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ABSTRACT
AN ANALYSIS OF THE REVENUE RECOGNITION PROBLEM

OF CONSUMER FINANCE COMPANIES USING
PRECOMPUTATION

by Ernest I. Hanson

The incorporation of the concept of precomputa-
tion into the small loan laws of a number of states in
recent years has glven rise to a revenue recognition
problem in the consumer finance industry. When a loan
is made under precomputation the finance charges are cal-
culated from the schedule of rates per month specified in
the law as if the contract were to be paid exactly ac-
cording to schedule. The precomputed charges are then
added to the face of the ncte. This amount 1s divided by
the number of monthly instalments in the contract to ar-
rive at an equal amount for each payment.

The revenue recognition problem analyzed in this
thesis concerns the manner in which the precomputed fi-
nance charge 1s to be allocated over the 1life of the con-
tract. The problem involves differentiating between the
amount to be recognized as current revenue of a specific
month and the amounf to be carried forward in the Hun-
earned finance charges" account as being applicable to
future periods.

The study is divided into five phases. The first

pPhase examines the nature of the phenomenon giving rise to
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Ernest I. Hanson
the thesis problem--precomputation--and enumerates the ad-
vantages and disadvantages of i1ts use. The second phase
deals with current practice and presents the principal
methods used to allocate the precomputed finance charges.
These are the effective rate, sum-of-the-digits, straight
line, liquidation, and fixed percentage procedures. The
priority and residuary techniques are also covered. The
third phase conslders the effects of the various methods
on the flow of reported revenue and other financial data
under selected situations of changes in the characteris-
tics of loans made. The fourth phase investligates the ac-
counting thought underlying revenue recognition in order
to establish guidelines to use in the determination of a
sound approach to the allocation of precomputed charges.

In the course of the analysis 1n this phase, the distinc-
tion between the recognitlion of revenue and the earning of
revenue in many situations is noted. The fifth phase ap-
plies the previously established guidelines to the consumer
finance company situation and delineates an appropriate al-
location approach,

Conclusions and recommendations drawn from this
study include the following:

1« There are currently a number of Ygenerally ac-
cepted” methods by which precomputed finance charges may

be allocated over the life of an instalment contract.
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Ernest I. Hanson

2. The different allocation methods can cause con-
siderable variation in reported financial data. Since these
methods do not take full cognizance of the major underlying
cost factors which generate the revenue, the variations in
reported data are not reflective of differences in economic
effort, but are instead distortions in the informational
process.

3. Accounting thought does provide appropriate
guldelines for the recognition of revenue. The guldelilnes
are based upon such concepts as the active nature of costs
and the earning of revenue, the matching of costs and rev-
enue, and cost homogeneity.

4, A revenue allocation approach is recommended
which 1s based upon the functional cost activities of con-
sumer finance firms. These functional cost activities are
composed of the costs of acquisition, the costs of ser-
vicing, and the costs of forbearance and risk assumption.
The recommended approach 1s significant since 1t places the
primary emphasis for the recognition of revenue on the
earning of the revenue., It represents an application to a
specific industry of a current focus in accounting thought
which stresses the desirability of recognizing revenue as
it 1s earned rather than recognizing it at the time of the

occurrence of a restricted set of events.
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CHAPTER I
INTRODUCTION

Accounting 1s information. The many definitions
of accounting emphasizing the functions of recording,
classifying, and summarizing financial datal tend to ob-
scure the primary purpose of engaging in these activities
--namely, the provision of pertinent information to inter-
ested parties., Given thils as the primary objective of
accounting, it follows that one of the more important func-
tional activities of the accountant involves communication.
The accumulation of financial data 1s useless unless 1t is
effectively communicated to those for whom it is gathered.

The users of financial data are many and varied.
Stockholders, creditors, financial analysts, governmental
agencies, employees, unions, customers, and potential in-
vestors are among the parties interested in the financilal
statements of a business enterprise. The existence of such

diversity is significant to the accountant concerned with

1Three such definitions, those of Maurice Moonitz,
F, Sewell Bray, and the committee on terminology of the
American Institute of Certified Public Accountants, are
found in Maurice Moonitz, The Baslc Postulates of Accounting,
Accounting Research Study No. 1 (New York: American Institute
of Certified Public Accountants, 1961), p. 23.




2
the preparation of an entity's accounting reports. He can-
not operate under the assumption that accounting is domi-
nated by any one group. 4ll groups in total are best served
by reports reflecting the accountantt's objective determina-
tion of their contents. Acquiesence to the desires of any
one group which leads to a deviation from an objective
determination can only result in a lessening of the re-
liance of all other users on the statements.

At the present time, an enterprise's published fi-
nanclal statements usually consist of a balance sheet re-
flecting financial position, an lncome statement providing
the results of operations, and a statement of retained earn-
ings analyzing changes in the retained earnings account.

The articulation of these statements wilth each other re-
sults from their reliance upon the same underlying data.
Thelr interrelatedness, however, does not prevent one state-
ment from receiving greater emphasis than the others.

For many years the balance sheet recelved the great-
est prominence. This was due in large part to the empha-
sis given to the examination of balance sheet data by nine-
teenth century British auditing practice. Early American
accounting and auditing practices drew upon these British
roots., Statutory provisilons and court decisions also in-
fluenced the prominence of the balance sheet., Bankruptcy
cases and dividend suits turned on the issue of solvency

and thus relied heavily on balance sheet data for their



solutions.

The income statement currently is receiving the
greatest emphasis. Explanations for its increased promi-
nence are numerous. The growth of the corporate system,
with its separation of ownership from the management of
entities, is a contributing factor since it created wide=
spread interest in the measurement of enterprise perform-
ances., Tax laws focusing on business and personal income
are also partially responsible for the central position
now given income measurement. To one prominent writer, it
is only a natural and inevitable phenomenon. In his view,
the income statement is, and always has been, accounting's
"center of gravity."2 Although the reasons are varied,
the outcome 1s the same=-the income statement occuples the
prime position among published accounting reports.

The determination of net income for an accounting
period is a result of the allocation of revenues and ex-
pired costs to that period. The emphasis on income meas-
urement, then, focuses attention on the determination of

these periodic positive and negative elements--revenues

2A, O, Littleton, Structure of Accounting Theory,
Monograph No. 5 (Urbana, Illinois: American Accounting
Association, 1953), pp. 18=35. Littleton devotes an en-
tire chapter to the development of his hypothesis "that
the extensive need for dependable determinations of peri-
odic net income makes the income statement the most im=
portant product of enterprise accounting."



and expired costs. Many of the problem areas of account-
ing, such as depreciation accounting, are concerned with
ascertaining appropriate methods for the allocation of in=-
curred costs to accounting periods. Of equal importance
are problems dealing with revenues. "The ascertainment of
the revenue figure 1s a problem in itself, . . « « Indeed,
the development of methods by which the amount of gross
earnings may be determined on a rational basls is one of
the most serious tasks facing the accountant."3

The complexity of the situation is due to the ne-

cesslty of determining income for perliods typically shorter
than the 1life span of the enterprise. The indefinite lives
of most businesses today make i1t impractical to await their
termination points before undertaking income computations.
The demands of the information-~users for regular and peri-
odic reports is an overriding consideration. The nature of
the resultant reports is well put by William Paton:

There is no more difficult problem of quantitative
measurement and interpretation than that of deter-
mining the earnings of a complex business institution
for a given period of time, especially when the period
1s short. The typical enterprise is a continulng en-
tity, and setting up the report of operations and re=
sulting earnings for a particular month, quarter, or
year, « o o means that many living fibers of activity

must be cut, more or less artificlially, that estimate
and Judgment must be relied upon at numerous points.

5William A, Paton, Accounting Theory (Chicago:
Accounting Studies Press, Ltd., 1962), pPp. 443-444, This
work was originally written in 1922 as a doctoral disser=-
tation at the University of Michigan.



On the other hand, the amount and trend of profits as
shown by a series of such reports, carefully and con-
sistently prepared, are reasonably dependable facts,
of real iervice in guiding the actions of interested
parties.

The breaking-up of economic events into arbitrary
time periods means the operational results for a period
are tentative in nature. The timeliness of such reports,
though, offsets their inconclusiveness.

One of the elements necessary for effective com=-
munication, regardless of the setting, i1s that the set of
symbols and assumptions used by the message encoder, or
preparer, correspond to the set employed by the message
decoder, or receiver.? And the accounting situation, with
its very existence centered on the provision of financial
information, is no exception. In fact, the need for wilde-
spread congruency of symbols and assumptions between en-
coders and decoders 1s particularly evident in the area of
financial information since many of the declsions of vari-
ous information-users are based upon comparisons of the re=-
ports of numerous entitlies, particularly those within the
same industry. Of course, before there can be such a con-

gruency between accountants and the users of thelr informa-

tion, it is necessary for accountants (the encoders) to

4William A. Paton, Advanced Accounting (New York:
The Macmillan Company, 1941), p. 10.

SWilbur Schramm (ed.), The Procegs and Effects of
Ma Communication (Urbana, Illinois: The University of
Illinois Press, 1954), pp. 4=T.



achieve uniformity among themselves.

Precisely the opposite situation prevails. A con-
sequence of having to cut artificially the "many living fi-
bers of activity" is that a wide diversity of accounting
Practices applicable to similar situations has arisen,
The se variations receive an aura of respectability through
being geemed "generally accepted" by the accounting pro-
fession,

The question of uniformity versus flexibility of
PXra ctices is a much debated issue in accounting. There is
1itgle doubt, however, that the informational value of
ac Counting reports 1s inhibited so long as the present
le~rel of flexlbility enables methods to be selected prin-
ClPally with an eye toward their effects on the minimiza-
tion, maximization, or stabilization of income., Samuel
Hepworth enumerates, for example, many techniques which
&Tre available to smooth periodic income.® The smoothing
may be accomplished by taking advantage of the wide lati-
tuge allowed in accounting for deferred charges, invento-
Tl es, intangible assets, property acquisitions, depreci-
abe assets, non-recurring charges and credits, and re=-
8© xves. Such a broad band of "accepted" practices in-

C X eases the likelihood of a report presenting an "accepted"

&Qcounting picture more favorable to a particular interest

——

6Samuel R. Hepworth, "Smoothing Periodic Income,"
Ihe Accounting Review, XXVIII (January, 1953), DPpe. 32-394



group than would a report prepared within more uniform
bparameters, The outcome, as previously noted, can only
be decreased confidence in the reports by other interested
parties.’

There is strong agitation for the introduction of
much greater uniformity in accounting practices. Leonard
SPa cek writes "the accounting profession must . . . pre-
Paxre reports that every one can use without adjustment for
a1t ernative accounting methods."8 The general purpose of
the relatively new research program of the American Institute

OFf cCertified Public Accountants is the continuation of the

————

TConsider the following quote from "Goodyear Widens

It s Lead," Forbes Business and Finance, LXXXVI (August 1,
1960), p. 163

"There is also another symptom of Goodyear's new order
of efficiency, but it is perhaps more suggestive than
conclusive. In every year since 1955, whether or not
its sales volume was temporarily trending up or down,
Goodyear has been able to increase its earnings. There
are so many ways of accomplishing this by mere book-
keeping tricks that financial speclalists are wont these
days to view any such performances skeptically. So
many costs can at option legitimately be anticipated

or deferred, expensed or capitalized, that no corpo=

rate earnings figure is now regarded by sophisticates
as « o o Objective."

§311nilarly, Steven S. Anreder, "Pitfalls for the Unwary,"

Pﬁi:rron's National Business and Financial Weekly, XXXXII,
RAxt 2 2December 23, 19325, p. 3 notes: Accounting varies

fron industry to industry. In fact, even among companies

in the same field practices are so dlverse as to make com-
A xisons of earnings less than meaningful."

T 8Leonard Spacek, "The Need for an Accounting Court,"
=Xie Accounting Review, XXXIII (July, 1958), p. 371.



"effort to determine appropriate practice and to narrow
areas of difference and inconsistency in practice."9
The breadth of uniform practices within the eco-
nomy 1is an important consideration. Thils writer belleves
that uniformity of practices on the industry level is es-
sential, Arthur M. Cannon is of the same opinion:
Nevertheless, the circumstances of a particular
A ndustry are likely to be such that reasonable uni-
formity may be attained and, therefore, the useful-
ness of their resulting statements enhanced by the
comparabllity of different business entities within
the industry.10
The requirements for effective communication and
the ©Ybeliefs of many within the accounting profession pin-
Point the need for greater uniformity of accounting prac-
tlces., The accounting profession itself must take the
lead in initiating action toward this goal. Hesitancy to
do so may lead to other institutions, such as the Securities

and Exchange Commission, exercising various degrees of

Power to force changes.!!

——

9"Report to Council of the Special Committee on

Re search Program," The Journal of Accountancy, CVI (December,
1958), p. 62. - -

10Moonitz, op. cit., p. 43, footnote.

T1"SEC Commissioner Seeks More Uniformity in
Accounting Practice," The Journal of Accountancy, CXV
(March, 1963), p. 9. The ?uestion ralsed by Commissioner

ltney is whether the SEC's restraint in the use of its
Ower to prescribe methods to be followed "has been and
CoOntinues to be in the public interest and in the interest
investors."



It 1s within this broad setting of the contempo-
rary accounting scene that the following proposal concern-

ing the recognition of revenue in the consumer finance in-

dustxry 1s presented.

