agricultural and Medical

Research (London: Oliver and Boyd, 1963). For obser—

vations above ten and below twenty-three confidence limits

were found from H. C. Romig, 50-1000 Binomial Tables (New

York: John Wiley and Sons, 1952).

 

TABLE l8.--Variances, standard deviation and confidence

limitsa for individual observations under existing

conditions.

 

 

Question Observa- A A A A

Number tions p V(p) 0 PL 95% PU 95%

1 16 .23 .001913 .044 .136 .345

2 2 .03 .000314 .018 .004 .09

3 2 .03 .000314 .018 .004 .09

4 7 .10 .000972 .031 .041 .195

5 ll .16 .001452 .038 .081 .241

6 4 .06 .000609 .025 .016 .140

7 18 .26 .002078 .046 .160 .376

8 10 .14 .001300 .036 .071 .245

 

aSee Footnote a, above.
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Different officers place different emphasis on

different questions. Some may indicate their differences

in one question only, while others may show differences in

more than one question. Let RN and PE represent the pro-

portion of the population who indicate differences in

answer to one or more questions, under normal and existing

conditions respectively. The results are tabulated as

 
 

follows:

Normal Conditions Existing Conditions

No. % No. %

Difference 34 .49 45 .64

No Difference 36_ _;51 25 _;36

70 1.00 70 1.00

Figure 21, page 227, shows the probability of ob-

serving such a large sample proportion as a function of

the population proportion. The data for the figure is

computed in the same manner as done earlier.

The figure indicates the significance of the re-

sults. Figure 21 shows that if P s .3 and P s .3, then
N E

the probabilities of observing proportions PN a ;% and

45

E 3 70

reject the null hypothesis at level a = .05.

P in the sample are less than .05. That is the data



.
9
0

.
8
0

.
7
0

.
6
0

.
5
0

.
4
0

.
3
0

.
2
0

.
1
0

r  

515

 

/
V
\

I
I

I
I

.
3
5

.
4
0

.
4
5

.
5
0

F
i
g
.

2
1
.
-
T
a
i
l

p
r
o
b
a
b
i
l
i
t
i
e
s

p
o
p
u
l
a
t
i
o
n

p
r
o
p
o
r
t
i
o
n

[
r

=
3
4
,

4
5
]
.

T
I

I
I

I

.
5
5

.
6
0

.
6
5

.
7
0

.
7
5

o
f

s
a
m
p
l
e

p
r
o
p
o
r
t
i
o
n

a
s

f
u
n
c
t
i
o
n

o
f

227



228

Variances, standard deviations and confidence

limits are:

0(8N) = .0027 3(PN) = .052 E = .57 E = .41

I’m?)E .0025 GIPE) = .050 P = .72 P = .56

The data collected from the questionnaire survey

has been presented and analyzed in this section. Another

attempt was made to study the effects of alternative

methods of accounting for income taxes without requiring

the loan officers to make a comparison between the two

companies. The loan officers were asked to process the

two loan applications separately in their usual routine.

The following section discusses these field studies

followed by evaluation of both the questionnaire survey

and the field studies in the next chapter.

Field Studies
 

This section provides a description of four field

studies conducted and a discussion of the results of the

field studies. For these studies, loan officers in various

banks were asked to c00perate in the investigation. These

officers were not included in the list from which the

sample for the questionnaire survey was selected. However,

the same cases were used. The loan officers were requested

to process the two loan applications separately in the

usual routine used for processing such applications.
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The loan officers who offered to cooperate were

provided with all the data generated for the two companies.

The loan officer in each case is a vice-president of the

bank. Each was asked if he needed more information or had

any other questions. The questions the officers raised

were discussed and any further information asked for was

given. In most cases, these questions were related to the

previous workings of the companies to be acquired, such as

the reasons for the acquisition and the life of the equip-

ment to be acquired.

These officers sent the data, along with the other

information they sought, to their credit departments for

research and analysis. They also arranged for the meetings

with the credit department in case the department wanted

further information or some explanation. After analyzing

the financial data and reviewing the whole case, the credit

departments sent the files back to the loan officers with

their recommendations. The writer had further discussions

with the loan officers in some cases on the points raised.

The decisions made by the loan officers along with the re-

views and recommendations of the credit departments were

received by the writer.

The individual studies are discussed below. The

officers contacted will be referred to as Mr. A, Mr. B,

and so on in order not to disclose their identity.
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Discussion of Study in Bank A
 

The loan officer, a vice-president in the bank,

was approached. The financial and other data was given to

him. The procedure regarding term loans was discussed.

It was observed that all types of loans to a customer were

handled by the same loan officer.

In the bank, the loan officers are divided into

different gradations (A, B, C, D, E, and F). The maximum

loan an officer can make depends on his grade which is

determined on the basis of his experience and service

record. If the amount of loan requested exceeds his limit,

he takes it to an officer having the necessary authority.

The ultimate authority rests with the president, who can

make loans up to the legal limit.

The loan officer sent the data, along with his

remarks, to the credit department for research and analysis.

The writer had two meetings with the credit department head

and an analyst. The working of the credit department was

explained and the process of evaluating credit worthiness

was discussed in detail.

The credit department cast the financial data on

its spread sheets for convenient analysis. The analysis

includes the computation of the balance sheet percentages,

the percentage analysis of the operating statements, and

computation of the following ratios: quick ratios, current

ratios, fixed to net worth, debt to worth, sales to re-

ceivables, cost of sales to inventory, sales to worth and
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net income to worth. The following comparative figures

are included in the summary part of the spread sheet: net

worth, tangible net worth, working capital, current ratio,

sales to receivables, ratio of debt to tangible net worth,

cost of sales to inventory, sales, net profit, cash divi-

dends or withdrawals, profit carried to surplus or net

worth, net adjustment to net worth, and net change in sur-

plus or net worth. Comparative figures from the Robert

Morris Associates Annual Statement Studies are entered for

comparison.

The credit department gives its review of both

cases and makes the prOposals to the loan officer.

Jaytee Bakeries, Inc.--Before proposing a loan the

credit department brings the following information to the

attention of the loan officer.

Short-term loans are unsecured. The loan officer

should check the maturity date of the debentures. He

should discuss the drOp in receivables. The loan depart-

ment has combined the figures for the two half-years end-

ing on June 30, 1969 and December 31, 1969 for the purpose

of analysis.

The credit department proposes that the bank grant

the customer a $360,000 term loan to be written over five

years at l per cent over the prime rate of the bank from

time to time, with the loan being governed by a loan

agreement. This loan agreement would include the provi-

sion that the loan be paid in equal monthly installments
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plus interest. It should include all the usual affirmative

covenants, including a profit recapture clause stating that

50 per cent of the net profits, in excess of $100,000 be

made as a principal payment each year after the first full

year of the loan. The agreement should also include all of

the usual negative covenants, including provisions pro-

hibiting the payment of dividends and limiting compen-

sation to officers.

In addition to the above, the bank would grant an

unsecured line of credit in the amount of $275,000. There

would be an agreement with the customer that these be

short-term borrowings with interest at 3/4 over prime rate

and that all short-term loans be paid out at least thirty

days per year.

Roysons Bakeries, Inc.--The credit department points
 

out that the loan officer should have a discussion with

the applicant about the effect of a decrease in asset

addition on their cash flow, net profit, income tax and

deferred taxes. It should be asked why asset acquisition

in the 1970's is higher than in the past. It proposes a

term loan of $375,000, written over three years, with pay—

ments of $6,250 per month plus interest, and one payment

of $150,000 at the end of the third year. It also proposes

profit recapture starting with the year ending December 31,

1970 and calculated on the basis of 20 per cent of earnings

after taxes plus depreciation less principal payments. The
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interest rate proposed is l per cent over prime rate. An

unsecured short-term line of credit, not exceeding $225,000

at 1/2 of l per cent over prime, is also proposed. The

negative covenants other than normal should include:

1. The borrower will not declare or pay dividends

in any fiscal year except stock dividends.

2. Increase in compensation of officers should be

limited to $40,000.

3. Putting a ceiling on asset additions should be

discussed with officers of the company.

The points raised in the credit department's re-

views and proposals were discussed with the loan officer.

His decisions are:

Jaytee Bakeries, Inc.--A term loan for $360,000 is
 

to be granted over five years at 3/4 per cent above prime

rate. Revolving credit is approved for a maximum of

$300,000, or 70 per cent of the accounts receivable, which—

ever is less at 3/4 per cent above prime rate. At this

point the writer asked the reason for applying the same

rate to both the revolving credit and the term loan. The

loan officer agreed to reduce the rate by 1/2 per cent if

this loan is cleared for at least sixty days in a year.

That is, it should be a true short-term loan.

Roysons Bakeries, Inc.--A term loan is granted for

$375,000 with five year maximum maturity at l per cent over

prime rate of interest. Revolving credit is extended for

maximum of $300,000, or 70 per cent of accounts receivable,
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whichever is less at l per cent over the prime rate of

interest. The interest rate on revolving credit will be

reduced by 1/2 per cent if the loan is clear for at least

sixty days in a year. The loans in both cases are un-

secured.

The loan officer does not necessarily emphasize

the compensatory balance. However, he puts restrictions

on dividends and salaries paid to officers. In the case

of dividends, the agreement does not permit any cash

dividend during the term of the term loan. It restricts

the increase in salary to 10 per cent each fiscal year

with a maximum of $300,000. The loan officer agreed to

the payment of a cash dividend if the public holds stock

in the companies.

Regarding the working capital, the officer does

not think it necessary to go into a working capital cove-

nant, but wants to put a limit below which the net worth

should not go.

Discussion of Study in Bank B
 

The procedure for making larger loans is different

in this bank. Two loan officers together can make one

loan up to $25,000 unsecured, and $50,000 secured. Over

this amount and up to $100,000, the loan is approved by a

loan committee. Two members from the board of directors,

officers in the commercial loan division, and senior

officers from other divisions are the members of the loan
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committee. The loans over $100,000 are approved by the

executive committee. The members of the board of directors

are the members of the executive committee.

The bank has two lending officers who are vice-

presidents. The other loan officers are assistant vice-

presidents. The loan officer contacted for this study is

one of the vice-presidents. The data for the two companies

were given to him. Various aspects of tax accounting were

discussed in addition to other points that he wanted to

clarify. The credit investigator, who is the head of the

credit department, also joined in the later part of the

meeting.

The loan officer gave the financial and other data

and his own notes to the credit investigator. At a later

date, another meeting was arranged between the writer and

the credit investigator by the loan officer. A credit

analyst from the credit department also accompanied the

credit investigator. At this meeting, other information

that had been requested by the credit investigator was

given. The loan officer also joined the meeting.

The financial data is spread on the bank's spread

sheet which is somewhat different from Bank A. In the

previous bank, the credit department put the deferred in-

come taxes after the mortgages payable. In this bank,

the deferred income taxes are put along with the taxes due

under the heading "Taxes (due and or accrued)." Adjust-

ments for the deferred income taxes are made.
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The credit department makes the following recom-

mendations after analysis and review.

Jaytee Bakeries, Inc.--It recommends that the
 

$500,000, five-year term loan be approved on an unsecured

basis, subject to obtaining at least a 15 per cent compen-

sating balance. It further recommends that the loan be

subject to a term loan agreement featuring the following

major covenants:

1. Working capital of $300,000 must be maintained

at all times.

Officers' annual salaries are not to exceed

$225,000 in the aggregate.

An annual payment is to be made of 15 per cent

of the amount by which the net profit after

taxes and before depreciation exceeds the annual

loan repayment.

Dividends are not to exceed 10 per cent of net

profit after taxes plus depreciation.

Roysons Bakeries, Inc.--It recommends a $500,000
 

loan for five years, with a mortgage taken on all of the

company's real estate, and subject to a term loan agree-

ment with the following major covenants:

1. Working capital of $70,000 must be maintained

at all times.

Officers' annual salaries are not to exceed

$200,000 in the aggregate.
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3. Annual payment is to be made of 50 per cent of

the amount by which net profit after taxes and

before depreciation exceeds annual term loan

payment.

4. Dividends are not to exceed 50 per cent of net

profit after taxes, the profit recapture pay-

ments, and depreciation.

The decisions of the loan officer are as follows:

Jaytee Bakeries, Inc.-—A loan up to $500,000 will
 

be made in multiples of $1,000 within one year of the date

of agreement. Interest shall be paid at the rate of 9 1/2

per cent per annum on the unpaid balance and shall be paid

quarterly beginning January 19, 1970. The principal shall

be payable in equal quarterly installments of $25,000.

Additional repayment on the principal shall be made in an

amount equal to 15 per cent of the amount by which net

profit, after taxes and before depreciation and dividends,

exceeds annual term loan principal repayment.

The borrower shall maintain a tangible net worth

of net less than $1,761,000. Working capital of at least

$300,000 shall be maintained. No dividend shall be paid

in excess of 10 per cent of the net profit (net income)

after taxes and before depreciation, without the prior con-

sent of the bank.

Roysons Bakeries, Inc.--A loan of $500,000 shall
 

be made in multiples of $1,000 within one year of the date

of the agreement. The interest rate shall be 9 1/2 per
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cent per annum on the unpaid balance and shall be paid

quarterly. The principal shall be paid in quarterly in-

stallments of $25,000.

Additional repayment of an amount equal to 25 per

cent of the amount by which net profit (income), after

taxes and before depreciation and dividends, exceeds

annual term loan principal repayment. The borrower shall

provide a valid first real estate mortgage on all real

estate, and a valid first lien on all machinery and equip-

ment now owned or hereafter acquired.

A tangible net worth of net less than $1,506,000

shall be maintained. Working capital of at least $100,000

shall be maintained. Working capital is to be defined as

the excess of cash, trade receivables, and inventory, over

all debts within a twelve-month period, including deferred

income taxes. No dividend will be declared or paid during

the calendar years of 1970 and 1971. Thereafter dividends

are to be less than 5 per cent of net profit (income) after

taxes and before depreciation.

Discussion of Study in Bank C

The process for making a loan whether short-term

or term loan is the same. Two or more officers together

can make loans of up to $100,000. Loans for $100,000 and

over are approved by the loan committee. This committee

consists of thirteen members including directors, heads

of the department, and senior officers. The committee
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meets once a week. Loan application of amounts of $100,000

and above are recommended by the loan officers and the head

of the credit department. Then these are approved by the

loan committee. Invariably the loan officer and the credit

department agree on the recommendations and they determine

the usual terms and restrictions.

Both the head of the credit department and the loan

officers are responsible to the senior vice-president.

The financial data is put on the bank spread sheets

in the credit department for convenient analysis. The

recommendations made by the head of the credit department

and the loan officer are the same for both the companies:

Loans of $500,000 are recommended. The interest

rate is 9 1/2 per cent per annum. The loans will be

secured by real estate mortgages, assignment of accounts

receivable, inventories, and all machinery and equipment.

Fixed asset expenditure shall be limited to the amounts

projected. The following covenants govern the loan:

1. There shall be no other borrowing during the

life of the loan, directly or indirectly.

2. Aggregate borrowing shall not exceed accounts

receivable which will be aged and submitted

monthly.

3. The life insurance policies on the officers

of the companies shall be assigned to the

bank.
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4. The companies shall clean up their short-term

borrowing under the line for at least sixty

days.

5. Dividends shall be limited to the amounts

projected. Bank approval shall be required

before each payment.

Discussion of Study in Bank D
 

In this case also, the loan officer contacted is

a vice-president of the bank. He was given the data re-

garding the two companies and the questions he raised were

discussed. At another meeting the credit investigator was

also present.

The credit department analyzes the financial data,

reviews the two cases and gives its proposals. From the

perusal of the spread sheets used in the analysis it is

observed that the deferred income taxes are written below

the liabilities and above the net worth. It is not in-

cluded in either. In the review, the credit department

makes the following proposals.

ngsons Bakerieei Inc.--A $500,000, five-year term
 

loan is granted to be governed by a term loan agreement

consisting of two notes as follows: a $250,000 loan to be

secured by a real estate mortgage on the Ecko plant, and

a $250,000 working capital loan secured by accounts re—

ceivable, inventory, and equipment. A $150,000 line of

credit is reaffirmed secured by accounts receivable, with
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advances limited to 70 per cent of current accounts re-

ceivable in excess of $150,000.

Jaytee Bakeries, Inc.--A $500,000, five-year term
 

loan is granted which will be governed by a term loan

agreement: a $240,000 loan to be secured by a real estate

mortgage on the Rushmore Plant, and a $260,000 working

capital loan secured by accounts receivable, inventory,

and equipment.

A $150,000 line of credit is reaffirmed to be

secured by accounts receivable, with advances limited to

70 per cent of current accounts receivable in excess of

$150,000.

The decisions by the loan officer can be stated

as follows:

Jaytee Bakeries, Inc.--Two loans of $240,000 and
 

$260,000 are granted with $8,333 payable per month plus

interest at l l/2 per cent over the prime rate. Compen-

sating balances are to be maintained at 15 per cent of

outstanding borrowings. A line of credit of $150,000 with

interest rate 3/4 per cent over prime is approved. The

loan shall be clear for sixty days in every twelve months.

Mortgage on the Rushmore Plant and security agree-

ments on accounts receivable, inventory and equipment

shall be provided. There are the usual affirmative and

negative covenants. A working capital of at least $300,000

is to be maintained. A current ratio of 1.25 is to be
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maintained. Net worth of at least $1,500,000 shall be

maintained.

No dividends shall be paid and the officers'

salaries shall not be increased more than 5 per cent

annually over the year ending December 31, 1968. No bonus

shall be paid to any employee or officer who is a stock—

holder.

Roysons Bakeries, Inc.--Two loans of $250,000 and
 

$250,000 are granted with $8,333 payable per month plus

interest at 2 per cent over the prime rate. Compensating

balances are to be maintained at 15 per cent of outstand-

ing borrowings. A line of credit of $150,000, with interest

rate at 3/4 per cent over prime is approved. The loan shall

be clear for sixty days in every twelve months. A mortgage

on the Ecko Plant and security agreements on accounts re-

ceivable, inventory, and equipment shall be provided.

There are usual affirmative and negative covenants.

A working capital of at least $300,000 shall be maintained.

A current ratio of 1.25 shall be maintained. Net worth

shall not drop below $1,300,000. No dividends shall be

paid and the annual increase in the officers' salaries

shall not exceed 5 per cent over 1968 amounts. No bonus

shall be paid to any employee or officer who is a stock-

holder.

In the case of Bank A, the credit investigator

differentiates on the following grounds: (a) the maturities
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of the loans are different; it is five years for Jaytee

against three years for Roysons, with the same interest

rates for both, (b) the recapture clause states 50 per

cent for Jaytee against 20 per cent for Roysons, and (c)

another short-term loan is recommended for $275,000 for

Jaytee at 3/4 per cent above prime rate and for $225,000

for Roysons at 1/2 per cent above prime rate. In each case

the amount of term loan is limited to the purchase price

of the plant to be acquired.

The loan officer differentiates in the interest

rates only. It is 3/4 per cent for Jaytee and 1 per cent

above the prime rate for Roysons. The recapture clauses

remain as recommended by the credit investigator.

In the case of Bank B the credit investigator and

the loan officer differentiate on the following grounds:

(a) collateral is required from Roysons but not from

Jaytee, (b) dividends are restricted to 10 per cent in the

case of Jaytee and 5 per cent in the case of Roysons, and

(c) while specifying the amounts of working capital, both

take into consideration the deferred income taxes. This

is shown in the current liability section, but is accounted

in computation of working capital requirements. The

working capital is lower in the case of Roysons. It is

$70,000 suggested by the credit investigator and $100,000

by the loan officer, in contrast to $300,000 for Jaytee

stated by both of them.
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In the case of Bank C, both the credit investigator

and the loan officer make the same common recommendation

for both the companies. They ask for collateral in both

cases. Terms of loan are the same for both the companies.

In the case of Bank D, the differences seen by both

the credit investigator and the loan officer are indicated

in the same manner. The credit investigator does not

recommend any rate of interest. This is left to the loan

officer to decide in this bank. The only difference made

by the loan officer is 1/2 per cent in the interest rate.

Collateral is demanded from both the companies.

The results of the analysis of these studies

support the results from the questionnaire survey: loan

officers do perceive differences between the two companies,

but they do not assign significantly different lending

terms in Spite of these differences.

Summary and Conclusion
 

This chapter has provided a complete presentation

and analysis of the data collected in response to the

questionnaire survey and the field studies. The question-

naire was sent to a number of randomly selected loan

officers in large commercial banks in Chicago, Cleveland,

Detroit, Indianapolis and Milwaukee. The data collected

on the two parts of the questionnaire are separately pre-

sented and analyzed.
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Analysis of Part I
 

In response to the first question in Part I,

sixty-five of the respondees prefer one company or the

other. Only five express equal preference for both. In

response to the second question, twenty-two indicate weak

preferences, thirty-three show moderate preference, and

ten state strong preference. Higher net income, better

debt to worth ratio and larger net worth are the main

reasons given for the preference.

Statistical Analysis Part I.--For statistical
 

analysis, the null hypothesis tested is that P, the pro-

portion of officer influenced by the difference in

accounting method, is less than or equals 30 per cent.