Nature of the Problem

In recent years the small loan laws of many states
have been changed to allow the use of "precomputation® in
the 1lending practices of consumer finance companies. Em-
Ployment of this concept permits consumer finance personnel
to determine total loan charges at the time a loan is made
Tather than calculating charges as each monthly instalment
1s paid. The predetermined finance charge is added to the
loan principal and this sum 1is divided by the number of con-
tract instalments to get a serles of even monthly payments
for the vorrower. The result is a new accounting problem
foxr the consumer finance industry.

The accounting problem which presents 1tself is
how to allocate the precomputed finance charge (i.e., rev-
©nue) over the life of an instalment loan contract. At
the time a loan is made, the predetermined charge is en-
Tered in an M"unearned finance charges" account.!2 The

& pportionment problem involves differentiating between (a)

—

120tner titles used for this account in statements
& Tre unearned interest charges, unearned discount, deferred
Ncome, and unearned income,
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the amount of revenue to be recognized as current revenue
of a specific month and (b) the amount to be carried for-
ward in the Munearned finance charges" account as being
applicable to future periods. There are a number of allo-
catlon methods currently in use in the consumer finance
industry. As this writer will demonstrate in Chapter IV,
these alternative methods may produce varying results in

financial statements ostensibly reporting the same eco-

nomiic events.

Significance of the Problem

The significance of the thesis problem is clearly
demonstrable given the general setting established earlier
In +the introduction. The problem deals specifically with
many of the troublesome areas broadly defined earlier.
First, the important area of the ascertainment of revenue
1s at the core of the problem. Second, the diversity of
methods used to allocate the finance charge 1s an instance
Of the existence of a broad range of accepted accounting
PTractices which serve to distort the informational value
Of financial statements. In addition to the effect on
Teported revenues and earnings in the income statement,
1Illporta.n‘c balance sheet ratlos are influenced. The per-
Centage relationship of the unearned finance charges ac-
Count to total notes receivable is one such ratio. This

Tatio 1s significant since 1t indicates the proportion
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of future revenue contained in notes already booked. The
balance of net notes receivable, that 1s, total notes re=
celvable less the unearned finance charges, is also af=-
fected and this, in turn, influences the current ratio.
Third, the numbers of parties involved in the preparation
and use of financial statements incorporating one or an=-
othex of the various methods emphasizes the need for greater
uniformity of practice in the consumer finance industry.
The third point needs elaboration since 1t demon-
Strates the increasing significance of the thesis problem
In an absolute sense, that is, in terms of the numbers of
affected providers and users of financial data. As small
loan laws of additional states are changed to permit the
Pre determination of finance charges, it is evident that a
1arger number of persons, both accountants and statement
Users, will be involved. There is also another dimension
to +the area of interested users. It concerns developments
In +tpe financing of consumer finance companies since World
War 17,
The postwar growth of consumer credit made it ne=

C€ sgary for consumer finance companies to construct well=
balanced financlal programs in order to meet thelr enhanced
Needs for funds. This led to the establishment of diver=
S1ifieqd programs of short= and long-term financing, and to

the creation of financial connections with an increasing
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number of lenders.!3 The cultivation of these varied sources
of funds has more or less paralleled the growth of precom-
putation in the consumer finance industry.

The importance of the concomitant increase in the
number and diversity of parties interested in the financial
statements of companies in the consumer finance industry

ls ewident. If decisions based upon the statements by
these parties are to be well-founded, the comparability of

data from the various companies is essential.

Dissertation Objectives

As the preceding discussion suggests, the selection
of an apportionment method is not of such a nature that it
showuld bve based solely upon the "personal choice" of each
company's accountant from a spectrum of "accepted" prac-
tices,14 The solution to the problem instead calls for a
Uniform approach anchored to the bedrock of accounting
1‘heOry. A primary objective of this dissertation is to
es‘babiish a theoretically sound and feasible approach to

the gllocation of finance charge revenue over the life of

AN Instalment loan contract.

—

13John M. Chapman and Frederick W. Jones, Finance

%ﬂ%ni_eg: How and Where They Obtain Their Funds, (Columbia
Dlversity: Graduate School of Business, 1959), De 37.

14As advocated by Robert R. Marshall, "Accounting

ecomputation," Personal Finance Law Quarterly Report,
» No. 2 (Spring, 1960), p. O4.

Ung
xIver Pr
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A prerequisite for the fulfillment of the above

objective 1s a knowledge of present practice and 1ts im-

pact on financlal statements. Consequently, a second ob-

jectilve of thls study 1s to present a description and anal-

ysis of current practice.

Approach to the Problem

Source material for this study includes the perti-
nent literature found in accounting and business perilodi-

cals, textbooks, reference books, and publications of pro-

fessional organizations. Numerous annual reports of finance

companies have been examined. The subject files of two

national public accounting firms have also contributed

much data included in this study.

Following this introductory chapter, there are six

add i tional chapters. Chapter II discusses the nature and

growth of consumer finance companies and the concept of

Precomputation. Such a discussion 1is necessary, not only

because the study deals with a particular industry, but also
because the nature of particular accounting practices can-
N0t be considered apart from their environmental setting.
Chapters III and IV are concerned with current
Practice and its possible impact on financial statements.

Chapter III presents the principal methods used to allo-

cate the precomputed finance charges. Chapter IV consld:ars

the effects of the various methods on the flow of reported
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revenue and other financlal data under selected situations
of changes 1n the characteristics of loans made.

Chapter V investigates the accounting thought under-
lyiding the recognition of revenue. From an examination of
the varlous revenue recognition bases and the matching con-
cept, a framework for the determination of a proper ap-
proach to the allocation of precomputed finance charges 1is
established.

Chapter VI applies the framework established in
Chapter V to the consumer finance company situation. Con-
sideration of the cost structure of the consumer finance
entity provides the basis for the delineation of an appro-
Priate allocation approach.

Chapter VII is a summarization chapter wherein the

author restates the significant findings of the preceding

chapters.



CHAPTER II

THE CONSUMER FINANCE INDUSTRY

AND PRECOMPUTATION

The first half of this chapter discusses the na-
ture and development of the consumer finance industry and
its role in the structure of consumer instalment credit.
Familiarity with the industry is desirable because, first,
the +thesis problem concerns this segment of the economy
and , second, the development and setting of a particular
Industry influences to some extent the accounting prac-
tices employed within the industry. The latter half of
the chapter examines the phenomenon giving rise to the

thesis problem--precomputation.

The Consumer Finance Industry

Deve lopment

The roots of lending reach deep into antiquity.
Since even the most primitive human societies had some
form of private property, the history of lending probably
dates back to these beginnings of civilization. The cus-
tom of taking interest on loans also reaches back many

cénturies. As early as 4000 B.C. there are evidences of

15
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interest being charged in the Babylonian civilization.!

The consumer finance industry in the United States
is oXf comparatively recent origin. The industry is com-
posed of companies engaged in the business of making in-
stalment loans to individuals and families under state reg-
ulatory and enabling laws, commonly known as small loan
laws . The industry 1is essentially a product of the mass
market for personal loans that developed during the time
of the industrial revolution.

The effects of this economic and soclal upheaval,
such as the mechanization of 1lndustry, the urbanization
of population, and the growth of the wage system, signifi-
cantly changed the way of life for many. Prior to the cre-
ation of an industrial society, the economy had been com=-
Posed of individuals who were predominantly self-sufficient
and who provided for their needs through direct production.
BY the turn of the twentieth century, however, a large part
of the population could obtain food, clothing, and shelter
only by purchases out of their current wages or savings.
When the flow of cash wages to a family was interrupted or

Some other emergency requiring extra cash arose, the need

Louis N. Robinson and Rolf Nugent, Regulation of
the Small Loan Buginegs (New York: Russell Sage Foundation,
1935), p. 18 citing H. F. Lutz, Money and Loang in Ancient
g—ah&g;g ("University of California Chronicle," Vol, XXVI,

O« 2; Berkley: University of California Press, April, 1924),
PP. 125-142,
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for funds from another source became of the utmost importance.

The laws during this period lagged behind reality.
Usurxry statutes carried forward from the colonial days typ-
ically limited the rate of interest that could be charged
on all loans to 5 or 6 per cent a year, 6 per cent being
the most common.2 These usury laws were originally con-
structed for commercial transactions requiring large loans,
usually well-secured, and between parties of fairly equal
bargaining power. The rates, however, would not permit
economically sound lending of numerous small sums.’ Since
the demand for small loans could not be met legally, the
need was met primarily by illegal lenders, or "loan sharks."

The unregulated loan shark took advantage of hils
Position and used many different subterfuges to get around
the wusury laws. Charges in excess of the maximum allowable
Interest rate were frequently concealed as fees and costs
for paper. The use of "hazard agreements" was another

technique. Repayments of an advance were conditioned upon

such things as the borrower not losing an arm or leg or

both, By including such negligible contingencies in the

contract, it was hoped that the transaction would not be

2Tbhid., p. 65.

3This is due to the existence of many expenses
which remain relatively constant regardless of the size
of loan granted. For a mathematical demonstration of
this point refer to Milan V. Ayres, Instalment Mathematics

ﬂé&ihggg (New York: The Ronald Press Company, 19 ,
Chaptexr XVII.
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considered within the usury statutes since there was
ostensibly not "a fixed obligation to pay." A different
method was to sell the borrower a piece of cheap Jewelry
at the time the loan was made; the interest on the loan
bpeing at the legal rate, but the sale of the Jewelry net-
ting an exorbitant profit. Other devices used included
salary purchases and payments for alleged quarantees.4

Concern for this situation led to a variety of
state legislation during the first decade of the twentleth
century. Some states enacted general prohibitive statutes
which, due to their low rates, would have done away with
all small loans had they been enforceable. Other states
attempted to fix rates high enough to enable profitable
lending in small amounts. However, the net result of
these legislative efforts up to 1910 was negligible. The
Pronhibitive statutes were unenforceable and merely re-
sulted in the lender increasing his charges to compensate
for his additional risk while the permissive statutes were
characterized by inadequacy, either in allowable rates or
in supervisory provisions.

In 1911, Massachusetts passed the first effective
small loan legislation. Five other states--Oregon, New

Jersey, Ohio, Pennsylvania, and Michigan--had passed

4Jackson R. Collins, "Evasion and Avoidance of

Usury Laws," Law and Contemporary Problems, VIII (Winter,
1941 s DPp. 54=T72.
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similar legislation by the end of 1915. Providing much
assistance in some of these legislative battles was the
Rus sell Sage Foundation, a philanthropic institution formed
in 1907. With these legislative experiences as background,
repxresentatives of the Russell Sage Foundation, remedial
loan socleties; and commercial lenders drafted a model bill
in 1916. Known as the Uniform Small Loan Law, it served
as <the pattern for small loan legislation enacted in many
states.

Since consumer finance companies owe their exist-
énce to legislation exempting small-sum lending from the
géneral usury statutes, the drafting of the Uniform Small
Loari Law and its subsequent revisions have been significant
steps contributing to their development. The Russell Sage
Foundation, to keep up with changing conditions, revised
Its model law six times before withdrawing from the small
loan field in 1945, 1In 1948, the National Consumer Finance
Asso ciation, an organization of companies operating under
small loan laws, published a Model Consumer Finance Act
which closely follows the Uniform Small Loan Law. The reg-
Wlatory features of both models consist of provisions with
Téspect tos (1) licensing by state supervisory official,
(2) sSupervision by state official having powers to enforce
and interpret the law, (3) authorization of adequate charges
to permit a complete service, (4) limitation of charges,

(5) regulation of contract provisions, (6) disclosure of
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terms and status of loan transactions, (7) prohibition of
evaslons and subterfuges, and (8) penalties and enforcement
powers.>

By September 1, 1961 there were thirty-six states
hawving laws similar to the Uniform Small Loan Law. Ten
others had laws containing elements of the Uniform Small
Loan Law, but were classed as dissimilar by the National
Consumer Finance Association.®
Role in the Structure of
Consumer Instalment Credit

The position of consumer finance companies in the
structure of consumer instalment credit can be analyzed
on +the basis of two classifications: the purpose for which
the credit is granted and the type of institution extending
the credit. Table 1 integrates these two classifications

using data as of December 31, 1962.

5Monogra.ph on the Consumer Finance Industry for
the CommissTon on Money and Credit (Washington, D.C.3
ational Consumer Flnance Assoclation, 1960), p. 13,
footnote,

6
Roster of Consumer Finance Companies (Washington
D.C.s NatIonal Consumer Finance Assoc ation, 1961), p. 3.’
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TABLE 1*

CONSUMER INSTALMENT CREDIT OUTSTANDING
BY TYPE OF CREDIT AND INSTITUTION

DECEMBER 31, 1962

(AMOUNTS IN MILLIONS OF DOLLARS)

——

Type of Credit

Repair Other

Institution Per- and Auto- Cons. Totals

sonal Modern. mobile Goods

Loans Loans Paper Paper
Consumer
Finance $ 3,602 $ . . $ 187 & 342 $ 4,131
Companies
Commercial
Banks 4,286 2,238 9,574 2,811 18,909
Sales
Fina.nce 1,452 170 7,449 3’123 129194
Companies
Other
Filnancial 3,374 882 1,890 427 6,573
Institutions
Automopile
talers . . . . 284 . . 284
Retay
Outlets . . . . . . 6,152 6,152
e ———
Totals $12,714 $3,290 819,384 812,855 $48,243

——

Source. Federal Reserve Board, Federal Reserve

Bulletin, XXXXIV (March, 1963), pp. 374-375, and Federal

€serve Statistical Release G. 22, "Consumer Credit at

°nsumer Finance Companies, December 1962," (February 5,

63), p. 1.