Graphs are drawn showing the probability of ob-

serving the sample proportion as function of the population

proportion. The data for graphs are computed using the

first term of Wise's34 approximation to the hypergeometric

distribution. Variances and standard deviations are esti-

mated. Confidence limits are computed as recommended by

35 The data reject the null hypothesis P s .3Cochran.

at level a = .05 both under normal conditions and existing

conditions when there is an acute shortage of loanable

funds.

 

34. .
Wise, op. Cit.

35Cochran, op. cit.
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Analysis of Part II
 

In the Part II analyzed separately, there are

eight questions to be answered under both the normal condi-

tions and existing conditions. The eight questions relate

to the usual terms appearing in a term loan agreement.

However, two more questions are answered under existing

conditions. In these questions the participants are asked

to apportion two different amounts between the two com-

panies. The two companies are similar except for the

difference in accounting for income taxes. Any difference

in answers to the questions can be attributed to the

difference in the accounting methods. The number of

officers who differentiate between the two companies range

from one in case of question number two to eighteen for

question number one under normal conditions. Under exist-

ing conditions they range from two in case of question

number two and three to sixteen for question number one in

the first eight questions.

Statistical Analysis Part II.--Data showing the
 

probability of observing sample proportions as function of

the population proportions are tabulated. Variances and

standard deviations are calculated. Confidence limits

are computed for observations up to ten by using statistical

tables by Fisher and Yates.36 For the number of

 

36Ronald A. Fisher and Frank Yates, Statistical

Tables for Biological, Agricultural and Medical Research

TLondon: Oliver and Boyd, 19637.
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observations in the sample exceeding ten but below twenty-

three, confidence limits are found in Romig's37 tables. The

null hypothesis, P s .3 could not be rejected at level

a = .05 and even at level a = .l for any individual

question.

The results from question number nine and ten are

tabulated and graphs are drawn showing the probability of

observing the sample proportion as a function of the pOpu-

lation proportion, as is done in Part I. Variances and

standard deviations are computed. The data for question

nine rejects the null hypothesis at level a = .05, while

the data for question ten does not reject the null hy-

pothesis even at level a = .10.

The individual loan officer places different

emphasis on the basic factors for judging credit worthiness

and on stipulating the various lending terms. Accordingly,

one officer may indicate a difference in one term only.

Another officer, who places major emphasis on the financial

statements, may differentiate on more than one term.

Results are tabulated for the proportion of officers

who differentiate on one or more question. Data are com-

puted as was done for Part I and graphs are drawn showing

the probabilities of observing the sample proportions as

a function of population proportion. Variances and standard

 

37H. C. Romig, 50-100 Binomial Tables (New York:

John Wiley and Sons, 1952).
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deviations are calculated. Confidence limits are computed

according to the recommendations of Cochran.38 The data

rejects the null hypothesis that P s .3 at level a = .05.

The results of the field studies support the re-

sults from the questionnaire survey: loan officers do

perceive a difference between the two companies, but they

do not assign significantly different lending terms in

spite of these differences.

The next chapter presents the evaluation of the

results of the questionnaire survey and the field studies

followed by implications and suggestions for the accounting

profession.

 

38Cochran, Op. Cit.



CHAPTER VII

EVALUATION IMPLICATIONS

AND SUGGESTIONS

Introduction
 

This chapter presents the evaluation of the results

of the questionnaire survey and the field studies dis-

cussed in the last chapter. It then discusses the impli-

cations and suggestions for the accounting profession.

Evaluation of the Results of the

Questionnaire Survey and

Field Studies

 

 

 

From the analysis and discussion of the data in

Chapter VI it may be observed that the accounting methods

under investigation influence the decisions of the loan

officers.

Effects on Financial

Variables

 

 

In the section on financial analysis in Chapter IV

and V pages 94 and 152 it was observed that the different

methods of accounting for income taxes result in different

figures for income tax expense, net income, retained

earnings and net worth.1 These affect the measures of long

term solvency, and profitability.

 

1See Chapter IV, page 94; also Chapter V, page 152.
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Effects on Decision Making
 

It appears that the financial variables affected by

difference in the methods of accounting are considered

important in decision making by the bank officers. This

is evident from the reasons they give for their preferences

in part one of the questionnaire. As indicated in Table 11

(n1 page 182, that the three main reasons given are higher

net income, better debt to net worth ratio, and larger net

worth. The other reasons given are also related to the

financial variables affected by the accounting methods under

study, directly or indirectly. Further, the accounting

methods under study do not affect current assets or cur-

rent liabilities. It can be observed that there is prac-

tically no difference in answers to question number three

in part II. This question pertains to working capital

. 2

requirements.

Behavioral Explanation
 

At this point the discussion in the section on

behavioral analysis3 may be recalled. Human beings can

use only a limited amount of information effectively in

making decisions.4

Use of Surrogates.--If a decision situation is too
 

complicated, the decision maker tends to consider simpler

 

2See Chapter VI, pages 204 and 212.

3See Chapter IV, pages 123 to 144.

4See Chapter IV, page 132.
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factors even though he may realize that they are only

surrogates of what he ultimately wants to consider in his

decision process. Further, the principals may be too

costly to obtain or take into consideration. Therefore

the decision maker uses surrogated data instead of the

principals.

A credit man is willing to make decisions on the

basis of financial statements prepared by a qualified

accountant under generally accepted accounting principles,

although the credit man may be capable of performing an

independent investigation of the financial statements of

the borrower. The use of different methods of accounting,

all of which are included in generally accepted accounting

principles, results in different measurements of the sur-

rogates. This probably explains the results of the inves-

tigation.

The officers recognize that they use surrogated

data in their decision making. They want these surrogates

to be satisfactory representations of principals. To

insure this, they prefer an unqualified opinion by a

certified public accountant. This provides them with

evidence that the financial statements are prepared under

generally accepted accounting principles. The discussion

with various loan officers revealed that the reliance on

financial statements is influenced by the reputation of

the accountant certifying the statements.
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Functional fixation.--Another explanation may be
 

found in the psychological concept of functional fixation.

This appears in most human behavior in which the person

attaches a meaning to a title or object, for example net

income or net worth, and is unable to see an alternative

meaning or use. If outputs from different accounting

methods are called by the same name such as net worth, net

income, the decision maker may tend to neglect the fact

that alternative methods have been used to prepare the

outputs.

The Einstellung effect.--Still another explanation
 

may be given by a similar concept in the linguistics

5 Under this it is assumedcalled the Einstellung effect.

that once the subject has arrived at what appears to be a

satisfactory verbal label for the situation, he will gen-

eralize this label (or formula) completely. He will, in

other words, respond more to the label, to the linguistic

description of the situation, than he does to the actual

one. It is as if the presence of an apparently viable

verbal label actually blinds the subject to the reality.

He sees only what the words lead him to expect and does

not respond to the objective situation.

Effects on Lending Terms
 

From the analyses of the data collected on lending

terms, it can be observed that the effect of different

 

5See Chapter IV, page 139.
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methods of accounting for income taxes is not reflected

to a significant extent in all the lending terms.6 This

may be explained as follows.

Difference in emphasis.--The individual loan officer
 

places different emphasis on the basic factors for

judging credit worthiness and on stipulating the various

lending terms. Accordingly, preference for one company

may be indicated in one term only. The officer may believe

that the difference in one lending term7 will compensate

for the perceived difference in the company due to a

variation in the financial variables. Another officer

who places major emphasis on the financial statements

rather than the personal factor may not be satisfied by

indicating difference in one term of lending only. He

may therefore indicate his difference in more than one

term.

Pressure on banks.-—There are lending terms in
 

which the banks do not exercise much discretion. Examples

are interest rate and compensatory balances, discussed

earlier.8 Some officers do not want to limit the salaries

of officers unless they are quite disprOportionate to the

activities of the corporation. This may also be the case

with dividends.9

 

6See Chapter VI, pages 218 and 219 for tabulated

data.

7See Chapter VI, pages 219, 220.

8See Chapter VI, page 203.

9See Chapter VI, page 206.
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Interest rates on term loans are higher than on

short term loans. Pressure on the banks to maintain

earnings under normal conditions enhances their willingness

to grant term loans. There is competition in the industry

during normal times. The bankers may not have much dis-

cretion in differentiating between two similar borrowers

in all the lending terms because of differences in the

financial variables when these are above their acceptable

standards. Even under existing conditions when there is

acute shortage of loanable funds, they cannot differen-

tiate much on the lending terms but can resort to credit

rationing.

This may explain the reason for similar answers for

the lending terms under normal and existing conditions.

However, in case of allocation of limited funds under

10
existing conditions significant differences are observed.

More information.--The loan officer receives more
 

financial data from the borrower than is given in the

usual financial statements. He receives the comparative

financial statements for the previous three to five years

along with cash flow statements for comparison. He also

receives the projected financial statements for three to

five years. The projections give the loan officer some

knowledge of a firm's future financial position. The

information in the financial statements is also more

detailed. Besides the information received from the

 

10See Chapter VI, pages 215-217.
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borrowers, the loan officer also has information collected

from other sources. The relative importance of an indi—

vidual item of information decreases with an increase in

the number of items of information.

Standard procedures.--In the behavioral analysisll
 

it is stated that the decision maker tries to avoid

uncertainty by creating and following standard operating

procedures. These standards may simply prescribe a maxi—

mum or minimum limit that should be observed. In other

cases, these standards may not be quite so precise. For

example, in one of the responses the participant states

as his reason for asking for collaterial:12 "A general

yardstick has been in existence for some time in banking

that unsecured term requirements should not exceed 50 per

cent of working capital or 25 per cent of net worth."

Following this standard the decision maker will ask

collateral whether the term loan requirement is 55 per cent

or 75 per cent of working capital. Existence of yard—

sticks like this seem to prevent some from indicating their

perceived differences in lending terms.

Adjustments to the data.--Some of the participants

make adjustments to the financial data. These may be for

the perceived differences in accounting methods but could

not convert to a common measurement base due to a lack of

 

11See Chapter IV, page 137.

12See Chapter IV, page 139.
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suffluflent information for conversion. It is possible

that,gfiven sufficient information for conversion to a

common base, the decisions might have been different.

Some participants exclude the amount of deferred income

taxes from total liabilities, but do not add it to the

net worth.

Implications and Suggestions

This section contains the implications of the study

and suggestions for the accounting profession.

From the perusal of the responses to the question-

naire and from the discussion with the loan officers, it

can be observed that accounting data plays an important

part in the decision process of the users of the financial

information described in this study.

Effects of Different Methods

of Accounting

It is the contention of this study that the use of

different methods of accounting for income taxes affects

the decisions of the loan officers in making term loans.