22

Iypes of Instalment Credit.--As Table 1 indicates,

the personal loan market i1s but one of a series of consumer
credlt markets which encompasses credit extended to buy
automobiles, credit granted to purchase other consumer du-
rable goods, and credit used for repair and modernization
of homes. The personal loan market is a significant credit
market, though, since it comprised 26 per cent of the in-
stalment credit outstanding as of December 31, 1962. The
Importance of consumer finance companies in this market is
shown by the fact that on this same date their loans out-
standing constituted 28 per cent of the total personal in-

stalment loans outstanding.

Iypes of Credit Institutions.--Consumer finance

Companies compete with a variety of institutions. Commer-
clal banks operate extensively in the field of consumer in-
stalment financing, as evidenced by their prominent position
In the four categories of Table 1. Cooperative organiza-
tion&S, such as credit unions;, provide a means for accumu-
lating savings of its members and for loaning such funds to
Dembers at low finance rates. Sales finance companies ex-
tend credit primarily through the purchase of dealers!' in-
Stalment paper which arises from the sale of automobiles
8nd other consumer goods. Industrial loan companies, Morris
Plan.banks, and mutual savings banks provide sources of con-
SUmer instalment credit. In addition to the financial in-

Stitutions, retail outlets are a source of consumer credit.
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Most of the credit extended for the purchase of consumer

goods originates with these outlets. However, rather than
holding the contracts to maturity, many retallers sell them
to a financial institution. A growing practice is the sale
of merchandise by mail order houses, department stores, and
other merchants on a ¥revolving credit" basis at a finance

charge usually of 13 per cent per month.

Growth

The growth of consumer finance companies and the
other sources of consumer instalment credit from 1939 to
196 2 is presented in Table 2. As this table indicates,
the credit outstanding of each of the institutlons declined
during World War II. This was due in great part to the re-
duced production of consumer durable goods. However, since
most of the loans obtained at consumer finance companies
are not for the purchase of durable goods, thelr outstand-
ings declined by only 11 per cent during this period (1941-
1945) as compared with a decrease of 60 per cent in total
oUWt standings.

The outstandings of each lender has shown a sub-
Stantial increase since the end of the war. Consumer
finance outstandings increased approximately seven and
One-half times while the total outstandings increased over
€ighteen times.

A noteworthy aspect of the growth of these institutions
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is shown in the table. From 1955 through 1962, the outstand-
ings of the consumer finance companies increased by slightly
over 57 per cent. Yet the outstandings of credilt unions
increased by close to 200 per cent. As a result, consumer
finance companies were replaced by credit unions as the

third largest type of financial institution supplying con-

sumer instalment credit.

Borrower and Loan Characteristics

The existence of many types of lending institutions
in the personal loan market suggests that this market may
be broken down further, ZEach source of loans is, to a con-
slderable extent, designed for different groups of people.
Commercial banks tend to limit their lending to preferred
risks. Credit unions 1limit their service to members only.
Consumer finance companies, as a general rule, specialize
in the small personal loan where the risk is greater than

some other financial institutions are willing to bear.

Borrower Occupation.--The credit market of con-

Sumer finance companies 1s differentiated to some extent
by the occupational groups of its borrowers. Table 3
Shows the results of a 1959 survey in Michigan. The first
three categories in the tabulation--skilled and semi-
Skilled workers, laborers, and clerical and sales workers
—=Constitute 84 per cent of the borrowers. Employment

Statistics for Michigan in 1959 indicate that only 65 per
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cent of their laber force falls into the first three

classes.’ Hence, these three groups appear about one and
one-third times more frequently as borrowers at consumer
finance companies in Michigan than theilr numerical impor-

tance would suggest.

TABLE 3*
MICHIGAN BORROWER OCCUPATION

Occupation Per Cent

Skilled and semi-skilled woTkers « o o o o 58
Laborers, except farm and mine « o o o o o 15
Clerical and sales WOTKETS o o o o o o o o 11
Professional workers and managers o o o o 6
Service WOTKErsS ¢ o o o o o o o o o o o 6
others ° [} (] (-] o ] [ [ ] -] o ° [} (-] o o ° [ ] () 4

Total 100

*Thomas Gies. Cedric Fricke, and Martha Seger, Con-
sumer Finance Companies in Michigan, A Study of Operations

and Regulations ("Michigan Business Studies," Vol. XV, No. 3:
Am Krbor, Michigans Bureau of Business Research, University

of Michigan, 1961), p. 32.

Other Borrower Characteristics.--The Michigan sur-

vey provides further data on the characteristics of the con-
Sumer finance company borrower. Such a borrower is likely
to fall within the lower half of the state's income distri-

bution. This is not unexpected since the largest groups

T Thomas Giles, Cedric Fricke, and Martha Seger, Con-

Sumer Finance Companies in Michigan, A Study of Operations
fgﬁl Regulations ("Michigan Business Studies," Vol. XV, No. 3;
nn Arbor, Michigan: Bureau of Business Research, University

of Michigan, 1961), p. 31.
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of borrowers are in occupations which have relatively un-
stable incomes. The borrower is also likely to be married
and between the ages of twenty-one and forty. These persons
are relatively heavy users of credit since they are in the
Process of establishing homes and raising families. Theilr

demand for goods and services is thus high.8

Loan Purpose.--Another way to segment the market

1s to examine the purpose for which loans are made. As
mentioned earlier, loans are not generally obtained at con-
sumer finance companies to purchase durable goods. Table

4 bears this statement out.

TABLE 4%
PURPOSE OF LOAN

Per Cent

Purpose in 1958
Consolidate overdue bills e o o o o6 o o o o o o o 39.5
Travel, vacation, education =« o« « ¢ ¢ ¢ ¢ o o ¢ ¢ 9.3
Medical, dental, hospital, funeral « « ¢« « o ¢ ¢« ¢ 7Te9
Taxes, insurance, payments of real estate loans. . 7.6
Clothing, fOOdg rent, fuel, mOVing e o o o o o o o T2
Automobile purchase or repair .« o« « ¢ o o o o o « 5.5
Household Tepailr'S o o« o o o o o o o o o o o o o o 541
Home furnishings and appliances =« « « o o o o o o 4.7
ASSj.StrelativeSooooooooooooooooo 3.5
Miscellaneous and not reported « « « ¢ o o o o o o__9.7
Total 100.0

*Monograph on the Consumer Finance Industry for
the Commission on Money and Credit, op. cit., p. 107.
Data are for 2,243 offices operated by three consumer
finance companies as of June 30, 1959.

8Ibid., pp. 32-36.
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By far the most common reason given for borrowing
is to consolidate existing debts. It 1s in this area that
consumer finance companies feel they render one of theilr
most valuable services. In addition to a loan, the com-
panies provide the borrower with constructive counseling
in his fiscal affairs. This 1s done so the loan will help
solve a financial problem and not become an additional

burden,

Loan Size, Maturity, and Security.--The maximum

loan that consumer finance companlies may make 1is set by
state law. The many drafts of the Uniform Small Loan Law
set this maximum at $300., However, in order to adapt to
higher price levels, the legislatures of many states have
increased the loan-size ceiling. By the latter part of
1962, twenty-three states had loan limits of $1,000 or
more.9 As prices increased and ceiling were raised, the
average size of loans made also went up. From 1951‘through
1961, the average loan of a representative number of com-
panies increased from $250 to $490,10

The average maturlty of loans went up during this

9"Higher Loan Ceilings for Consumer Finance
Companies,¥ Personal Finance Law Quarterly Report,
XVII, No. 1 ~(Winter, 1962), p. 6.

10pirst National Bank of Chicago, "Small Loan Com-
pany Ratios" (years ending December 31, 1951-December 31,
1956, six months ending June 30, 1957), and *Consumer Finance
(Small Loan) Company Ratios” (years ending December 31, 1955
-December 31, 1961), p. 1.




same time period, due in no small part to the increasing
size of the loan., This trend may be seen in the experi-
ence of one of the largest consumer finance companies,
The average maturity of its loans increased from 19.6 months
in 1952 to 25.21 months in 1961,11

Loans from consumer finance companies are frequently
secured by a chattel mortgage. Data covering the securilty
for loans made in fourteen states during 1954 indicated
that about 60 per cent of the loans were so secured. Thirty
per cent of the loans were unsecured, with the remaining 10
per cent being endorsed and co-maker notes or secured by
wage assignments and other security. The percentage of un-
secured loans in this analysis, though, represented a no-
ticeable increase as compared with a similar analysis in

1937,12

Precomputation

Definitions
Per Cent Per Month.--The 1916 draft of the Uniform

Small Loan Law, in dealing with the statement of charges,

settled on a single, all-inclusive monthly rate of declining

11Household Finance Corporation, Prcspectus, November
149 1962’ p. 9.

12Tynan Smith and Robert Johnson, ¥Operating Char-
acteristics of Consumer Credit Institutions,” Consumer In-
stalment Credit, Part I, Vol. 1: Growth and Import (Washington,
D.C.: Federal Reserve Systemg 1957), pp. 48-49.
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balances. The pertinent provisions read as follows:

Section 2, Every person, co-partnership and
corporation licensed hereunder may loan any sum
of money, goods or things in actlion not exceeding
in amount or value the sum of three hundred dol-
lars ($300) and may charge, contract for and re-
celve thereon interest at the rate not to exceed
three and one-half (33) per cent per month.

(2a2) Interest shall not be payable in advance
or compounded and shall be computed on unpaid bal-
ances., In addition to the interest herein provided
for, no further or other charge, or amount whatso-
ever for any examination, service, brokerage, com-
mission or other thing, or otherwise, shall be di-
rectly or indirectly charged, contracted for or
received. o . o172
Given the parameters of thls section of the law, all
charges for costs such as those incurred in verifying the
borrower's credit worthiness as well as the lender's re-
turn for the use of his funds were included in the all-
inclusive rate and referred to as interest. Later drafts
corrected the inappropriateness of this terminology by sub-
Stituting the word "charges" for "interest,"!4 although the
Philosophy of the all-inclusive rate was retained.
There were basically two reasons for adopting the
all-inclusive monthly rate. In the first place, many of
the loan shark!'s abuses were predicated upon his ability

to collect extra fees and charges. The inclusive rate

13David J. Gallert, Walter S. Hilborn, and Geoffrey
May, Small Loan Legislation (New York: Russell Sage Founda-
tion, 1932), p. 92.

14Robert W. Johnson, Methods of Stating Consumer
Finance Charges, Studies in Consumer Oredit No. 2 (Oolumbia
University: Graduate School of Business, 1961), p. 28.
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covering all charges was developed to overcome this area
of exploitation., Secondly, the overstated rate of charge
~--three and one-half per cent per month as compared with
the standard six per cent per annum--was designed to ap-
pear so high as to discourage borrowing by all but those
in grave need of small loan services. This stemmed from
the feeling in the early days of industrialization and
mass production that consumer loans were a necessary evil
to be discouraged as much as possible.

A few states, such as Maryland and Rhode Island,
have such a flat per cent per month rate applicable to
all loans made under their small loan laws. Many other
states have what are known as graduated, or split, rate
structures. For example, Illinols allows a rate of 3 per
cent per month on unpaid balances through $100, 2 per cent
per month on unpaid balances from $100 through $300, and 1
per cent per month on unpaid balances from $300 through
$800. Split rate structures vary from state to state on
the basis of the number of gradations, the separation points
in the structure, and the rates applicable to various

gradations.

Precomputation as an Alternative.--Within the last

decade a number of states have changed thelr small loan
laws to embody the concept called "precomputation.® Under
precomputation, at the time a loan 1s made the charges are

calculated from the schedule of rates per month specified
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in the law as 1f the contract were to be paid exactly ac-
cording to schedule. The precomputed charges are then
added to the principal of the loan and this sum is divided
by the number of monthly instalments in the contract to
arrive at an equal amount for each instalment. The instal-
ment payments made thereafter by the borrower are credited
to his account without separating principal from the fi-
nance charges. The relevant portion of the Illinois law
1s stated in the following manner:

(c) When the loan contract requires repayment in sub-

stantlally equal and consecutive monthly instalments

of principal and interest combined, the interest may

be precomputed at the agreed monthly rate, not in ex-

cess of that provided for in subsection (a) of this

section, on scheduled unpaid principal balances ac-

cording to the terms of the contract and added to the

principal of the loan. Every payment may be applied

to the combined total of principal and precomputed

interest until the contract is fully paid. . . .15

For example, a $300 loan at 3 per cent per month to

be repaid in twelve equal monthly instalments of principal
and charges combined produces a charge of $61.68., Under
precomputation, the $61.68 1s added to the $300 and each
instalment amounts to £30.14. The concept of uniform monthly
payments of principal and charges combined is not really
new to the consumer finance business. Loans with uniform

repayment schedules have been in existence within the in-

dustry for many years. What 1s distinctive about precomputation

15Smith-Hurd Illinois Annotated Statutes, Chapter
74, Section 31.




33

is its method of applying instalment payments. In fact,
this difference 1s clited as one of the major advantages of

preconputation.

Advantages of Precomputation

Operating Efficiency.--Instalment payments received

under precompute loans are credited to the borrowerts ac-
count without separating the finance charge from the prin-
cipal., The result. its adherent's advance, is greater op-
erating efficiency. In the absence of precomputation, the
finance charge component of each payment must be segregated
from the principal and the borrower must receive the results
of this computation. The procedural problems involved 1n
requirements of this type are nicely illustrated by the fol-
lowing quote:

But thls stipulation involves the loan company in a
truly frightful amount of fruitless squirming. The
borrower must be given a pass book on which the amount
he owes 1s entered together with the date the amount
he received in cash . . . was advanced to him. For
1ts own records the loan company sets up a ledger
card. And now the squirming becomes painful indeed
as the poor loan company teller works her way through
monthly payment after monthly payment.

She takes the borrower's pass book and his money.
She pulls his ledger card from the files and compares the
figures on the card with those in the borrcwer's pass book.
Then she counts the number of days that have elasped
since the borrower!s previous payment, turns to her inter-
est calculator, plugs the borrower's last principal bal-
ance into her calculating machine, presses her multi-
plier keys and lets the motor rip out the amount of in-
terest the borrower owes. She posts this amount to her
ledger card--and to the borrower's pass book. Then she
counts the money the borrower has passed through her win-
dow. She writes the amount on a memo pad, subtracts the
interest amount--thatt's three times she's written the
interest amount--and arrives at a remainder. She posts
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this remainder to the ledger card and to the pass book.
Then she subtracts this remainder from the o0ld princi-
pal balance and posts the new principal balance to the
ledger card and to the pass book. Finally, she enters
the date of the payment, returns the pass book to the
borrower with thanks, and files the ledger card. And
she does that every month for nearly every customer
--few payments come in by mail because borrowers don't
know how much interest they owe and can't or won't
figure it.

The bank, on the other hand, gives the customer a
coupon book on which the precise amount of each pay-
ment and due dates are clearly stated, sets-up a pre-
scheduled ledger card and when the coupon comes in
--most of the coupons are mailed in with checks accom-
panying them--they are sorted in the same sequence as
the ledger cards, the ledger cards are date stamped
with the date of payments--no figures are needed since
the balances due are prescheduled--and the Jjob of ac-
counting for the monthly payment is done. « « . No
wonder the bank can handle 500 accounts per employee
against the loan company's 310 to 333,16

The fewer computations involved in the handling of
a precompute loan payment also lessen the chance of an error
occurring. This is important for consumer finance com-
panies since small loan laws generally provide that a will-
ful overcharge voids an entire loan. Thus, the simplified
handling of payments under precomputation (whether coupon
books are used or not) and the adaptability of such a sys-
tem to prescheduled and preprinted loan papers and ledger

cards can contribute to reducing a company's operating costs.

160tto Lorenz, "State Laws Hamper Procedural Eco-
nomies," Personal Finance Law Quarterl* Report, X, No. 1
(Winter, 1957), p. 15, reprinted from American Banker,
October 17, 1955.
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Prepayment Refunds.--Precomputation of the monthly

charge rate benefits the lender in cases where the loan is
prepaid in full, either in cash or by refinancing. Refunds
in these cases are lower than those which would result if
the finance charge for the shortened period was computed

by the simple interest per month method. The reason for
this is that refunds under precomputation are computed by
the f"rule of 78ths,"17 whereby more of the total charge is
retained upon prepayment than if simple interest is used.
Table 5 presents a comparison of the two methods.,

The additional charge retained by the rule of 78ths
as successive months pass exceeds those collected by the
simple interest method during the early months of a loan
contract while the opposite situation exists in the latter
months., The last column of Table 5 demonstrates this, In
the example, the differential between the two methods in-
creases durlng the first five months, while the contrary
circumstances prevail during the last seven months. As
Table 5 also shows, the finance charge under elther method

is the same 1f the contract is carried to maturity.

17The rule of 78ths is 2 sum-of-the-diglts method
for computing refunds. It acquires its name from the fact
that 78 is the sum of the digits 1 through 12. As an
example of its use, if a twelve month contract were paid
in full after one month, 66/78 of the finance charge would
be refunded to the borrower. On a twenty-four month loan
the denominator is 300 (the sum of 1 through 24) and 276/300
of the total finance charge would be refunded if the loan
was pald in full after one month.
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TABLE 5%

COMPARISON OF FINANCE CHARGES RETAINED UPON
PREPAYMENT UNDER SIMPLE INTEREST
AND THE RULE OF 78THS

e e e S S e ————————— s

Finance Charge Retalned

Prepaid Simple Rule of

Month-end Interest T8ths Difference
1 $ 18.00 $ 22.73 $ 4.73
2 35.22 43,57 8.35
3 51.66 62.51 10.85
4 6731 79.56 12.25
5 82.16 94,71 12.55
6 96.20 107.97 11.77
7 109.42 119.33 9.91
8 121,22 128,80 7.58
9 131.34 136,38 5.04
10 139,46 142,06 2.60
11 144,95 145,85 .90
12 147.74 147.74 0

*Examples $1000 loan; rates 3%/2%/1%/$300/$500/
$1000; twelve monthly instalments of $95.645; total fi-
nance charge, $147.74.

The significance of this benefit is, of course, a
function of the number and timing of loans that are prepaid.
In general, it can be said that a large number of loans are
prepaid, although 1t is usually by refinancing. As an 1il-
lustration, one of the findings of fact by the Massachusetts
Small Loan Regulatory Board in 1957 was that 60 to 66 per
cent of all loans made by the consumer finance industry in

the state were refinanced and new loan contracts entered

into after about 37 per cent of the contract 1life of the
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original loan had elasped.!8

Since the sample loan used in Table 5 is under a
split rate structure, the differences shown between the two
methods are greater than if one rate was applicable to the
entire loan. The reason for the increased difference is
that under a graduated structure the monthly finance rate
of charge starts out lowest in the first month and gradually
increases each subsequent month until the loan balance is
redpced to that amount bearing the highest rate. On the
otﬂér hand, application of the rule of 78ths produces the
same charge rate each month when applied to the scheduled
unpald balances of principal and charges combined.19 The
existence of these differences in the rates of charge leads

to another advantage which is cited for precomputation.

Logicalness.--Split rate structures have been in

existence since around 1928, Taking legal cognizance of

the many costs not related to size of loan, their purpose

Is to give a lower rate on larger loans. To accomplish the
cbjective, different rates are applied to different portions
of the unpaid loan balances. As just noted, though, under

simple interest per month, this results in the lowest charge

18James C. Gahan, Jr., ""Massachusetts Board Issues
Small Loan Rate Order," Personal Finance Law Quarterly
Report, XII, No. 2 (Spring, 1958), p. 30.

19n the loan used in Table 5, for example, the
rule of 78ths produces a monthly rate of 1.98% on the un-
pald balances of principal and charges combined.
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rate applying during the first month of the loan and gradually
increasing thereafter (assuming, of course, the loan is
large enough to be affected by the split rate.)

Proponents of precomputation, contrasting the vari-
ableness of monthly rates derived from simple interest per
month with the constant monthly rate produced by precompu-
tatlion, argue strongly for precomputation:

There are no other lending agenciles having a system
of charges which produces a progressively higher rate
of charge as the instalment payments reduce the unpaild
balance. « « « Where is the justification or logic in
giving the borrower who pays off his loan ahead of sched-
ule a lower rate than 1s paid by the borrower who car-
ries his loan to maturity? Loglically, the one who pre-
pays should pay at least the same rate, if not a higher
rate. Most real estate mortgages provide a penalty for
prepayment--not a lower ratel!

e o« o A constant monthly rate or a variable, pro-
gressively higher monthly rate--can there be any ques-
tion as to which is the more logical?20

Competitiveness.--The borrower, under precomputa-

tion, knows the dollar cost of the loan at the time the
agreement 1s signed. If he makes his payments regularly,
that is, on the due dates or within the allowed grace pe-
riods, he will not pay any more or less than thils precom-
puted dollar amount. From a competitive standpoint, con-
sumer finance company personnel consider this an advantage.
The practice of most other lending institutions 1is to com-

bine the interest and expense charges iInto a dollar amount

207, Miller Redfield, "Precomputation--Plain and
Fancy," Personal Finance Law Quarterly Report, XII, No. 1

(Winter, 1957), p. 6.
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which is either added to, or discounted from, the amount of
the loan. Personnel of consumer finance companies often
feel their borrowers are confused by the per cent per month
charge statement, particularly where a split rate structure
is in effect. The hope, then, is to improve the "product
package! and overcome borrower confusion as to loan costs

by precomputing the loan charges.

ObjJections to Precomputation

Statement of Charges.--A principal obJection to pre-

computation relates not so much to the concept itself, that
is, to the predetermining of the dollar cost of a loan, but
to the fact that these computations are determined by ref-
erence to a per cent per month rate structure. The objec-
tions come from those who wish to eliminate the per cent
per month rate structures from the statutes entirely and
replace them with a form of dellar cost charge statement,
whether i1t be an add-on method, a discount method, or a
statement of a certain number of dollars for each $100 bor-
rowed for a year321 For persons so inclined, precomputationt's
"only purpose « « o is to gradually educate those lenders

who have not had the advantage of experience in the various

21A concise discussion of the various proposals for
the statement of finance charges is found in Carl A, Dauten,
The Consumer Finance Industr in a Dynamic Economy, Consumer
Credit Monograph No. 2 Louist American Investment
Company of Illinois, 1959), pp. 60-63.




40

types of lending operations, to realize and appreclate the
advantages of the add-on or dollar-cost system,"22

The disenchantment with the per cent per month stat-

utes stems from their misinterpretation by borrowers and
others. Consumer finance employees often find much time
and effort is needed to convince a borrower that three per
cent per month on a $100 loan repayable in twelve monthly
instalments does not result in a $36 finance charge. The
image of the consumer finance industry suffers from such
misinterpretation:

It is so easy, for example, to multiply 3% per
month by twelve and contrast this 36% per annum with
conventional interest rates of 8% to 12% per annum,
that there is a constant stream of abuse against this
business and its so-called "outrageous charges." This
"percent per month" lends itself as a perfect target
for demagogues, politicians and many well-intentioned
but uninformed public-spirited citizens--even many expe-

rienced loan personnel can't understand it sufficiently
well to give a satisfactory explanation.23

Adjustments.--The fact that the finance charge under

precomputation is determined on the basis of a scheduled
contract means that provision must be made for cases where
deviations from the contract occur. Adjustments for such
variances are usually classified as extension charges, where

the due date of the first instalment is extended; default

221, J. Holroyd, Jr., "Precomputation--Is It Really
Progress?" Personal Finance Law Quarterly Report, XII, No. 1
(Winter,'1957), DPe 16,

23L., J. Holroyd, Jr., "A Critical Analysis of Com-
puting and Stating Rates of Charges of Consumer Instalment
Loans,® Ibid., XI, No., 3 (Summer, 1957), p. 126.
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charges, where there 1is a delay in the payment of the full
amount of any scheduled instalment; deferment charges, where
all wholly unpaid instalments are deferred one or more full
months and the maturity of the contract so extended; and re-
funds for prepayments. The criticism is sometimes leveled
at precomputation that these adjustments are themselves
complex, confusing, and time-consuming. And since precom-
putation is only an alternative to simple interest, employees
must be trained to operate under either method. Further,
the existence of two methods creates problems in the de-
signing of leocan forms, particularly for those cases where
a constant delinquency under precompute switches to a simple
interest basis,24

It is likely that some of these criticisms of the
adjustments result from their newness to the system rather
than from any inherent complexity. For example, refunds
under the rule of 78ths can be easlily taken from tables with
few, if any, paper and pencll calculations needed--except
if the loan is prepaild very early in a few states whereupon
a recalculation of charges is required on a per cent per
month basls. Nevertheless, there 1is little doubt that pre-
computation provides the maximum benefit when all payments
are made on schedule. This has led one authority to esti-

mate that unless 60 per cent of an office's accounts

24Dan J. Griffen, "Precomputational Considerations
in Loan Forms,% Consumer Finance News, XLV, No. 7 (January,
1961)’ ppc 3"50
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consistently make full payments according to schedule, pre-

computation should not be adopted.25

Borrower Cost.--An increase in the cost to the bor-

rower is an objection frequently mentioned regarding pre-
computation. This, of course, is merely the converse of
the advantage presented earlier dealing with refunds in pre-
payment cases. To 1llustrate the increased costs, the same
sort of comparison is made between charges computed by sim-
ple interest and by the rule of 78ths in case of prepayments
in full.

One author is quite dogmatic about the criticism.
Noting that both methods charge the same amount i1f the bor-
rower lives up to his contract, his attitude is that *con-
tracts are made to be observed, not breached." When a bor-
rower breaches, through prepayment, delinquency, or other-
wise, there 1is no reason why there should not be differences
in the charges.26 A different type of reply 1is used by
another writer--his opinion being that the only sure way to
eliminate the criticism is to eliminate the comparisons.

To accomplish this, precomputation must be given up as an

257, Miller Redfield, "Why Precomputation?" Personal
FPinance Law Quarterly Report, XIV, No. 2 (Spring, 1960),
P. 59.

26James B. Harper, "A Draftsman Looks at Precom-
putation,” Personal Finance Law Quarterly Report, XII,
No. 1 (Winter, 1957), p. 12.
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alternate under a per cent per month law and a dollar-cost
method of stating charges must replace 1t.27

The Personal Holding Company

Tax and Precomputation

Present tax laws impose a special tax of from 75 to
85 per cent on undistributed personal holding company in-
come., The purpose of this tax i1s to prevent an individual,
or a group of individuals, from escaping high individual
taxes by collecting and retaining income as an Yincorporated
pocketbook! rather than distributing it to stockholders.

In general, a corporation i1s a personal holding company if
less than six individuals own more than 50 per cent of the
value of the outstanding stock and if at least 80 per cent
of the corporation income 1s personal holding company in-
come. Personal holding company income essentially consists
of #passive! income, which includes such things as interest,
dividends, fents, annulties, and gains from the sale of
securities.

The law does exclude certain types of companies from
the definition of a personal holding company. The exemp-
tlons are allowed because the companies are engaged 1in an
active trade or business despite the nature of their income.
Banks, 1life insurance companies, and surety companles are

examples. Consumer finance companies are also excepted

2TRedfield, loc. cit.
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under certain conditions.