It has been indicated that the diversity in methods of

accounting affect the decision maker. The different

methods of accounting create apparent differences in

financial variables which prevent the decision maker from
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seeing the real differences or similarities in the reported

activities of the firms.

It was not expected that all the participants would

have come to the same conclusion. As already mentioned

different officers may give different weights to the

The evalu-various items considered for decision making.

Theations made by these officers are not comparable.

financial variables are not measured on the same basis.

Unless the decision maker is in a position to convert all

these variables to a common measurement basis, his com-

parison will be meaningless.

Uniformity in Accounting

Under these circumstances it may be argued that the

ideal situation would be one where there is no basis for

That is, there should be no alternativedifferences.

methods of accounting. It is the use of alternative ac-

counting methods that produce different financial measure-

Comparability of financial data within a companyments.

at different points of time and between companies is highly

desirable and of great importance. Wherever and whenever

the user of the financial data has to make a choice, he

Comparisons require comparabilitymust make comparisons.

of financial statements over time and between companies.

To achieve comparability there should be uniformity in the

methods of accounting .
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This uniformity of accounting methods is opposed by advo-

They arguecates of flexibility in accounting methods.

that uniformity limits any immediate development of alter-

This endangers future progress bynative procedures.

stifling present initiative and innovation in accounting

practices.

They point out that the present progress in

accounting practices has occurred through evolution based

on many companies adopting and improving the practices

Secondly, uni-first pioneered by an imaginative few.

Further, they cite theformity is difficult to implement.

13 These industries haveexample of regulated industries.

There is some diversity innot fully achieved uniformity.

accounting practices in spite of the uniformity they have

in the conditions under which they operate.

This controversy over uniformity is not new. But

an over emphasis on this objective over the years has

hindered agreements on which methods best serve the proper

The problem of uniformity isobjectives of accounting.

that different things are not in fact comparable, and that

any attempt to make them so leads inevitably to a devotion

to form rather than substance. It is possible that some-

times the efforts towards uniformity may distort or ob-

Furtherliterate some very significant differences.

13Weldon Powell, "Putting Uniformity in Financial

Accounting Into PerSpective," Law and Contemporary Prob—

lems, XXX (Autumn, 1965), 675.
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efflntstcward uniformity by creating the illusion of uni—

fonfltyIand hence of comparability), may encourage the

user to base his judgments on those factors alone and to

ignore important fundamental distinctions.

bked for flexibility.--From this controversy it can

be amxfluded that some degree of flexibility is necessary

in order to provide for the changing conditions and varying

Thiscrnnmmtances existing in the real business world.

pohuzseems to have been disregarded by the Accounting

Principles Board in its quest for narrowing the differ-

This is apparent from the pronouncement in itsences.

Comprehensive income tax allocation isOpinion No. 11.

required regardless of when, if ever, a net reversal is

This may suggest that the Board isexpected to occur.

However, the proper objective is theseeking uniformity.

elimination of unjustifiable differences in accounting,

while preserving an.adequate flexibility to handle real

Further, in several cases, there isdifferences in cases.

Inno gnflilished evidence of adequate study or research.

914
at least the case of Accounting Research Study No.

the published research appears to have been directed

towards implementation rather than towards foundation.

Selection of a uniform method.--Accounting is a

In all its development, the needs andservice profession.

14Homer A. Black, "Interperiod Allocation of Cor-

porate Income Taxes," Accounting Research Study No. 9

Also see page 42 of CEapter II(New York: AICPA, 1966).

for discussion of this point.
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views of the users of financial information should be

The information provided should help users todominant.

In narrowing down the alternative methodsmake decisions .

of accounting, the first step should be to study the

effects of various alternative methods, and then to select

the method which provides the users with the most useful

information for his decision making. It is possible that

different methods may be useful to different users because

of differences in their objectives. In that event the

objective which would be in greatest harmony with the

overall economy is preferable.

Conversion Statements

Having made a decision about the one uniform method,

the next logical step is to accommodate the other users

of the accounting information whose objectives require

This can be done bythe adoption of a different method.

Some conversion isproviding conversion statements.

Intangibles are excluded by loanobserved in this study.

Prepaid expenses areofficers when computing net worth.

However,excluded from current assets by some officers.

these conversion statements should be included in the

financial statements.

Need for conversion statements.--Sometimes unifor-

mity may eliminate useful information. By obscuring the

economic facts in particular circumstances, it is possible

that more will be concealed than revealed and will be
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positively misleading. Sometimes different methods may

be preferable in different industries from the point of

View of feasibility. To accommodate all these needs and

still enable comparability, variance statements or con-

version statements could be developed which could then be

included in the financial statements.

[EvelOpment of conversion statements.—-One method

couhitm adopted for general use. Which method it should

kmeshould be decided by the Accounting Principles Board

(the authortative body in the profession) on the basis

discussed above. Deviation from this should be permitted,

However,to allow for the special case of some industries.

those who deviate should be obliged to provide conversion

statements. This statement should convert the financial

variables from the method adopted by the industry to the

Similarly, within one industry an indi-general method.

vidual firm may adopt a different method from the others

under justifiable circumstances. Again, conversion state-

ments should be provided to enable conversion to the

Forindustry standard and also to the general standard.

example, take the case of allocation of income taxes.

Comprehensive allocation may be the general standard and

also the industry standard. A firm using flow through

method for valid reasons may provide conversion statement

as follows :
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Conversion Statement

 

 

Deferred .

Income :etained

Income Net Tax arnings

Tax Income

Cumula- Cumula-

Current tiveCurrent tive

 
Under flow

$... $... $... $... $... $...through

($...) ($...)Difference* $... ($...) $... $...

Under com-

prehensive

allocation $... $... $... $... $... $...

*Due to difference in methods of accounting for

income taxes when timing differences between taxable income

and pre-tax accounting income exist.

Cost of Implementation

The old argument about the cost and time-consuming

But thiseffort required to provide data may be given.

argument may not be effective in the presence of the

Once the task is programmed, the computer cancomputer.

However, thecarry it out quickly and usually cheaply.

cost question can also have a salutory effect on uniformity.

Those who deviate will consider all these factors and

this may make a deviation for minor reasons unattractive

Or it may be consideredand thereby increase uniformity.

another imposition, like taxes, made in the public inter—

est for comparability in financial statements.

Budgetagy Data

Another suggestion that stems from this study is

the inclusion of further data in the financial statements.
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The credit grantors require and receive projected finan-

cial statements, including future capital investments and

cash-flows from the prospective borrower. These help them

in their lending decisions. They provide some fore-

knowledge of a company's future cash-flows and of the

elements of both planning and chance which have conditioned

This additional information will betheir composition.

beneficial to the stock-holders for making investment

decisions.

Arguments Against

Budgetary Data

However arguments can be advanced against providing

this additional information: (a) Will it be reliable?

(b) Will not this provide competitors and others with

information that may harm the interests of the firm? (c)

Is there a threat of action under SEC Rule 10b-5?, and

(d) Is it costly to implement?

Reliabiligy.—-Regarding reliability, it may be

 

suggested that in due course auditing procedures for bud-

gets can be evolved which may be similar to the auditing

procedures for financial statements. Until then, the

financial statement should include the budgetary data

along with the actual data, so that over a period of years

the user can have a fair idea of the reliability of the

budgetary data. The management should explain the vari-

ances from the budgets.
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Information to competitors.--Regarding information

to competitors it appears that within a given industry

standards of disclosure could be agreed upon. This dis-

closure then will not impair the interest of the firm or

stockholders.

SEC Rule 10b-5.--Recent proceedings involving SEC

Rule lOb-S discourage the expansion of the amount of

information presently available in financial reports.

ButLegal advisors to management dislike any forecast.

another important question is whether or not the infor-

mation given to the credit grantor in support of a loan

application constitutes as "insiders' information." How

can the management be sure that such information is not

used by the user for any purpose other than that intended?

The only answer that can be suggested is disclosure.

Cost of Implementation.--The additional information

to be provided to the other users is already computed for

supporting a loan application. Even otherwise the argu-

ment may not be effective in the presence of the computer.

Once the task is programmed, the computer can carry it

Or it may be consideredout quickly and usually cheaply.

another imposition, like taxes, made in the public inter-

est for better and more useful information in financial

statements .
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Summary and Conclusion

Nus chapter has presented an evaluation of the

remfltscfi'the questionnaire survey and the field studies.

The difference in methods of accounting affect the finan-

cfialnmamues and hence the decision making. This may be

dmeto: (a) the use of surrogates, (b) functional fix-

atunn or (c) the Einstellung effect. the effectHowever,

is mmzreflected significantly in all the lending terms

(a) difference in emphasis, (b) pressure on thedue to:

(d) standard procedures, orbanks, “0 more information,

(e) adjustments to financial data.

The contention of this study has been that the

diversity in accounting methods affect the decision maker.

It is suggested that:(a) there should be uniformity

in accounting methods, (b) conversion statements should

.be provided.in genuine cases of deviation, and (c) pending

the attainment of uniformity, budgetary data should also be

provided to other users.

'Fhe final chapter presents a general summary and

conclusions.



CHAPTER VIII

SUMMARY AND CONCLUSIONS

This study investigates the effects of alternative

methods of accounting for income taxes used in the prepa-

ration of financial statements on the term loan decisions

of large commercial banks.

Reporting income taxes in financial statements is

one of the significant areas of corporate accounting

because of the high rates of income taxes and the impact

they have on both the business and national economy. The

most important and difficult question in accounting for

income taxes today stems from differences in taxable in-

come and accounting income. Permanent differences are not

the subject of controversy but the timing differences are

because they give rise to the problem of allocation.

The tax allocation issue has generated an unabated

controversy. The arguments for and against allocation of

income taxes seem logical and rational from different

points of views. The Accounting Principles Board supports

the comprehensive allocation of income taxes and makes it

obligatory for CPA's to disclose and justify any departure

from the recommended method. When accountants who adopt

266
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or approve methods differing from the opinion of the APB

are obliged to justify their actions, it would seem appro-

priate to require that such pronouncements should represent

not only the controversial preferences of a two-thirds

majority of the Board members but also be supported by an

adequate research into users' needs.

When the controversy continues and the profession

is divided on the question, the matter can be decided best

needs. The first step is toby reference to the users'

determine whether or not the debated alternative methods

affect the decisions of the users. This is the purpose of

this study.

The first chapter discusses the need for and purpose

of the study and describes the research technique adopted

for this study.

Allocation of Income Taxes

In the second chapter, the variations in the methods

of accounting in different areas have been described with

a detailed discussion of interperiod allocation of income

taxes. The chapter begins with a general discussion on

the availability of alternative methods of accounting.