The development of precomputation created some prob-
lems for the smaller, independent consumer finance compa-
nies seeking exemption from the personal holding company
tax. Although the problems have since been neutralized, a
brief recapitulation of the situation is necessary since it
affected the acceptability of precomputation to a segment
of the consumer finance industry.

There are two exceptlions which can be applied to
consumer finance companies. The first exception i1s a re-
sult of the Revenue Act of 1938 and is intended to exempt
those companies operating under statutes similar to the
Uniform Small Loan Law. The relevant provision reads that
the term *personal holding company" does not include:

(6) a licensed personal finance company under State
supervision, 80 percent or more of the gross income of
which 1s lawful interest received from loans made to
individuals in accordance with the provisions of appli-

cable State law if at least 60 percent of such gross
income is lawful interest--

L] L] L[] [ ] [ ] L[] L ] L J L] L] [ ) L] ° L] [ ] [ ] L] ° L[] L] L d L] [ ] [ ] L] [ ] [ ]

(B) not payable ig advance and computed only on
unpald balances, o o o o2

It has already been demonstrated that under precom-
putation it is possible, in the case of prepayments, for
the lender to receive charges greater than if they were com-

puted by the use of simple interest on unpaid balances.

281, R. C. 542 (c) (6).
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Part (B) of the above tax provision, hcwever, indicates
that charges should be computed only on unpaid balances.
Would a lender thereby lose his exemption if he used pre-
computation and the corresponding adjustments based upon
the rule of 78ths? An Illinois licensee applied for an
income tax ruling and got the following response:

A small loan company will not lose its exempt
status under Section 542 (c) (6) . . . solely by
reason of adopting the method of precomputing in-
terest on loans authorized by the Small Loans Act
of the State of Illinols, as amended. However, in
determining whether such company 1s excepted from
the definition of a personal holding company, that
portion of interest charged by the company in ex-
cess of interest computed only on unpaid balances,
although includable in gross income as interest, may
not be taken into acccunt in determining whether such
company satisfies the percentage of gross income re-
quirements prescribed. . . .29

Since the taxpayer has the burden of proof in

claiming an exemption, the above ruling meant that each
affected consumer finance company had to find some means
of measuring the difference between the charges received
under precomputation and what it might have received under
the simple interest method so the excess could be excluded
in determining whether the company met the 60 per cent
test in the tax law. If the taxpayer recomputed all loans
on a simple interest basis to get a figure to compare

with the charges received under precomputation, a major

reason for using precomputation--efficiency--would be

29Rev. Rul. 60-194, C. B. 1960-1, p. 206.
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eliminated. To claim exemption under Section 542 (c) (6),
then, an alternative method acceptable to the Internal
Revenue Service was needed.-© Recourse to Section (c) (7)
was another possibility.

Section 542 (c) (7) was added to the Internal Rev-
enue Code in 1950 to exempt lending companies making small
loans in states which allowed interest charges to be deter-
mined by the "dollar add-on' method. Ostenslibly applicable
to precompute loans also, the pertinent part of this exemp-
tion did read:

(c) The term "personal holding company" does not include--

o ° [ o o e L] ° o ° L] ° o o o o [ 4 [ ] (] [ ] ° ° ° o L] L] o °

(7) a lending company, not otherwise excepted by

this subsection, authorized to engage in the small

loan business under one or more State statutes pro-
viding for the direct regulation of such business,

80 percent or more of the gross income of which is
lawful interest, discount or other authorized charges--

(] [ ] [ 4 [ ] [ ) o L[] ° o ° o ° ° o ] L] o L) (] o L] [ ] [ ] L 4 L]

(B) which do not. in the case of any individual
loan, exceed in the aggregate an amount equal
to simple interest at the rate of 3 percent per
month not payable in advance and computed only
on unpald balances; o o« o o 1

50Three suggested methods are summarized by L. J.
Styskal and J. E. Newton, "Small Loan Companies Ask New
Handling of Precomputation and PHC Exemption," The Journal
of Taxation, XIV (May, 1961), p. 301,

31y, s. Congress, House, Committee on Ways and Means,
Exception of Certain Consumer Finance Companies From Per-
sonal Holding Company Tax, 8/th Cong., ond Sess., H. Rept.
1811 to accompany H. Rept. 8824, p. 6.
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The problem of claiming exemption under this section
was quite similar to that encountered under Section 542 (c¢) (6),
--each affected lender had to measure the difference between
the charges received under precomputation and what it would
have received under a 3 per cent simple interest method. The
burden of recomputing interest on a simple interest basis or
drawing up additional refund charts was placed on the small
consumer finance company.>2 Thus, either exemption open to
a firm using precomputation created record-keeping problems.

Congress, recognizing the fact that the personal
holding company tax was intended to tax passive investments
and not to regulate active lending companies, rectified the
situation in 1962. An amendment changing Section 542 (c¢) (7)
was signed into law on October 9, 1962. Among other changes,
the amendment removed the 3 per cent per month restriction
from the books.>3 The removal of this restriction thus cor-
rected a competitive disequilibrium within the consumer fi-
nance Iindustry created by the tax law and eliminated a basis

for opposition to the use of precomputation.

52As an example, one author estimated that a $260
loan for 20 months (a $202.67 cash advance) at 23%/2%/$200
would require recomputation at a 3 per cent rate through
all or some part of each instalment period through 5 months
and 3 days, William A. Kline, Jr., "Precomputation from
Standpoint of a Personal Holding Company, Advertising and
Customer Relations,! Personal Finance Law Quarterly Report,
XIv, No. 2 (Spring, 1960), pp. 66-67.

33A detalled discussion of all changes is found in
House Committee on Ways and Means, op. cit., 9 pp.
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Acceptance of Precomputation

California was the first state to enact a precompu-
tation provision as an alternate under a per cent per month
law. However, before its final passage in 1949, an amend-
ment was added which effectively killed the use of precompu-
tation. The amendment provided that regardless of the pro-
visions for adjustments under precomputation, total charges
collected by a lender could nct exceed those which would
havé resulted from simple interest on unpaid balances, >4
Missouri enacted the first effective precomputation statute in
1951, Since then fifteen additional states have revised theilr
statutes to permit precomputation. Table 6 lists the states

permitting precomputation and the respective adoption dates,
TABLE 6%

STATES PERMITTING PRECOMPUTATION

Adoption Adoption
State Date State Date
Alabamao o o o e 1960 Minnesotaes o o o 1959
Arizonae. o o o o 1956 Missouri « « ¢« « 1951
California . . . 1959 New Mexico « « o 1959
Colorado « » « o 1953 New York « « « o 1960
Idahoe o o o « o« 1957 North Dakota . . 1960
I1linois « o « « 1957 South Dakota . . 1961
Kansas « « » o o« 1955 Vermont .. o « o 1959
Massachusetts., « 1956 Washington . . . 1959
and
1960

*Sources "Precomputation and Dollar Add-On Laws,"
Consumer Finance Law Bulletin, XV, No. 3 (September 25, 1961),
p. 50, except for North Dakota.

3%Redfleld, op. cit., p. 59.
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Summary

The consumer finance industry developed in response
to the need of a wage-earning soclety for a source of small
loans. The industry's subsequent growth to its present po-
sition of over $4,000,000,000 of credit outstanding and a
consideration of its borrower and loan characteristics dem-
onstrate the continued existence of such a market. The
state regulation of the industry 1s designed to permit prof-
itable operations be allowing charges in excess of the usury
rate, By the same token, it operates to prevent abuses from
arising within the small loan field.

The employment of precomputation within the con-
sumer finance industry 1s supported on the grounds that 1t
enables the industry to be more competitive, provides more
logical results, creates a favorable situation in prepay-
ment cases, and promotes operating efficiencies. Opponents
maintain the concept does not go far enough towards elimi-
nating per cent per month confusions, increases borrower
costs, and creates adjustment complexities., One-third of
the states have considered such pros and cons and have adop-

ted precomputation.



CHAPTER III

METHODS OF ALLOCATING UNEARNED
FINANCE CHARGES

This chapter examines the various approaches to the
allocation of precomputed finance charges over the instal-
ment contract periods. The methods covered are as follows:

1. Priority
2. Residuary
3. Effective Rate
4, Sum-of-the-Digits
5. Straight Line
6. Liquidation
7. Fixed Percentage
The use of an acquisition cost factor in connection with

these allocations 1s also discussed.

Priority and Residuary Methods

Priority!

The entire precomputed finance charge is recognized
as revenue at the time a loan 1s made when the priority
method is employed. To illustrate, consider a loan of
$109.08 with a precomputed finance charge of $10.92, to be
repaid in twelve monthly instalments of $10.00. Table 7
indicates the treatment of this finance charge under the

priority approach.

14150 known as the yield minimum method.
50
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TABLE 7
DISTRIBUTION OF FINANCE CHARGES BY PRIORITY METHOD

————————
e ————————————

Monthly
End of Note Revenue Unearned Finance
Month Balance Recognized Charges Balance
$120.00 $10.92 $ ..
1 110.00 o« o o
2 100.00 o o o o
3 90.00 3 . . ]
4 80.00 o o o o
5 70.00 [ . [ L]
6 60.00 [ ] L ] [ [ ]
7 50.00 o« o N
8 40.00 [ ] L] [ ) L
9 30.00 o .
10 20.00 o o e
11 10.00 .« o«
12 ] [ ] [ ] [ ] L[] °
$10.92

The Justification offered for the priority method
i1s that it is convenient and eliminates the annoyance of
dealing with the unearned finance charges account. Ignor-
ing an apportionment problem, however, is not the most de-
fensible approach. The method is basically unsound since
it views the loan transaction as closed and all revenue rec-
ognized at a time when the full term of the instalment con-

tract still remains.

Residuary2
The opposite extreme of the priority method is

the residuary approach. Using this technique, no part of

2A1s0 known as the yield maximum method.
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the finance charge 1s recognized as revenue until after the
entire original principal has been repald. This technique
is ultra-conservative in nature and it, too, ignores the
reality of the situation by not recognizing any revenue in
the early parts of the transaction., Table 8 1llustrates
the handling of a precomputed finance charge by the resid-
uary method. The same loan conditions as in the previous

example are used.

TABLE 8
DISTRIBUTION OF FINANCE CHARGE BY RESIDUARY METHOD

Monthly
End of . Note Revenue Unearned Finance
Month Balance Recognized Charges Balance
$120.00 $ . . $10.92
1 110.00 o o 10.92
2 100.00 o« o 10.92
3 90.00 o o 10.92
4 80.00 .« o 10.92
5 70.00 o« 10.92
6 60.00 o« 10.92
7 50,00 o 10.92
8 40,00 o« 10.92
9 30000 3 ° 10.92
i0. 20.00 e 10.92
11 10.00 « 92 10.00
12 ® [ ] 10000 L] L]
$10.92

The priority and residuary techniques are not
within the realm of methods considered to be generally ac-
cepted by the accounting profession. Consequently, they

are not wildely used within the consumer finance industry.



53

Their exposition here serves the purpose, however, of delin-
eating the boundaries between which all generally accepted
methods fall,

The fact that the priority and residuary approaches
are in use at all, even when not considered generally ac-
cepted; is worthy of note. A firm may use one of these
methods and still receive an unqualified audit opinion from
a public accounting firm. The auditor, in these circum-
stances, makes a comparison between the results for the
period involved derived from the system in use and the re-
sults that would have been provided by a generally accepted
technique, If the difference 1s immaterial, no exception
is taken in the audit report.

The expediency of the above procedure, given the
audit situation, is recognized. Yet this use of the mate-
riality concept means that practices can be perpetuated
which are even outside the present broad band of accept-
ability. The complexity of the task of reducing divergen-
cies in practice 1s thus increased. Further, a short-run
view, such as an accounting period, using the concept of
materiality as Justification for approval of a technique
overlooks the possibility that a series of short-run im-
material dollar variances may produce a material long-run
variance. Even more importantly, there are other aspects
to materiality than Just the quantitative side. Qualita-
tively, the mere divergence of a practice from what 1is

viewed as fgenerally accepted! is material.
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Effective Rate?

In theory, the effective rate method requires the
actuarial computatlion of the effective interest rate on
the instalment contract. The portion of the finance charge
recognized as revenue each month is then determined by
multiplying the balance of the investment by the effective
rate, Since the monthly collections reduce the finance
company's investment in the receivable, the revenue recog-
nized decreases each month,

This approach interprets literally those small loan
laws which label the finance charges as interest. The sec-
tion of the Illinols law quoted in the previous chapter,
for example, uses the terminology *interest® and "precom-
puted interest® in its discussion of precomputation. Con-
sidering the revenues as pure interest, then, this method
distributes the finance charge in accordance with the ef-
fective 1lnterest rate on the loan transaction.

Reference to a table of present values of annuities
indicates that the effective interest rate on the loan used
as an example in the previous two tables 1s 1% per cent per
month, Table 9 shows how the precomputed finance charge
would be allocated using the effective rate method.

As previously noted, in theory this method entaills

the computation of the effectlive interest rate for the

3A1s0 known as the actuarial method.
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TABLE 9

ALLOCATION OF PRECOMPUTED FINANCE CHARGE BY
EFFECTIVE RATE METHOD

Unearned Column 5
Monthly Finance as %
End of Note Principal Revenue Charges of Note
Month Balance Balance Recognized Balance Balance

8120.00 $109.08 $ . . $10.92 9.100%
1 110.00 100.72 1.64 9,28 8.436
2 100.00 92,23 1.51 TTT 7.770
3 90.00 83.61 1.38 6.39 7.100
4 80,00 74,86 1.25 5.14 6.425
5 70.00 65.98 1.12 4,02 5.T43
6 60.00 56 .97 .99 3.03 5.050
7 50.00 47,82 .85 2.18 4,360
8 40,00 38 .54 .72 1.46 3.650
9 30,00 29.12 .58 .88 2.933
10 20.00 19.56 JAh Al 2.200
11 10.00 9.85 .29 .15 1.500
12 3 . [ ] [] .15 [ ]

$70.92

instalment contract and the application of the effective
rate to the declining contract investment to determine the
monthly revenue. A similarly exact computation involves
the calculation of what the balance in the unearned finance
charges account should be at the various stages of the con-
tract. The difference between the balance so determined
and the balance actually in the account represents the rev-
enue for the period. The formula to determine this '"cor-
rect! balance in the unearned finance charges account

1s mx (t-ag]y), where m equals the monthly contractual pay-
ment, t equals the number of payments yet due, ag)y equals
the present value of an annuity of one per period for t

periods valued at the effective monthly rate of interest on
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the contract.

These two techniques of calculating the monthly
revenue under the effective rate philosophy necessitate
individual contract valuation in each case. The large num-
ber of instalment contracts carried by the typical consumer
finance company makes such monthly individual contract cal-
culations extremely burdensome and impractical. Conse-
quently, simplified embodiments of the effective rate ap-
proach are found in practice.

The determination of an over-all rate applicable to
the investment in all contracts 1s one such embodiment.
When first instigated,; the calculation of the over-all rate
requlres extensive work. It necessitates the finding of
the effective interest rate on instalment contracts of var-
ious silzes and maturities. These rates are determined for
loans that are paid in full according to schedule and loans
pald in full at various times prior to maturity. A standard
often used for the elapsed time of a loan paid in full be-

fore maturity is one-half of the full contract term. 1In

4From a formula in B, J. Hill and M. F. Desmarchelier,
"Some Problems for Financiers," The Chartered Accountant in
Australia, XXXII (October, 1961), p. 219, To illustrate,
consider the determination of the unearned finance charges
balance after six payments have been received. At this point,
n=10, t=6, af}4=5.697. The account balance equals $10 x
(6.000 - 5.,697) = $10x .303 = $3.03., The revenue for the
period of the sixth payment then equals $4.02 - 3.03 = § .99.
This is the same amount as that reached by multiplying in-
vestment for the period by the effective rate.
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figuring the rate for the loans paid in full at one-half
the contract term, effect is given to the fact that refunds
are made under the rule of 78ths. Having secured the ef-
fective rates for various loan sizes and maturities, these
rates are then evaluated into one average rate for the con-
sumer finance firm. Weight is given to the number of its
accounts that pay in full at one-half the term, as well as
to the frequency of loan sizes. The average rate so deter-
mined is the over-all effective rate for the firm on its
loans. The firm's monthly revenue 1is then figured by mul-
tiplying the average rate by the net cash invested in loans
at the beginning of the month, that 1is, the gross loans
outstanding less the unearned finance charges balance.?
Another simplified approach maintains the balance
of the unearned finance charges account in a predetermined
relationship with total note balances. Any amount in ex-
cess of this balance represents the revenue for the period.
For example, referring to the last column of Table 9, if
it 1s assumed that all of a firm's loans are similar to
the one 1llustrated and that on the average they are all
one-half paid, the balance of the unearned finance charges
account 1s maintained at 5.05 per cent of the gross notes
receivable, Again, the difficulty of implementing a per-

centage approach such as thils is the determination of the

o1 " P5John C. Wetzel, "Earned Income Under Precomputa-
on, ersonal Finance Law Quarterly Report, XII, No,. 1
(Winter, 1957), pp. 8-9. ’ ’
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proper relatlionship given many loans of various sizes and

maturities.6

Sum-of-the-DigitsT

The sum-of-the-digits technique of allocating un-
earned charges 1s commonly used in the consumer finance
industry. Its basic Justification 1s the same as that of
the effective rate method, namely, that the amount of rev-
enue recognized ought to be related to the amount of the
investment in the loans. The popularity of the sum-of-
the-digits approach stems from the fact that its results
approximate those of the effective rate approach without
the necessity of employing any actuarial computations.

If a loan is to be repaid in twelve equal monthly
instalments, the consumer finance company's investment
during the first month 1s approximately twelve times as
much as its investment during the last month. Use of the
sum-of-the-digits approach results in twelve times as much
revenue belng recognized at the completion of one month's
time as is recognized in the final month. On a twelve

month loan, the method works in the followling manner.

6American Institute of Certified Public Accountants,
Technical Information Service, "Excerpts From Correspondence
Regarding Computations of Unearned Income," (n.d.), p. 2.

TAlso known as the direct ratio or 78ths method.
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The sum of the numbers 1 through 12 is 78.8 The portion

of the original unearned finance charge recognized as rev-
enue the first month is 12/78; the second month, 11/78; the
third month, 10/78; and so on down to the twelfth month
when 1/78 of the original unearned finance charge is recog-
nized. The same procedure 1is used for loans of other matu-
rities. Thus, on a six month loan, the denominator is 21
(the sum of 1 through 6) and 6/21 of the unearned finance
charge is recognized the first month, 5/21 the second month,
and so on for the duration of the loan. On a twenty-four
month loan, the denominator is 300 (the sum of 1 through 24)
and 24/300 of the original charge 1s recognized the first
month., Tables are available which reduce these fractions

to percentages for ease of application.9

Table 10 demonstrates the allocation of precomputed
finance charges by the sum-of-the-digits method, using the
same loan example presented in the previous tables.

To indicate the similarity of results, a comparison
of the allocations produced by the effective rate method
and the sum-of-the-digits method is presented in Table 11.
Slightly more revenue 1s recognized in the early months

under the sum-of-the-digits method. This 1s because the

8The formula to determine the denominator is n(n+1)/2,
where n equals the number of months in the original term of
the loan.

9see Appendix A,
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TABLE 10

ALLOCATION OF PRECOMPUTED FINANCE CHARGES BY
SUM-OF-THE-DIGITS METHOD

Monthly
End of Note Revenue Unearned Finance
Month Balance Recognized Charges Balance
$120.00 . . $10.92
1 110,00 $ 1.68 9.24
2 100.00 1.54 T7.70
3 90.00 1.40 6.30
4 80.00 1.26 5.04
5 70,00 1.12 3.92
6 60.00 .98 2.94
7 50.00 .84 2.10
8 40,00 o 70 1.40
9 30.00 .56 84
10 20,00 42 42
11 10.00 .28 14
12 ] [ ] .14 [ ] L]
$10.92
TABLE i1
COMPARISON OF EFFECTIVE RATE AND
SUM-0F-THE-DIGITS RESULTS
Monthly Revenue
Month Effective Rate Sum-of-the-Digits
1 $ 1.64 $ 1.68
2 1.51 1.54
3 1.38 1.40
4 1.25 1.26
5 1.12 1.12
6 .99 .98
7 .85 .84
8 72 70
9 .58 .56
10 v 42
11 «29 .28
12 .15 o 14

$10.92 $10.92
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porportions are calculated on the basis of the face amount
of the note rather than the company's investment in the
note. Although the total note receivable does diminish in
the ratio of 12 to 11 to 10, etc., the company's investment,
under the effective rate philosophy, does not since each
monthly collection includes a diminishing amount of inter-
est and an increasing amount of principal.

The fact that the small loan laws require the use
of the sum-of-the-digits method to determine the amount of
refunds in the case of a loan prepayment provides its adher-
ents a source of support for its use as a method of revenue
recognition. Persons reasoning in thils manner bhelieve it
is unnecessary to provide any other balance in the unearned
finance charges account than that determined by the sum-of-
the-digits approach, since 1f all borrowers paid off their
loans and received their refunds, the firm would be in no
worse position than was stated in its balance sheet,10

This type of reasoning, however, runs counter to
one of the most basic assumptions underlying accounting
thought. The setting just described envisions a liquida-
tion situation, whereas the accountant normally takes for
granted the continuity of the entity for which he 1s ac-

counting. To assume other than a "going concern" circumstance

10r, H, Lound, "In Defence of the Rule of 78,"
The Chartered Accountant in Australia, XXXII (December,

1961)’ P. 335.
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as the general case 1s an unreasonable and untenable position.11
The American Institute of Certified Public Account-

ants has not taken a positlon favoring one or another of the

various allocation methods. However, authoritative support

for the sum-of-the-digits approach has been issued by the

Institute of Chartered Accountants in Australia. In June,

1961, 1ts General Council released a pronouncement which

stated, in part, as follows:

The gross income arising from any form of finance
contract should be apportioned over the term of the
contract in direct relationship to the amount of the
funds invested therein during the relevant accounting
periods.

o L] L] (] (] ° L] L] L] [ ] L) L] [ ] L] ° L] .o L] L] e L] [ ] L] [ ] ® [ (]

It is therefore recommended that members direct
attention of thelr clients concerned to the importance
of using one of these methods, or any other method by
which the "rule of 78" is applied, for the purpose of
apportioning the income yet to mature in hire purchases
or similar finance contracts.

A number of systems are in existence to make the
sum-of-the-digits method workable for a consumer finance
firm with a large number of instalment contracts. These

are the fmethods" referred to by the General Council in

T1rhe going concern' concept 1s one baslc assump-
tion of accounting upon which there has long been wide-
spread agreement. For instance, refer to Paton, Accounting
Theory, pp. #78-480 and Moonitz, op. cit., pp. 38-41.

12wpApportionment of Income of Hire Purchase and
General Finance Companies,! Pronouncement of the General
Council of the Institute of Chartered Accountants in
Australia, The Chartered Accountant in Australia, XXI

(June, 1961), pp. 616-617.
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the above quote. Two of the more common systems are the
monthly spread system and the maturity control system.

Examples of these two systems are presented in Appendix B.

Straight I.:Lne1 3

Another common method employed is the straight line
approach; whereby an equal part of the precomputed finance
charge is recognized each month of the instalment loan.
The straight line philosophy pervades many of the transac-
4+ dons requiring allocation in accounting and the apportion-
ment of the precomputed finance charge 1s no exception,
Table 12 illustrates the results of using thils method on

the sample loan transaction.

TABLE 12

ALLOCATION OF PRECOMPUTED FINANCE CHARGE BY
STRAIGHT LINE METHOD

—
—

1

End of Note Monthly Revenue Unearned Finance
Month Balance Recognized Charges Balance
$120.00 $ . . $10.92
1 110.00 .91 10.01
2 100.00 .91 9.10
3 90.00 .91 8.19
4 80.00 .91 7.28
5 70.00 .91 6.37
6 60.00 .91 5.46
7 50.00 <91 4,55
8 40.00 .91 3,64
9 30.00 91 2.73
10 20.00 .91 1.82
1 10.00 .91 <91
12 o L] .91 [ ) ®
$10.92

13Also known as the constant ratio or level
accrual method.
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Adherents of the effective rate approach and its
approximation, the sum-of-the-digits method, criticize the

s txraight line technique because of the variable monthly

e § r1terest” rate it produces. These persons claim the method

4. = 1naccurate since, in the above 1llustration for instance,

the monthly "interest" rate varies from .76 per cent the

first month to 9.1 per cent the last month. On the other

hand, the straight line method 1is pointed out as belng much
morxre conservative in relation to the other two ‘cechnflques.14
This point is illustrated by a comparison of the cumulative
I'evenues recognized on a single contract under the respec-
tive methods, such as in Table 13 where the straight line
and the sum-of-the-digits accumulations are compared. After
the contract has run six months, for example, 50 per cent
©f +the finance charge has been recognized as revenue under
the straight line method whereas 73.08 per cent has been rec-
©&n3jzed by the sum-of-the-digits procedure.

Strong pressure for a conservative treatment of the

f-\:Lllance charge allocation comes from a not unusual source

orx conservatism--creditors. Consider the following quote

from a bankerts remarkss

I am concerned that some companies take in too
much income as acquisition cost and, in addition, use
too liberal an accounting method in taking in the

-
14Amer:l.can Institute of Certified Public Accountants,

op. cit., p. 2.
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remaining finance charges., . « « Management should de-
fer as much as possible.!5> (Emphasis my own.)

Management itself, at times, champlons the conserva-

t 1wve cause?

Many years ago Dial adopted conservative accounting
practices. These practices remain inviolate. Dialts
financial statements are among the most conservative in
its industry. o o o}

TABLE 13

CUMULATIVE REVENUE RECOGNIZED BY STRAIGHT LINE AND
SUM-OF-THE-DIGITS METHODS

Sum-of-the-Digits Straight Line

Per Cent Per Cent

Month Amount of Total Amount of Total

1 8 1.68 15.37% $ .91 8.33%
2 3,22 29.49 1.82 16 .67
3 4,62 42,31 2.73 25.00
4 5.88 53.85 3.64 33433
5 7.00 64.10 4,55 41,67
6 7.98 73.08 5.46 50.00
7 8.82 80.77 6.37 58,33
8 9.52 87.18 7.28 66 .67
9 10.08 92.31 8.19 75.00
10 10.50 96.15 9.10 83.33
11 10.78 98.72 10.01 91.67
12 10.92 100.00 10.92 100.00

|

The maturity control system for implementing the

Straight line approach into a firm with numerous instalment

15Howard Poduska, "Bankers . . o As Creditors
+« « o As Competitors," The Industrial Banker, XXVIII,
No. 12 (December, 1962), p. 16.

16p1al Finance Company, Annual Report 1962, p..7..
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contracts is described in Appendix C.