This is followed by a listing and description of some

alternative methods available in the areas of inventories,

depreciation, cash flow, leases and income taxes. The

allocation of income taxes is discussed in some detail.
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The discussion includes the nature, historical background,

illustration and arguments for and against the allocation

of income taxes.

Nature and Processing of

a Term Loan

 

Credit grantors are important users of financial

statements, and term loans represent a significant prOpor-

tion of commercial loans made by large banks. Chapter III

discusses term loans in terms of the nature, development,

and reasons for making term loans. It also includes a

discussion of the processing of term loans by the banks.

Effects of Alternative Methods

of Accounting
 

After the discussion of allocation of income taxes

and of term loans, the stage is set for discussing the

effects of the different methods of income tax allocation

on the decision to grant a term loan. Accordingly, Chap-

ter IV discusses the effects of alternative methods of

accounting. In the financial analysis section, the effects

of different methods of accounting in the areas of inven-

tory and depreciation is discussed as an illustration of

the general pattern of the effects of the different

methods on financial variables. The effects on different

financial variables which occur because of the allocation

of income taxes, namely income tax expense, net income and

net worth, are discussed. The various measures of
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profitability and solvency on interest rates and other

lending terms are discussed. The relationship between

availability of credit and interest rates is analyzed.

A behavioral analysis follows the economic analysis.

In this section, discussion focusses on the behavioral

aspects of accounting and decision making. It includes a

discussion of the decision making process and the relation-

ship between the decision input and the decision output.

The latter part of the section discusses the role of

accounting in decision making.

A preliminary discussion of principals and surro-

gates is included because accounting measurements are sur-

rogates. Some reasons for using surrogates are investi-

gated. Accounting principles are compared to the rules of

grammar in linguistics and an analogy is drawn. Based on

this anology, it is shown deductively that different ac-

counting principles affect the behavior of the users of

accounting information in ways similar to the rules of

grammar in linguistics.

The next chapters discuss the questionnaire survey

and the field studies. The purpose of the questionnaire

survey iii to study the relationship between the alterna-

tive methods of accounting for the allocation of income

taxes and the decisions made by loan officers. For this

purpose two models are structured.
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Description and Results of

the Experimental Models

 

 

Chapter V describes the models used in the inves-

tigation. These models are developed from the information

obtained from the Annual Statement Studies of the Robert

Morris Associates, Technical Study No. 5 of the National

Commission on Food Marketing, and detailed data provided

by the controller of a large bakery. Financial statements

for the previous five periods and projections for five

years are prepared for two companies which are similar

except for their method of allocating income taxes. The

results of using two different methods of allocation of

income taxes on the financial variables of the two com-

panies are discussed. Comparative figures for both the

companies are given under comprehensive allocation and

under partial allocation.

Results of the Questionnaire Survey

and field Studies
 

Chapter VI gives the analysis and discussion of the

results of the questionnaire survey and field studies. The

two companies are similar except for their method of ac-

counting for income taxes. Any difference shown by the

participants in their evaluation of the two companies can

be attributed to the difference in the accounting method.
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Analysis of Part I of

the Questionnaire

 

 

In the first part of the questionnaire the partici-

pants were asked to give their preference and the ratio-

nale for their preference of one or the other company. A

significant number showed a preference for one or the

other company. The statistical analysis rejects the null

hypothesis that the proportion of loan officers who are

influenced by the accounting method equals 30 per cent or

less at level a = .05.

Analysis of Part II of

the Questionnaire

 

 

Part II discusses the data collected on the various

terms of lending. The effect of the different accounting

method is not reflected to a significant extent in all of

the lending terms. The statistical analysis does not

reject the null hypothesis for the eight questions relating

to the lending terms, both under normal and existing con-

ditions. However, data from question nine rejects the null

hypothesis at level a = .05, but the data from question ten

does not reject even at level a = .1. Taking the over all

view of the lending terms the data rejects the null hy—

pothesis at level a = .05.

Field Studies
 

Another attempt was made to study the effects of

alternative methods of accounting for income taxes without
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requiring the loan officers to make comparisons. This is

reported in the latter part of this chapter. Four studies

were conducted. The results of these studies support the

results of the questionnaire survey.

Evaluation Implications

and’Suggestions

 

 

In Chapter VII an attempt is made to evaluate the

results of the study and present implications and sugges-

tions for the accounting profession. The probable expla-

nation for the results is that the loan officers use surro-

gated data and they usually rely on the auditor's opinion

for the applicability of generally accepted accounting

principles. There are alternative accounting principles

included in the generally accepted accounting principles

and the auditor has no reason to qualify his opinion which-

ever of the accepted alternatives may be used by the cor-

poration.

The loan officer may not ask any question about the

financial statements when there is an unqualified opinion

because:

The best illustration of how difficult it is for a

single individual, and certainly a non-professional

like me, to attempt to discuss this subject briefly

rests in showing you the book "Inventory of Generally

Accepted Accounting Principles for Business Enter-

prises" which runs to 470 pages.15

 

15A. L. Nash, "Substandard or Inadequate," Journal

of Commercial Bank Lending, L (August, 1968), 17.
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The alternative methods of accounting for income

taxes affect the financial variables considered by the

loan officers and hence affect their decisions. However,

the influence is not reflected significantly in all the

individual lending terms because different loan officers

do not place similar emphasis on basic factors. They may

indicate the influence in any one or more lending terms.

They have more detailed information collected from various

sources. The relative importance of the individual items

of information decreases with an increase in the number of

items of information. Competition in the industry or the

standard procedures or adjustment of financial data may be

the other reasons for this lack of significant influence

on all the individual lending terms.

It is suggested that there should be uniformity in

accounting methods to avoid this problem altogether. How-

ever, genuine deviations may be allowed but those who

deviate should be obliged to provide conversion statements.

Pending the development of uniform accounting

methods the other users should also be prOVided with

additional data which at present is given to the lenders.

This will reduce the degree of the influence of variations

in methods of accounting.
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APPENDIX A

COVER LETTERS AND DATA SENT TO

PARTICIPANTS



g g

MICHIGAN NATIONAL BANK

turns: (‘nnxx (Mam FLINT GRAND Limos GRAND RApms

IANHING MARSHALL PORT HURON BAGINAW

 

LANSING. {VIICHIGAN

EDWARD p. MINICH

AOOIIYANY VIC! 'RtflimflT

Dear Mr.

I have worked very closely with Trib Jain on a project which

should complete information for a Ph.D. dissertation. When

completed his dissertation should yield a better understand-

ing Of relationships between accounting and credit granting.

After you have read all the material enclosed, I will

appreciate your completing the questionnaire and returning

it to Trib in the enveIOpe provided. I am sure the spread

sheets will enable you to complete the questionnaire even

though you may be a specialist in another line. If he has

not received your reply in approximately two weeks, Trib

will personally call on you to pick it up.

A summary of the results of the survey will be sent to you

when compiled. Thank you again for your COOperation.

Very truly yours

Edward P. Minich

President, Michigan Chapter

Robert Morris Associates
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MICHIGAN STATE UNIVERSITY East Lansing ° Michigan 48823

 

Graduate School of Business Administration

Department of Accounting and Financial Administration . Eppley Center

Dear Mr.

I am currently working on a research project in the Department of Accounting

and Financial Administration for a doctoral dissertation. This research deals

with lending decisions by banks on a term loan application.

Your name has been selected as one of the participants from a list of Robert

Morris Associates Members. I request your cooperation in this research by res-

ponding to the questionnaire enclosed along with other data. The data relates

to two companies to be compared and has been generated separately. These companies

are hypothetical bank customers and are applying for term loans. You as an officer

of the bank dealing with loan applications are requested to give your recommenda-

tions and/or decisions on each application.

I assure you that your name or any information provided will not be revealed

as such in any case. While drawing inferences, the reference will be by A.B.C.

and not by any names, thus the identity of the participants cooperating in this

research will not be revealed.

I will very much appreciate your assistance. You are welcome to ask any

question and or make any comments. I shall be very happy to provide you with

a copy of. the conclusions and hope they may be of interest to you as a bank

officer.

Yours sincerely ,

Tribhowan Jain
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RETURN QUESTIONNAIRE

If you make further assumptions and or adjustments to the data provided in order

to complete this questionnaire, please state them in the space provided on the next page.

1. Please indicate the company you would prefer. Jaytee Royson

(a) in the light of normal conditions.

(b) in the light of existing conditions when there

is an acute shortage of loanable funds.

2. Indicate the degree of your preference in 1 above, Strong Moderate Weak

(a) in the light of normal conditions.

(b) in the light of existing conditions.

3. Please briefly give the reasons for your preferences stated above, in the space

provided on the next page.

Nbuld you please fill in the following schedule?

 

 

 

 

     

CONDITIONS

Normal Existing

Jaytee Royson Jaytee Royson

1. The rate of interest to be charged. ; 2 z 2 Z

2. The compensatory balances to be

maintained. 2 Z Z Z

3. “him mrking capital to be had 0...... $0.00... $0.00... $......

4. Maximum amount of further debt the

companies would be permitted. ....... $....... $....... $......

5. Maximum.amount of annual dividends

tabepemitted. 0...... $00.0... $000.... $......

6. Maximum amount of officers' salaries

tObepemitted. sessess $0.00... seasons. $000000 h

7. If you think that the companies shoul

obtain.more net worth by selling more ....... $....... $....... $......

stocks, how much stock would you sug- ‘

gest for each company. Please give

the minimum figures suggested. I

13. Would you demand collateral? If yes Yes Yes Yes Yes

please state the reasons for this in fig“ No No No

the space provided on the next page. :3:

‘9. If, due to acute shortage and previous commitments $....... $.......

of loanable funds, the amount available for lending

be $500,000, how would you allocate this amount

between the two companies.

11). If the amount available in 9 above is $800,000, how

would you allocate. $....... $.......     
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Assumptions:

Adjustments:

Reasons for preference:

Reasons for demanding collateral:

Any comments you would like to make. Please indicate the time spent.

Page 2
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Page 3

Additional Comments:



JAYTEE

FINANCIAL STATEMENTS

BAKERIES JAG.