Ligquidation Method

Under the liquidation method, the portion of un-
earned finance charges recognized as revenue each month 1is

Proportionate to the collections on the related recelv-
ables. The ratio of collections to the beginning of the

month notes recelvable balance is computed each month.
This ratio is then applied to the beginning of the month

Uneaxrned finance charges balance to determine the revenue
for +the month. Table 14 presents a simplified worksheet
for +the liquidation approach.

The distinctiveness claimed for the liquidation
mMethod is that it accounts for revenue on the basis of the
&cCtion of the receivables rather than on a prescheduled
basis,16 The commonly used straight line and sum-of-the-
digits methods recognize revenue based upon the presched-
Ulegd payment schedules whereas the philosophy of the liqui-
dation technique 1is to walt until the payment is actually
Teceived before recognizing a portion of it as revenue., If

the instalment obligations are repaild in an erratic manner,

adherents of the liquidation method believe it undesirable

to account for the revenue on a prescheduled basis. (In

Chapter II, note was taken of one authority's belief that

16Ralph A, Milliman, "A New ILook at an 01ld Subject,"
lime Sales Financing, XXVI (March-April, 1962), p. 7.
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p reccmputation should not be adopted unless payments quite

cornsistently followed their scheduling.)

TABLE 14
DETERMINATION OF MONTHLY REVENUE BY THE LIQUIDATION METHOD¥

Month
Bases First Second Third Fourth
Receivables at
beginning of month (a) $500,000 $500,000 ¢§700,000 §760,000
Loans during the month 200,000 200,000 200,000 240,000
Total

700,000 800,000 900,000 1,000,000

Deduct receivables at
month_-end (B) 600,000 700,000 760,000 924,000

Liquidation during month  (C) 100,000 100,000 140,000 76,000

Per cent of

liquidation (C):(A) () 20% 16.6% 20% 10%

Unearned charges at

Start of month (E) 50,000 60,000 60,000 63,000

AdQQ charges on

month's loans (F) 20,000 10,000 15,000 12,000
Total

70,000 70,000 75,000 75,000
Deduct revenue

Tecognized (DxE) (G) 10,000 10,000 12,000 6,300
Unearned charges at

Month_end $50,000  $60,000 $63,000  $68,700

S —.

*The pro-rata method expounded by Wetzel, op. cit.,
Pe 9, is merely a variation in the implementation of this
technique., He takes the ratio of unearned charges to re-
ceivables times the monthly collections, or in terms of
this table, (E)/(A)x (C)= (G).

The point is not infrequently made that if all the
instalments are collected when due the results of the liqui-

dation method are the same as those of the straight line
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m e thod. This conclusion i1s not valid in all cases. It re-
sults from isolating a single contract and comparing the two
me thods., In such a situation, the results would be iden-

t 1 cal., However, when numerous contracts of varying sizes,
maturities, and ratios of charges to outstanding balances
are involved, the use of the system illustrated in Table 14
Produces differences between the two approaches. Table 15
demonstrates the influence of such complexities on the re-

Sults produced by the liquidation and straight line methods.

TABLE 15
COMPARISON OF LIQUIDATION AND STRAIGHT LINE METHODS*

Liquidation Straight Line

Monthly Cumulative Monthly Cumulative
Pa}’me nt Revenue Revenue Revenue Revenue
1 $ 3.25 $ 3.25 $ 3.60 $ 3.60
2 325 6.50 3.60 T.20
4 3.25 13.00 3.60 14,40
5 3.25 16.25 3.60 18.00
6 1.95 18.20 1.60 19.60
7 1.95 20.15 1.60 21.20
8 1.95 22,10 1.60 22,80
9 1.95 24,05 1.60 24,40
10 1.95 26,00 1.60 26,00
$26.00 $26.00

*Mwo loan contracts made on the same day¢ One--five
months, $100 total note, $10 precompute finance charge; One
-~ten months, $300 total note, $16 precompute finance charge.
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Fixed Percentage Method

The fixed percentage approach cannot be precisely
classified as a method in and of 1tself since its basis

may be found in one of the other methods. This technique

employs a fixed percentage relationship to determine the

monthly revenues., The revenues may be established by

taking a fixed percentage of the net outstanding receiv-

ables., More commonly, the revenue is a forced figure re-

sulting from the maintenance of the unearned finance charges

account balance at a predetermined percentage of the out-
Standing receivables.,

As was pointed out earlier in the chapter the use
Of fixed percentages, such as those just mentioned, may be

& simplified embodiment of the effective rate concept based

Upon previous company experience. On the other hand, they

may not be based upon a firm's experience at all,

It seems that as in most industries, finance com-
panies are prone to copy methods and ideas of other
finance companies. This 1is particularly true in the
use of fixed percentages for unearned charges, yet
these fixed percentages may not apply to the company
seeking to use them. They may for instance have been
established by larger companies with greater ability

and facilities to determine the correctness of the
fixed percentage they use,17

The auditing profession has been guilty, on occa-

sion, of employing verification procedures which allow this

bPractice to exist unchecked. One finance firm, as a case

171v44., p. 10.
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3 nn point, maintained its unearned charges account balance
aat a fixed percentage of its outstanding receivables. To
Justify the reasonableness of the selected percentage, the
audltors resorted not to the company's experience, but in-
s tead compared the firm's percentage with the composite
Pexrcentage in the First National Bank of Chicago's list of
consumer finance company ratios for the year in question.
To +the auditors, the closeness of the two percentages demon-

sStrated the reasonableness of the firm's selection of a

fixed percentage.

Acquisition Cost Factor

As was alluded to in the previously quoted banker's
Temarks, some firms take an amount into the revenue in the
Wmonth the loan contract is made. This "acquisition cost
factor? may be employed in conjunction with any of the gen-
erally‘accepted methods. The following financlal statement
footnote indicates its use with the liquidation technique:

Net finance charges on discounted receivables are
credited to deferred income accounts. A portion of
the net finance charges 1s transferred to income in
the month of acquisition as an offset to acquisition
costs and loss provisions; the remainder is trans-

ferred to income monthly in proportion to receivablg
liquidation in the case of discounted loans. « o« of

The basic reasoning behind this acquisition cost

factor usage 1s that the revenue so recognized acts as an

18General Acceptance Corporation, Prospectus,
November 5, 1959, p. 26.
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o £ fset to the costs of acquiring the loans that are charged

aagainst revenues as they are incurred. At times, however,

o ther considerations may influence the decision to use an

acquisition cost factor. Employing it with the straight

1 ine method produces results which more nearly approximate
the sum-of-the-digits approach.20 The same reasoning may

1l3ie behind its use in conjunction with the liquidation

technique.2! Motivations of this sort are evidences of the

Popularity of the sum-of-the-digits philosophy.

Summary

A variety of technlques to apportion precomputed

finance charges are available for use by consumer finance

firms. Two approaches, the priority and residuary, are not

Considered to be acceptable by the accounting profession.
The priority method recognizes the entire revenue from

the instalment loan at the time the loan is made. Under

the residuary procedure, no revenue from the transaction

1s recognized until the entire principal has first been

Tecovered.

Of the generally accepted methods, the effective
rate technique attempts to spread the finance charges on
the basis of the actuarially computed interest rates on the

contracts. All revenue is thus viewed as interest under

20M111iman, op. cit., p. 6. 2!Ibid., p. 7.
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this procedure. The same reasoning substantiates the sum-
cf-the-digits method. Its popularity is due to the fact
that i1ts results approximate those of the effective rate
technique without the need for actuarial computations. The
finance charge 1s spread equally to each month by the straight
line procedure. It advocates point out that it is more con-
servative than the sum-of-the-digits or effective rate ap-
proaches., The liguidation procedure recognizes as revenue
each month a percentage of the unearned finance charges bal-
ance, The percentage varies from month to month and is
determined by the per cent of the outstanding receivables
liquidated each month. Some firms recognize a fixed per-
centage of thelr outstanding receivables as revenue each
month or, approaching it in a slightly different manner,
naintain their unearned finance charges account balance in
a fixed relationship to the outstanding receivables. These
fixed percentages may or may not be based upon the company?'s
Own experience.

An acquisition cost factor is used by some firms.
This means a percentage of the precomputed charge is recog-
nlzed as revenue when the loan contract is signed. Employ-
Oént of the factor i1s supported on the grounds that it is

Necessary to offset the cost of acquiring the contract.



CHAPTER IV

COMPARATIVE IMPACT ON FINANCIAL RESULTS

The previous chapter discussed the principal methods
used to allocate precomputed finance charges. Thls chapter
is devoted to a consideration of the impact these methods
may produce on the financial results of a consumer flnance
company. A number of examples designed to portray the tend-
encies resulting from the use of the respective methods
will be presented. The examples are simplified, but they
fulfill their purpose of isolating the influences exerted
by the allocation techniques. The priority and residuary
methods are included in the examples as indicators of the

extremes by which the results may vary.

The Steady State

The existence of the diversity in allocation methods
is at times justified on the grounds that once a firm reaches
& stable level with respect to its loans, that is, as old
loans mature they are replaced by similar new loans, all of
the techniques will produce the same amount of monthly rev-
énue, Chart 1 portrays the pattern of monthly revenues
determined by the different methods in the achlevement of

Such a "steady state.® The assumptions underlying the chart

73
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CHART 1

MONTHLY REVENUE--REACHING STEADY STATE
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are that a company begins operations and makes 200 loans of

twelve months maturity each month. The principal of each

loan 1is $500,00 and the finance rate is 2 per cent per

month, The principal plus the precomputed finance charge

thus totals $567.36 on each loan.

By the thirteenth month, the six techniques are

re cognizing equal amounts of revenue--$13,472, However,

as Chart {1 also illustrates, the monthly revenues determined
by the various procedures follow decidedly different pat-
texrmns in reaching the steady state level. The effect of

the se incongruous patterns on cumulative revenues is shown
in Chart 2.

By the time the monthly revenues become equal, sub-
Stantial differences exist among the total revenues calcu-

lateq by the various approaches. Revenue recognized under

the priority approach exceeds that determined by the resid-
Waxry technique by $157,648 at the end of twelve months.

Even ignoring the éxtreme cases, the differences are large.
After one year the cumulative revenue under the sum-of-the-

Adigits approach 1s 33 per cent greater than the straight

line and liquidation gross revenue, The absolute differ-

©nces among the approaches continue so long as the steady

State conditions prevail., In times of high tax rates, the

relative deferral of revenue recognition achieved by some

methods is thus not an insignificant effect.

The total revenues calculated by all approaches
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CHART 2

CUMULATIVE REVENUE--REACHING STEADY STATE
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for any time period following the first year would be equal,
The differences in cumulative revenues just mentioned would

not be apparent in subsequent income statements. The influ-

ence of the six methods on the unearned finance charges ac-
count, however, would continue to appear in financial state-

ments issued after the first twelve months. Chart 3 illus-

stxrates the evelution of the unearned finance charges ac-

count as the steady state 1s reached,

The balance in the unearned finance charges account

represents revenue to be fecognized in future periods from

lo=an contracts already on the books. 4&s such, it 1s a sig-

nificant figure used in the financial analysis of a consumer

finance company. The percentage relationship of the un-

€a xrned finance charges balance to total instalment receiv-
ables is one of the consumer finance company ratios calcu-

lated by the First National Bank of Chicago.

The gaps which develop between the balances in Chart 3
Teflect, of course, the cumulative effects of the differences

between the monthly revenues recognized in Chart 1. Un-

13 ke those differences, however, which eventually disappeared,
the gaps between the unearned finance charges accounts con-
tinue to widen until they finally stabilize at a maximum.

The maximum balances are reached in the twelfth month, the

Same month in which the balance of total instalments receiv-

able also stabllizes. The number of months required to

achieve the stabilization point increases as the contract
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CHART 3

UNEARNED FINANCE CHARGES--REACHING STEADY STATE
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maturities lengthen., As long as the steady state continues,

the relationships which exist at this point carry forward
into future balance sheets. The balance in the unearned fi-
nance charges account resulting from the sum-of-the-digits
apprxoach stands at 8.5 per cent of the total instalments
re celvable; under the straight line and ligquldatlon approaches
the relationship is 11.9 per cent--a 40 per cent increase
overxr the sum-of-the-digits relationship. At the extremes,
the percentages vary from 21.4 per cent under the residuary
me thod to O per cent under the priority method., No bal-
ance appears in the unearned finance charges account under
the priority method since it immediately recognizes all the
PTrecomputed finance charges as revenue,

The preceding examples indicate that the several

a1 Jocation methods do lead to differing financial results
Unqer steady state conditions. Yet the validity of the
Steady state assumption is questionable. The discussion
in Chapter II concerning the growth and loan characteristics
Of the consumer finance industry suggests the steady state
is not a typical situation. For this reason, the remainder
Of the chapter will consider the influences of the alloca-
tion methods on the financial results given selected changes
from the steady state equilibrium. The variables to be
Changed are those that affect the total monthly precomputed
finance charges. These are the size of the loan principal,

the finance rate, the number of loans, and the maturity of
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the loans. Variatlions of the monthly revenue from the
steady state level will be examined, as well as the dif-
ferences in total revenue, net income, and unearned finance
cha.rges.‘l To make the remaining charts easier to examine,
the effective rate determinations will be omitted., As is
evident from the charts presented to date, its results fol-

low closely those of the sum-of-the-digits method.

Monthly Revenue

Incxreased Loan Principal

Chart 4 presents the variations in monthly revenue
g1 wen an increase in the principal of each loan., An in-
Crease to $700 from the previous $500 is assumed. The
Number of loans made remains at 200 each month, the loan
A turities remain at twelve months and the finance rate
STtTays at 2 per cent per month.