 
 

 
 

 

 

 

 
 

 

 

 

 

 

 
 

   
 

   

 

 
    

 

 

   

 
      
 

 
 

  
 

 
 

  
     

 
 

       
 

 

spread in Thousands Actual Prgjvclions

For the Period Ending 12-31 12-31 12-31 12-31 6-30 12-31 12-31 12—31 li-‘l Is-Jl

1965 1966 1967 1908 1909 1909 1970 1071 "133;._33;g___m

1 ALT 51LL5 9528 8281 8585 8943 4600 4648 11464 11842 12-09 12600

\ LL88: Materials Used 4403 4131 3981 4075 2112 2145 5315 5475 5551 5684

L 5 Direct Labor 647 612 630 629 336 337 838 874 874 90:

r 1 Other 012. Expenses 1057 971 1012 1011 52 530 I333 1384 1396 1447

L A 6051 of Guuuo JUL“ 6107 5714 5623 5715 2981 3012 7486 7733 7801 8039

L f 00055 MAHOIN 3421 2567 2962 22 1619 1636 3978 1109 4.08 4561

d 1L053 Sales 8 Delivery Expenses 2239 1640 1854 2164 1076 1088 2545 2648 2905 2999

‘ Gcn'l \dmn. EXpenses 391 605 575 563 281 284 780 797 519 820

g Officers Salaries 200 124 132 170 78 79 200 214 211 217

r Other Echnscs (Net) 76 41 67 45 28 27 68 71 79 as

income Fax Provision 93 25 118 99 58 58 139 142 101 187

Nor 1360MB 222 132 216 187 98 100 240 237 -80 253

Cash Balance (Opening) 33 39 34 2 41 42 43 53 54 54

PLUS: Receivubic Collections 9457 8301 8512 8928 4643 4639 11348 11823 12189 12580

C Other: 44 64 75

A Bank Loan Proceeds 150 150 116 133 122 27 529 91 88 74

s IQTAL 9684 8554 8737 9103 4806 4708 11920 11967 12331 12708

H LESS: Trade Payables 4404 4119 3954 4108 2095 1’138 5283 5475 5532 5680

Direct Labor 652 611 633 632 332 335 842 875 t73 911

p Other M}g. Expenses 990 884 937 929 473 p 485 1227 1258 1257 1301

L Sales Delivery Gen'l Admn. 2766 2197 2373 2667 1325 $1342 3238 3357 3630 3720

U Fixed Asset Addition 367 — 59 156 140 - 75 653 274 205 236

“ Income fax 34 93 25 118 99 - 116 139 142 161

Officers Salaries 198 127 132 168 78 5 80 204 213 214 217

Dividends 120 60 150 120 60 , 60 120 120 150 150

Other Expenses 79 38 69 44 28 ! 28 68 71 80 86

Others' 241 213 4 i ; l4 2 3

Bank Loan Repayments 135 150 150 116 1:3 : 122 102 129 191 188

_:!OTAL 9645 8520 8695 9062 4764 4665 11967 11913 1227‘ 12652

Cash Balance (Closipgli 39 34 42 41 42 43 53 54 54 56 .

B ASSETS

5‘ Cash 39 34 42 41 42 43 53 54 54 56

L Marketable Securities - 38 51 55 56: 56 70 72 75 77

A Receivables (Net) 447 427 500 515 472; 481 597 616 636 656

N Inventory (Not; 377 348 367 397 373? 378 472 487 492 507

c Other (Prepaid 47 36 41 42, 43', 45 53 55 59 61

a ttuNENr ASSETS 910 883 1001 1050 986f‘1003 1245 1284 1316 1357

Fixeu Assets (Net) 1813 1617 1541 1529 1650 ‘1572 2011 2058 2034 2022

S Other Non-Current Assets 269 265 190 215 155 230 245 255 253 255

H TOTAL ASSETS 2992 2765 2732 2794 2791 ‘2805 3501 3597 3603 3634

E ABILI ES 3

E Notes Payable Banks 150 150 116 133 122': 27 29 91 88 74

T Trade Payable 313 305 340 330 340 I 350 448 457 461 474

Income Tax 93 25 118 99 58 i 116 139 142 161 187

Current Maturities 203* 200* - - - 5 - 100 100 100 125

Accruals 115 95 102 109 110 § 111 139 144 150 153

CURRENT LIABILITIES 874 775 676 671 630 3 604 855 934 960 1013

Term Loan 200' - - f - 325 225 125 -

Convertible Debentures 400 400 400 400 400 1 400 400 400 400 400

TOTAL LIABILITIES 1474 1175 1076 1071 1030 31004 1500 1559 1485 1413

Common Stock 1350 1350 1350 1350 1350 [1350 1350 1350 1350 1350

Retained Earning 168 240 306 373 411 ' 461 571 688 768 871

NET NORTH 1518 1590 1656 1723 1761 1801 1921 2030 2118 2221

TOTAL LIABILITIES & NET WORTH 2992 2765 2733 2794 2791 2805 3501 3597 3603 3634

WORKING CAPITAL 36 108 .25 379 356 399 390 350 350 300

bapaschfidu"' 135 136 186 143 79 78 199 217 281 216

CASH FLOW“. 357 268 :61 330 l 7 178 039 404 461 499

EssiZEofifE: .977 .74 ,66 .62 .69 .56 .8. , , 0 .
 

“Equip-ent Obligations

I

5'08": flow 3N” Income‘PDepreoiation



ROYSUN BAKEKIES INC.

FINANCIAL STATEMENTS
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“Equipment Obligations "Cash Flow as Net Income-+Depreoiation

For the Period Ending 12-31 12-31 12-31 12-3 6-30i 12-31 12-31 12-31 12-31 12:31

1965 1966 1967 1968 1909. 1969 1970 1971 1972 19.3

1

\qT 511 S 9813 8198 8757 8854 4500i 4620 11270 11671 12039 14‘L:_

2255: unter1618 Used 4383 3974 4066 4009 2067;'2122 5180 6128 5455 5551

Direct L606: 710 611 630 620 323‘ 331 817 805 869 902

Jtner Mfg. expenses 1080 973 1031 1002 517. 532 1299 1363 1382 1423

00575 02 60008 50n0 6173 5558 5727 5631 29071 2985 296 7676 7700 7909

06055 MAuuiN 3640 2640 3030 '22: 1593111030 3950 40.5 4079 4991

L285: Sales & Delivery 8x00nses 2394 1697 1909 2187 1080 11109 2052 2586 2850 2906

uen'I Admn. ExPenses 628 62 595 549 265 l 273 744 752 834 876

Oriicers Salaries 206 131 123 168 771 78 215 223 226 238

Otner EXpenseS (Net) 79 42 70 44 271 26c 67 70 73 75

Income Tax Provision 153 64 153 135 711 72 172 178 178 210

“321“1330;3 180 83 180 140 731 75 200 -06 209 233

0118.1 1171141101: (Upcnnig 34 38 36 42 411 41 41 52 :14 5-1

1

0.05: teeeavn01e Collections 9750 8231 8672 8848 45171 4625 11158 11649 12057 2489

Others 47 105 59 3 , _

111V. imnn Proceeds 150 150 126 if“) 140 41 533 ‘01 119 Tu

yfipxg 9981 8524 8893 96:3 4693 4707 11737 11802 12-30 12018

"zz': =7L4g\ 'uvab 08 4404 3963 4044 4035 20301 2128 5151 5127 5154 5551

.255 5106;4‘1530: 715 609 633 622 3191 330 820 866 809 900

Other Mfg. expenses 1010 885 958 920 464: 485 110? }3§§ }§40 1452

56108.3611very.6en'1 Adnn. 2958 2272 2449 2670 1314| 1350 3242 3232 3694 374-

Fixed Assets Addition 292 - 46 180 111i 65 638 280 .2 «as

income Tax 36 101 20 118 1014 - 114 135 14g 154

Ofiicers Salaries 204 134 12 166 772 79 313 333 449 ‘JT

Dividends 117 58 146 117 58 59 117 117 146 146

Other Expenses 82 39 72 42 27 30 67 70 73 76

Other - 277* 210* - 6 - 14 2 4 2

flunk Loan43225ygggt§ 123 150 150 126 150 140 116 138 201 219__

TOTAL 9943 8488 8851 9002 4657 4666 11685 11748 12176 12563

Cash unionoo (Closingli 38 36 42 41 41 41 52 54 54 55

ASSETS

Cash 38 36 42 41 41 41 52 64 54 55

Marketnble Securities - 42 52 49 55 55 69 71 75 77

neoeivnbiea (Not) 464 431 516 522 ' 505 500 618 640 662 680

Inventory (Not 372 334 374 394 355 355 440 461 464 477

Other (Prepaid 49 37 42 41 41 43 53 54 58 60

cuuneNT ASSETS 923 880 1020 1047 997 994 1232 1280 1313 1355

Fixed Asset (Net) 1841 1603 1516 1533 1017 1539 1971 2093 2018 2006

tner Non-Current Assets 260 255 196 216 166 231 241 238 250 241

TOTAL ASSETS 3024 2738 2738 2796 2780 2764 3444 3557 8681 3602

LIABILITIES

Notes Payable Banks 150 150 120 150 140 441 38 101 199 75

Trade Payablos 315 301 350 339 348 342 431 440 449 50

Income Tax 101 20 118 101 57 114 135 145 154 197

Current Maturities 235- 200' - - - - 100 100 100 125

Aocruois 121 96 104 109 109 110 138 141 149 164

CURRENT LIABILITIES 922 707 098 699 654 607 842 933 971 1011

Term Loan 200' - — - - - 325 225 126 -

Convertible Debenture 400 400 400 400 400 400 400 400 400 400

Deferred Income Taxes 93 137 172 206 220 235 272 305 329, 348

TOTAL LIABILITIES 1615 1304 1270 1305 1274 1242 1839 1863 1825 1759

Common Stock 1314 1314 1314 1314 1314 1314 1314 1314 1314 1314

Retained Earnings 95 120 154 177 192 208 291 380 442 52

NET kaTH 1409 1434 1468 1491 1506 1522 1005 1694 1756 1843

TOTAL LIABJLITIMS & NsT nonTu 3024 2738 2738 2790 2780 '764 3444 3557 3581 3602

3354120 CAVITAL 1 113 328 348 343 387 390 347 342 344

02026011710N 138 133 133 143 77 78 196 215 22 L44

0150 21004» 318 216 313 283 150 153 390 421 437 477

aduT/fiuurn 1.08 .91 287 .88 .85 .82 1.15 1.1 1.04 .95
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JAXTEE BAKERIES INC.

$500,000 five year term loan to be used for payment of $360,000 to The

Rushmore Bakeries as purchase consideration for the plant, payable in the first

week of January, 1970, and $140,000 for working capital requirements. This

loan is in addition to the existing limit of $150,000.

History.

Business was started in 1958 by Mr. Allen P. Raul. In December, 1963 the

business was purchased by the present management and incorporated under the name

and style of Jaytee Bakeries Inc.

Business:

The company manufactures a large variety of bread and bread type rolls,

doughnuts and buns. The various products of the company includes white bread,

*wheat bread, rye bread, diet bread, dinner rolls, sweet rolls, brown and serve

buns, cake doughnuts and yeast doughnuts. Bread and bread type rolls account

for 85% of net sales while doughnuts and buns make up the remaining 15!.

Selling and Distribution:

The company distributes its products through 105 wholesale drivenrsalesmen

from its 10 sales depots located within a distance of 150 miles from its plant.

Sales are made to grocery stores and to two food chains. The latter accounted

for about 25% of net sales last year. Teams of sale are lllO net 20 to the

grocery stores and net 20 days to the food chains.;

Competition.

The company has been very successful due to the number of different varieties

of bread it manufactures and is ahead of its competitors in introducing new

'varieties in the market.

Employees.

The company employs 225 persons including the 105 driver-salesmen. Company's

relations with the employees are very good and so far there has been no work

stappage due to any grievances by the employees. The present contract with the
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Bakers and Confectioners Union was negotiated in April this year and will run

for four years. The contract with the six out of the ten Teamster's locals were

negotiated during March and the other four during May this year; all these will

be operative for three years.

Management.

J.T. Smith, the president, was born in 1924. Earned his B.B.A. from Wharton

School of Business and Finance in 1946 and from 1946 to 1962, has worked with

Britannia Bakeries Inc. in various capacities, lately as vice-president before

the incorporation of the company late in 1963. He is married and has two sons

and a daughter.

Mr. P.T. Smith, the vice president, was born in 1934 and earned his B.B.A.

in 1956 from University of Michigan. From 1956 to 1958 he worked in Scott

Bakeries Inc. as sales supervisor and then up to 1963 as assistant vice president.

Is married and has two daughters.

Mr. G.G. Brown, the secretary and treasurer, was born in 1925 and was a

colleague of Mr. J.T. Smith and graduated along him in 1946. He also worked

for the Britannia Bakeries Inc. and was Controller when he left it in 1963 to

,join Jaytee. Is married and has one son.

'Mr. K.K. Kamath is another colleague of J.T., is vice president, and is

.38 years old. He is a graduate of NOrthwestern University where he had his degree

:in.1955. Has served with the Biminghan Bakeries as assistant vice president

«of production from 1959-63 and before that was with the Britannia Bakeries Inc.

in a similar capacity. Is married for the second time after the death of his

first wife in 1967. Has no child.

lhinancial.

Data is given on the spread sheet for the previous five years and also pro-

jections for five years from 1969-1973. Accounts receivables were aged as follows

on the next page:
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l -- 30 days old $435,000

31 -- 60 days old $ 32,000

6l --120 days old 5,000 Total $472,000 as on June 30, 1969.

Any account which goes beyond 120 days is written off as a current charge against

other expenses and during the previous five years the amount of write offs has

averaged about $2,000 per year.

Inventories.

Inventories are based on physical count after elimination of obsolete items.‘

These are priced at cost and first in first out costing method.

Fixed assets.

These are carried at cost and depreciation is provided on a straight line

basis for financial reports.

Other Non-Currentféggets.

Plant and equipment under construction is the major item under this head.

.All the assets of the company are adequately insured against all risks. All the

officers of the company are covered under the life insurance policy taken out

by the company for a total amount of $400,000.

Income‘Tgxgs.

Provision for income tax represents the amount determined to be payable

for the period under the rules and regulations of the government, and this

amount requires no adjusMents or allocation.

Capitalization.

The company has outstanding 135,000 shares of common stock for a total paid

in capital of $1,350,000. There are also 72 convertible debentures of $400,000

which are convertible into common stock at the rate of 50 canon stock for every

$1,000 of debentures.
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Bank's relationship with the company:

The account with the bank was opened towards the end of 1963 when the

present management took over from the previous owners. The average daily

balance for the past five years has been as follows:

1964 1965 1966 1967 1968

$34,000 39,000 37,000 38,000 . 38,000

At present the balance is rather low at $27,000. The bank has made available

a commitment for a loan against notes of up to $150,000. The company has

fully utilized this limit. The present balance is $130,000 outstanding.

Present Request:

The present request is for a five year term loan of $500,000 to be used

for the payment of $375,000 to Ecko Bakeries as purchase conSideration for

the plant and $125,000 for other working capital requirements. Ecko Bakeries

is mainly manufacturer of buns and doughnuts of all varieties. At present

Royson does not carry the buns and doughnut line although it is an item the

company would like to add to its product line. The plant to be purchased

*was appraised by Lloyds and Lloyds, industrial appraisers at $390,000 as on

June 25, 1969. The company has given thought to the installation of its

facilities as against the present purchase of Ecko's and has decided in favor of

the purchase.

Extracts from the Credit Agencies Reports:

International Credit Agency Report already in the file:

Latest report dated May 25, 1969 shows as follows:

Rating m1

  

Payments:

H40. 932' P due Terms April 30, 1969 Sold

$150 M $99 M n/30 ppt over four years

$195 M $165 M n/30 ppt over five years

$140 M $85 M n/30 ppt over three years
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Number of employees 225

Record Clear

Condition Sound

Trend Up

Local Credit Agency Report Extracts.

Credit History

Date of

Kind of Date A/C Last. Highest

Business opened Sale credit

2(486) May, 1964 May 29,69 $129M

2(678) March, 1965 June 3, 69 $150M

2(897) Oct, 1966 May 31, 69 $200M

No record of mortgage or lien of any type.

judgement or collection.

Sales $8,943,000

Net worth $1,723,000

Dec. 31, 1968

Amount Amount Term of sale

owing P. due & mode of payment

$ 65M O-l

$ 95M 0-1

$129M 0-1

No record of bankruptcy or court
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ROYSONS BAKERIES INC.

$500,000 five year term loan to be used for payment for $375,000 to Ecko

Bakeries as purchase consideration for the plant, payable in the first week of

January, 1970, and $125,000 for working capital requirements. This loan is in

addition to the existing limit of $150,000. ,

Histo :

Business was started in December, 1957 by Mr. B. B. Brown in association

witthr. K. K. Garfield. In November, 1963 the business was purchased by the

present management and incorporated under the name and style of Royson Bakeries

Inc.

Business:

The company manufactures a large variety of bread and bread type rolls,

pies and cakes. The various products of the company include white bread, rye

bread, wheat bread, diet bread, dinner rolls, sweet rolls, fruit pies, cream

pies, plain cakes, layer cakes and fruit cakes. Bread and bread type rolls

account for 882 of net sales while pies and cakes make up the remaining 121.

ligament:

Mr. John K. Brown is the president of the company. He is 46 years old.

Earned his B.B.A. from University of Michigan in 1946. He has worked with

.Brothers Bakeries Inc. from 1946 to 1963 in various capacities, lately as vice-

president. He is married and has two daughters and one son.

Mr. Robert K. Brown is the vice president. He is 34 years old and is a

graduate of the School of Business, University of California, Berkeley. After

graduating in 1957, he joined Escort Bakeries Inc. as a sales supervisor: he

'was promoted to assistant vice president in 1959. He is married and has one

sons and two daughters.

Mr. K.K. Ramon, the secretary and treasurer, is 45 years old and was a

colleague of Mr. J.K. Brown and graduated along with hum in 1946. He also

worked for the Brothers Bakeries Inc. and was assistant vice-president of finance

‘when he left it in 1963 to join Royson. He is married and has a daughter.
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Mr. K. M Briggs is another colleague of J. K, is vice president. He is

39 years of age. He worked for the Brothers Bakeries Inc. from 1955 to 1963,

and was assistant vice president of production when he left to join Royson.

He is married and has a son.

Selling and Distribution:

The company distributes its products through 110 wholesale drivema1esmen

from its 10 sales depots located within a distance of 150 miles from its plant.

Sales are made to grocery stores and two food chains. Sales to grocery stores

account for 75% of the net sales. Terms are 1/10 net 20 to grocery stores and

net 20 days to the food chains.

Competition:

The company manufactures a number of different varieties of bread which is

the reason for its success. The company leads its competitors in introducing

new varieties in the market.

Employees:

The company employs 232 persons including the 110 driversalesmen

Company's relations with its employees have been very good. So far there has

‘been no strike in the company's plant or stoppage of work elsewhere in the

organization due to any grievances by the employees. The present contract with

the Bakers and Confectioners Union will run for four years. The contract with

the ten teamster's locals were negotiated in January 1969 and these will be

operative for three years.

Financial:

Data is given on the spread sheet for the previous four years up to 1968,

and for the half year ending June 30, 1969, and also projection up to 1973.





APPENDIX B

TAIL PROBABILITIES OF SAMPLE PROPORTION AS

FUNCTION OF POPULATION PROPORTION

[r = 25, 31, 34, 42, 43, 45]
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TABLE B-l.--Tail probabilities of sample proportion as

function of population proportion [r = 25, 31, 34, 42,

 

 

43, 45].

Y Y Y Y Y Y

p r=25 r=31 r=34 p r=42 r=43 r=45

.20 .44 .002

.22 .00 .45 .003

.24 .01 .46 .005

.25 .02 .47 .01

.26 .03 .48 .02

.27 .05 .49 .03 .01

.28 .07 .50 .04 .02

.29 .ll .51 .05 .03

.30 .16 .52 .08 .05 .01

.31 .20 .53 .11 .07 .02

.32 .26 .01 .54 .16 .10 .03

.33 .34 .02 .55 .21 .14 .05

.34 .42 .03 .56 .27 .19 .08

.35 .50 .05 .57 .32 .23 .10

.36 .58 .07 .01 .58 .40 .30 .14

.37 .64 .09 .02 .59 .48 .37 .19

.38 .71 .13 .03 .60 .56 .45 .25

.39 .78 .17 .04 .61 .65 .53 .31

.40 .83 .24 .06 .62 .71 .62 .39

.41 .88 .31 .09 .63 .78 .69 .47

.42 .92 .38 .13 .64 .82 .74 .53

.43 .94 .47 .18 .65 .87 .80 .61

.44 .96 .52 .22 .66 .91 .85 .69

.45 .97 .60 .29 .67 .94 .90 .76

.46 .98 .68 .36 .68 .96 .93 .82

.47 .99 .74 .44 .69 .98 .96 .87

.48 .80 .51 .70 .99 .97 .92

.49 .86 .59 .71 .98 .94

.50 .90 .67 .72 .99 .96

.51 .92 .74 .73 .98

.52 .94 .78 .74 .99

.53 .96 .84 .75

.54 .98 .88 .76

.55 .99 .92 .77

.56 .94

.57 .96

.58 .97

.59 .98

.60 .99
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DERIVATION OF REPRESENTATION



DERIVATION OF REPRESENTATION

Wisel refines the usual binomial approximation and

gives the following formula for the sum of hypergeometric

probabilities. If N, n, k and x are known then

x

Z

r=0

k!n!(N—k)!(N-n)!

Ik-r)!(n-f)!r!N!(N-k-n+f7!

 

l'Y

n(n-l)

24M

I
I
?

IIh(n-x,x+l) + 2

where M N_%n+%, h = (N—k-%n+%x+%)/M

and I (n+1)Ih(n-x,x+l) - (n-x+l)Ih(n-x-2,x+1)

- (x+2)Ih(n-x,x-l) + 2Ih(n-x-1,x)

nifg tn'x’1(1-t)xdt

and Ih(n-x,x+l) = (n-x-l)!xl IS the incomplete 

 

1M. E. Wise, "A Quickly Convergent Expansion for

Cumulative Hypergeometric Probabilities, Direct and In—

verse," Biometrika, XLI (1954), 317-329, quoted in G. J.

Lieberman ana Donald B. Owen, Tables of H er eometric

Probability Distribution (Stanford, CaIIf.: Stanford—Uni-

versityPress, 1961).
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beta function tabulated by Karl Pearson.2 Note that

Ih(n-x,x+1) = g (n)hy(l_h)n-y = E(n,n-x,h)

y=n-x

(E notation is used by the Harvard Computation Laboratory3

which tabulates binomial distribution.)

The sums of the first two terms of the expansion

seem accurate enough for almost all practical purposes.

When the sample size is smaller than .4 of the population

or when both the sample and population are very large, one

term is usually sufficient. In the present study the sample

size is smaller than .4 of the population, the first term

is sufficient for computation.

In the first case the number of officers who

differentiate between the two companies is stated as 43.

The probability of observing 43 or more is computed

as under: Y = Pr[X a 43] where X follows hypergeometric

distribution, N = 285, n = 70. The first term of Wise's

approximation states that for all x

Pr[X S x] g Ih(n-x,x+l)

 

2Karl Pearson, Tables ofthe Incomplete Beta-

Function (Cambridge, England: The University Press, 1934).
 

3Harvard University Computation Laboratory, Tables

of Cumulgtive Binomial Probgbility Distribution (CamBEngg,

Mass.: Harvard University Press, 1935).
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But Ih(n-x,x+l) = Pr[Y » n~x] where Y ~ Binomial distri-

bution, n = 70, p = h. Putting these results together

Y = 1—pr[X s 42] a l-Ih(28,43) = l-Pr[Y 2 28]

Pr[Y s 27]

where Y ~ B(n=70,p=h). But

Pr[Y s 27|n=70,p=h] = Pr[y 2 43In=70,p=l-h]

So that finally

I
I
:

Pr[X 2 43] Pr[Y 2 43In=70,p=l-h]

.
< II

Where l-h (k-%x)/(N-%n+%), x = 42, n = 70, and N = 285.

Since the computation is to be done for the tail

probabilities for values other than 43, the result is

generalized as

Pr[Y > r]I
l
z

Pr[X a r]

X ~ Hypergeometric distribution Y ~ Binomial n

N,n,k k-%(r-l)

p = —T-—T—

N'r’“:

In every case N = 285, n = 70 so

k-%(r-l)

p = -7§075_—

k-éx = k-%(r-l)



APPENDIX D

TABULATED DATA FROM QUESTIONNAIRE RESPONSES

UNDER NORMAL CONDITIONS



306

TABLE D-1.--Number of responses and floating interest rates.

 

Rate of Interest Number of Respondees

Prime + %

 

 

Jaytee Bakeries Roysons Bakeries

1/4% 4 2

1/2 10 12

3/4 8 4

3/4 to 1% 2 5

1 16 17

1-1 1/2 4 4

1 1/2 9 9

2 — _

2 1/2 4 1

2 3/4 - 3

Total 57 57

 

Note: One does not mention.

TABLE D-2.--Number of responses and flat interest rates.

 

Rate of Interest Number of Respondees

%

 

 

Jaytee Bakeries Roysons Bakeries

5 1/2 2 2

6 3/4 1 —

7 2 3

7 1/2 2 -

7 3/4 - 1

8 1 2

8 1/2 1 -

8 3/4 - l

9 2 2

9 1/2 1 -

10 - 1

Total 12 12
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TABLE D-3.--Number of responses and difference in interest

rates.

 

Floating Rates Flat Rates

 

Number of

Respondees 3 1 3 2 l 3 1 1 l 1 1 18*

Rate of

 

1 3 3 1 3 l l 1 l

Jaytee

Rate of

Interest: % % %~1 1 % 2% 7 7% 8 8% 10

Roysons

. 1 1 1 1 l l 1 1 1

Difference 4' 4' a I 4’ 4' 4' I 7 I 2‘

*Total

TABLE D-4.--Number of responses and compensating balance

requirements.

 

Number of Respondees

 

 

Rate

Jaytee Bakeries Roysons Bakeries

10% 8 7

10-15 1 l

15% 39 40

15-20 4 4

20% 13 13

30% 1 1

Total 66 66

 

Note: One respondee gives the requirement as zero;

another does not give it at all. One states that the com-

pensating balance is not material, and one writes "working."
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TABLE D-5.--Number of responses and working capital re—

quirements.

 

Working Capital
Number of Respondees

 

 

(000) Jaytee Bakeries Roysons Bakeries

$200 & 250 0 0

250 & 300 3 3

300 & 350 41 43

350 & 400 17 15

400 & 450 1 1

Existing 7 7

Total 69 69

 

Note: One required a minimum current ratio of 1.5

to be maintained.

TABLE D-6.--Number of responses and amounts of further

 

 

 

debt.

Amount
Number of Respondees

$(OOO) Jaytee Bakeries Roysons Bakeries

0
32

34

51—100
9

11

101-200
1

1

201-250
4

1

251-300
1

0
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TABLE D-7.--Number of responses and permitted amounts of

dividend.

 

Number of Respondees

 

 

Dividends

$(000) . .
Jaytee Bakeries Roysons Bakeries

0-50 19 20

51-100 10 13

101-150 14 10

As Already 2 2

Negotiated 1 1

Percentage of

net income 6 6

 

TABLE D-8.--Number of responses and further issue of equity.

 

Equity Issue Number of Respondees

in dollars $

 

 

Jaytee Bakeries Roysons Bakeries

0 50 47

up to 250 14 8

to 500 ' 6 10

over 500 0 5

Total 70 70

 

TABLE D-9.--Number of responses and differences in issue

of equity.

 

Number of Respondees

 Amount in $000

 

Jaytee Bakeries Roysons Bakeries

1 0 100

l 0 200

l 0 300

1 0 400

2 100 275

3 500 700

6 250 400

l 300 600

16



APPENDIX E

TABULATED DATA FROM QUESTIONNAIRE RESPONSES

UNDER EXISTING CONDITIONS
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TABLE E—1.--Number of responses and floating interest rates.

 

Rate, per Cent Number of Respondees

Per Annum

 

 

Jaytee Bakeries Roysons Bakeries

1/2 7 7

3/4 6 5

3/4 - l 3 3

1 12 13

1 - 1 1/2 - -

1 1/2 9 9

2 1 1

Total 38 38

 

TABLE E-2.—-Number of responses and flat interest rates.

 

Rate, Per Cent Number of Respondees

Per Annum

 

 

Jaytee Bakeries Roysons Bakeries

8 3/4 1 -

9 3 3

9 1/4 3 -

9 1/2 6 6

9 3/4 - 2

10 S 6

10 1/2 1 -

11 - 1

Total 19 18

 

Note: One of the respondees refused to lend to

Roysons Bakeries, Inc.
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TABLE E-3.--Number of responses and difference in interest

 

 

 

rates.

Floating Flat Rates

Rates

Number of

Respondees 2 l 3 1 1 3 2 1 1 1 16*

Rate of

Interest: % 1 % 8% 9 9% 9% 9% 10% 9%

Jaytee

Rate of 3 3 1 l 3

Interest: 1 I I—1 9 j 92 94 10 11 No Loan

Roysons

Difference % % % % % § ‘% § % ?

*Total

TABLE E-4.--Number of responses and compensatory balance

requirements.

 

Number of Respondees

 

 

Rate

(Per Cent) Jaytee Bakeries Roysons Bakeries

0 1 1
10 2 2
10-15 0 0
15 12 12
15-20 3 3
20 34 32
25 4 4
3o 1 2
No Loans 13 14
Total 70 70
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TABLE E—5.--Number of responses and working capital

requirements.

 

Working Capital Number of Respondees

 

(000)$

 

Jaytee Bakeries Roysons Bakeries

0-200 0 0

201-250 2 2

251-300 25 22

301—350 18 19

351-400 7 8

Existing 4 4

Current Ratio 1.5 1 1

No Loan 13 14

Total 70 70

 

TABLE E-6.--Number of responses and amount of further debt.

 

Number of Respondees

 

 

Debt

$(000) Jaytee Bakeries Roysons Bakeries

0 32 34

1-50 1 2

51-100 1 2

101-150 2 -

151-200 1 "
201-250 3 1
251-300 ‘ '

No Loan 13 14

Negotiated 12 12
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TABLE E-7.--Number of responses and permitted amounts of

dividend.

 

Number of Respondees

 

 

Amount

$(000) Jaytee Bakeries Roysons Bakeries

0-50 19 19
51-100 9 11

101—150 10 6
No Loan

13
14

Existing
1 2

Percentage of

net income 3 6

Total
60

58

 

TABLE E-8.--Number of responses and issue of further

equity.

 

Number of Respondees

 

 

Amount

$(000) Jaytee Bakeries Roysons Bakeries

0 41 34

100 2 2

200 12 7

275 - 2

300 l 2

400 1 8

600 - 1

No Loan 13 14

Total 70 70
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TABLE E—9.--Number of responses and differences in the

issue of further equity.

 

Number of Responses

 

 

Amount

$(000) Jaytee Bakeries Roysons Bakeries

2 0 100

2 0 200

l 0 300

1 0 400

2 100 275

1 200 300

6 200 400

1 300 600

 



  



APPENDIX F

TAIL PROBABILITIES OF SAMPLE PROPORTION AS

FUNCTION OF POPULATION PROPORTION

[r = l,2,3,4,6,7,9,10,11,16,18]
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TABLE F—l.--Tail probabilities of sample prOportion as

function of pOpulation proportion [r = 1, 2, 3, 4, 6, 7,

9, 10, 11, 16, 18].

 

 

 

 

Y Y Y Y Y Y

P r=1 r=2 r=3 r=4 r=6 r=7

.10 .9998 .9998 .98788 .95704 .9996 .55960

.15 1.0000 1.0000 .99970 .98842 .9784 ,94501

.20

.25

.30

Y Y Y Y Y

P r=9 r=10 r=11 r=16 r=18

.10 .26374 .14604 .06315 .00035 .00001

.15 .78158 .65088 .50262 .03500 .00366

.20 ' .30402 .1209

.25 .71094 .4908

.30

 