The priority method is the quickest to reflect the
Change from the steady state equilibrium as it immediately
Te cognizes the entire increase in the total precomputed
finance charges. On the other hand, the residuary approach
1s slowest to vary from the former level of monthly reve-
Nue, The sum-of-the-digits monthly increments are greater

than the increases displayed by the straight line and

—

1'l‘he succeeding examples hypothesize changes after
the steady state level just discussed has been reached.
References to time periods in these examples have as their
bagse the month in which the first change occurs.
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liquidation approaches. The rate of increased revenue rec-
ognition of the sum-of-the-digits method exceeds that of

the straight line and liquidation techniques during the first
few months, In the later months 1t is lower., As a result,
the excess differential determined by the sum-of-the-digits
method grows to a maximum in the seventh month and dimin-
ishes thereafter, Since the entire assumed change in the
principal size occurred in the first month, all approaches
achieve a new equilibrium level by the thirteenth month and
the variations from the previous level are the same under

any method.

Increased Finance Rate

An increase in the finance rate to 3 per cent per
month is the change underlying the variations shown in
Chart 5. The loan principal is held constant at $500, the
maturity of each loan is twelve months, and the number of
loans is once again 200 each month.

The relationships among the revenue changes pro-
duced by the priority, residuary, straight line, and sum-
Of -the-digits methods are similar to those of Chart 4, 1In
this example, however, the results of the liquidation ap-
Proach differ from the straight line variations. Due to
the growth of the unearned finance charges balance, the liq-
Uldation method initially produces greater increases in rec-
Ognized revenue than does the straight line technique. The

difference reaches a maximum in the fifth month and then
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CHART 4

REVENUE VARIATIONS FROM STEADY STATE LEVEL--
INCREASED LOAN PRINCIPAL
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diminishes. The monthly change generated by the liquida-
tion procedure becomes quite small as the level of monthly
collections and gross receivables outstanding near thelr
new equilibriums. Consequently, in the eleventh month the
increased revenue calculated by the straight line method
exceeds that determined by the liquidation approach. Wor-
thy of note is the fact that by the thirteenth month all
methods, except liquidation, are at a new equilibrium and
are recognizing the same monthly increase in revenue. The
ratio of monthly collections to gross receivables outstand-
ing is constant by this time. The only variable then left
to produce a change in the revenue calculated by the liqui-
dation procedure is the change in the unearned finance
charges account. However, the nearer the monthly revenue
Variations come to the new equilibrium, the smaller 1s the
Change in the unearned finance charges. Thus, given the
assumed change in the finance rate, the attalnment of the

new equilibrium level is a slow process under the liquida-

tion method.

Increased Loan Volume

Chart 6 1llustrates the reactions created when an
increase in the number of loans made each month occurs.,
It 15 assumed that the loan volume increases by fifty in
€ach of the first four months; that is, 250 loans are made
in the first month under the changed conditions, 300 the
Second month, 350 the third month, and 400 the fourth and
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CHART 6

REVENUE VARIATIONS FROM STEADY STATE LEVEL--
INCREASED LOAN VOLUME
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subsequent months., Held constant are the loan maturities
at twelve months, the loan principal at $500, and the fi-
nance rate at 2 per cent per month.

As in the previous two examples the increased rev-
enue calculated by the sum-of-the-digits approach exceeds
that of the straight line and liquidation methods for all
months until a new equilibrium is reached. Also, the var-
lations from the former steady state recognized under the
priority procedure are much greater than those of all the
other approaches, while the opposite 1s once again true of
the residuary technique. Note that in this situation a
new stable level is not achieved until the sixteenth month
S8ince the assumed changes are spread over a four month

period.

Increased Loan Maturity

Chart 7 shows the variations from the steady state
base when an increase in the loan maturities is postulated.
All loans made in the first two months of change are as-
sumed to have eighteen month maturlities and all loans in
succeeding months are assumed to have twenty-four month
maturities. The finance rate remains constant at 2 per
cent per month. The principal of each loan stays at $500
and the monthly wvolume of loans.is 200.

The revenue changes determined by the sum-of-the-
digits approach are all positive and grow successively

larger each month. The straight line calculations, though,




O
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drop slightly below the steady state level for the first
thirteen months as the revenue that results from an equal
spreading of the finance charges on the eighteen and twenty-
four month loans 1s not enough to offset the revenue dimi-
nution as the twelve month loans liquidate, Thereafter

the monthly revenue rises above its former level and in-
creases steadlily to a new equilibrium, pausing in its growth
only as the eighteen month loans mature. The liquidation
method shows a more variable pattern, indicating the extent
to which collection trends influence its revenue calcula-
tions., Initially, the liquidation method produces a monthly
revenue increase larger than either the sum-of-the-digits

or the straight line determinations. This 1s a reflection
of the growth in the unearned finance charges account. ZEven-
tually the continued downward trend in monthly collections
offsets the growth in the unearned finance charges balance
and the monthly revenue variations begin to decline. When
collections reach their minimum level in the thirteenth
month, the liquidation technique's monthly revenue falls
below both its former equilibrium level and the straight
line monthly calculation. From this point, the revenue rec-
ognized continues to Increase monthly until collections drop
off after the eighteen month loans mature. As the collec-
tions move upward once again, so does the revenue determined
by the ligquidation approach. The monthly variations calcu-

lated by the residuary method follow an extremely erratic
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pattern. Not until the twenty-fifth month does 1ts recog-
nized revenue rise above the former steady state level.
The priority method produces revenues in accord with 1its
actions in previous examples, recognizing large increases
well before the other technigues. By the twenty-seventh
month, the liquidation approach is the only one not at a
new equilibrium. The reasons for this are the same as

those mentioned in the discussion of Chart 5.

Decreased Loan Principal

A decrease in the loan principal to $300 is the
change underlying the revenue variations from the steady
state level shown in Chart 8. The other variables remailn
constant--the finance rate at 2 per cent per month, the
loan maturities at twelve months, and the loan volume at
200 per month.

In the month the change occurs, the revenue recog-
nized under the priority method drops below the steady
state level by the full amount of the decrease in the
monthly precomputed finance charges. Thé residuary tech-
nique produces no change from the steady state determina-
tions until the twelfth month. The variations of the sum-
of-the-diglits method from the previous level are greater
each month than those of the straight line and liquidation
approaches. The maximum differential between these two

latter approaches and the sum-of-the-digits method occurs
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in the seventh month. The differential decreases thereafter.
All approaches reach a new stable level by the thirteenth
month and at this point all produce the same variation from

the former equilibrium amount.

Decreased Finance Rate

Chart 9 presents the monthly revenue variations
given a decrease in the assumed finance rate to 1 per cent
per month., The principal of each loan stays at $500 and
the other two varlables, volume and maturity, also remain
constant at 200 per month and twelve months respectively.

The deviations produced by the priority, residuary,
sum-of-the-digits, and straight line techniques are similar
to those of Chart 8., A different pattern is followed by
the ligquidation revenue calculatidns. For ten months, it
generates greater decreases in récognized revenue than the
straight line approach, with the greatest difference occur-
ring in the fifth month. The relative positions of the
two approaches reverse in the eleventh month, The liqui-
dation approach is also the only technique not achieving a

new condition of stability by the thirteenth month.

Decreased Loan Volume

Underlying Chart 10 is an assumption that the loan
volume decreases by twenty-five contracts in each of the
first four months. In the fourth and succeeding months the

volume levels off at 100 per month. The finance rate continues
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CHART 8

REVENUE VARIATIONS FROM STEADY STATE LEVEL--
DECREASED LOAN PRINCIPAL
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to be 2 per cent per month. Each loan 1is for $500 and ma-
tures in twelve months.

The residuary method 1s the slowest to deviate from
the steady state level. At the opposite extreme, the ear-
liest decreases occur through the application of the pri-
ority technique to the assumed situation., Also, the reve-
nue declines determined by the sum-of-the-digits approach
continue to exceed those of the straight line and liquida-
tion methods. Since the assumed changes in the loan volume
occur over a four month span, a new stable level is not
reached by all techniques until the sixteenth month.

It i1s significant that in the last three examples
the monthly revenue varlations calculated by the sum-of-
the-digits method exceed those determined by the straight
line approach. The larger the downward deviation is from
the gteady state level, the smaller is the total revenue
Tecognized for the month. Thus, the monthly revenues rec-
ognized under the straight line method in these three sit-
uations are greater than the sum-of-the-digits monthly rev-
€nues. For the periods covered by the charts, then, the
Straight line philosophy can hardly be advanced as the more
Conservative of the two approaches., The straight line
method did produce the more conservative results in the
four cases where the total precomputed finance charges in-
Creased. It 1s now seen that the opposite circumstances
Occur in those cases where the variables causing a decline

in the total precomputed finance charges are introduced.
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CHART 10

REVENUE VARIATIONS FROM STEADY STATE LEVEL--
DECREASED LOAN VOLUME
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Decreased Loan Maturity

The deviations from the steady state base when a
decrease in loan maturities is assumed are presented in
Chart 11. All loans made beginning with the first month
of the changed conditions are assumed to be of six months
duration. A finance rate is still 2 per cent per month,
the principal of each loan is constant at $500, and the
Monthly volume of loans remains at 200.

As the chart illustrates, the sum-of-the-digits
Qpproach produces a revenue pattern which each successive
mMonth falls further below the beginning equilibrium amount.

On the other hand, the revenue pattern of the straight line
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CHART 11

REVENUE VARIATIONS FROM STEADY STATE LEVEL--
DECREASED LOAN MATURITY
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and liguidation methods rises above the steady state level
for the first seven months. 3Beginning in the eighth month,
the revenues determined by these two approaches fall below
the previous stable level. The liquidation method produces
greater declines than the straight line technique until the
twelfth month., In this month their relative positions
change., The deviations created by the residuary approach
fluctuate widely, The revenue 1t recognizes rises well
above the steady state level in the seventh month as the
entire charges on one month!s shorter-term loans are rec-
ognized as well as the finance charges on the maturing
twelve month loans. As the last of the longer-term loans
mature, the recognized revenue drops sharply to a position
well below the former stable amount. In its usual fashion,
the priority method brings about the quickest change from
one equilibrium level to another, All approaches, except
liquidation, are producing equal variations from the former

level by the thirteenth month.

Cumulative Revenue and Net Income

The preceding section examined the variations in
monthly revenue produced by the different allocation tech-
niques in eight selected situations. For the same examples
Table 16 shows the effect on the cumulative revenue. The
figures in the table represent the total revenue recognized

over a twelve month period beginning with the month of the
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hypothesized changes. ZExamination of the table discloses
an interesting aspect. If the methods are ranked by the
size of total revenue recognized, it 1s found that the or-
der in the second half of the table, where declines in cer-
tain variables are assumed, 1s exactly the opposite of the
order in the first part of the table, where increases in
certain variables are assumed. For instance, the sum-of-
the-digits method shows the second highest total revenue
when the loan volume i1s assumed to increase and the second
lowest total revenue when the number of loans are assumed
to decrease., A reversed order of this sort, of course,
demonstrates again that an allocation approach deemed to
be thg more conservative in one situation need not be the

more conservative in different circumstances.

TABLE 16
TWELVE - MONTH CUMULATIVE REVENUE

Sum-of-  Effec-
the- tive Liqui-  Straight

Priority Digits Rate dation Line Residuary

Increaseds

Loan Principal $226,272 $201,159 $200,752 $191,276 $191,276 §163,266
Finance Rate 246,624 213,584 212,176 205,859 200,604 168,614
Loan Volume 303,120 240,901 239,813 218,402 218,402 162,668
Loan Maturity 309,240 181,609 178,108 176,910 160,430 157,648

Decreaseds
Loan Principal $97,056 $122,175 $122,670 §132,042 §132,042 $160,062
Finance Rate 79,296 111,326 112,150 118,389 123,912 157,648
Loan Volume 90,936 122,044 122,591 133,317 133,317 161,162

Loan Maturity 85,344 129,247 130,218 146,836 148,020 200,320
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In Part A of Table 17 appear percentage differ-
ences among the total revenues determined by the alloca-
tion techniques. (The selection of the effective rate re-
sults as a base 1s not intended to imply any Jjudgment as
to the appropriateness of thils method for revenue alloca-
tion.) The total revenues calculated under the straight
line and liquidation methods when the loan volume 1s as-
sumed to increase are about 9 per cent less than the reve-
nue determined under the effective rate approach. The sum-
of-the-digits determination exceeds the effective rate
amount by one-half per cent. At the extremes, the resid-
uary revenue is over 32 per cent below the effective rate
total while the priority method's calculated revenue ex-
ceeds the base amount by over 26 per cent. Similar dif-
ferences exist in the other seven situations.

Part B of Table 17 presents percentage differences
among the reported net income figures. Since the alloca-
tion methods are concerned with the treatment of revenues,
the costs charged against the revenues determined by the
six methods in any one of the eight situations are the same.l!

Consequently, the percentage differences fluctuate much more

1The constant total cost figure for each situation

is assumed to be 85 per cent of the effective rate total
revenue figure. This relationship is in accord with the
results of a 1960 survey of 226 consumer finance companies,
where net income averaged 14.7 per cent of total revenue.
Natlonal Consumer Finance gss?ciation, NCFA Research Report
on Finance Companies in 1960 (Washington, D.C.: National
Consumer Finance Association, September 15, 1961), p. 9.
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TABLE 17

CUMULATIVE REVENUE AND NET INCOME
PERCENTAGE VARIATIONS
(USING EFFECTIVE RATE

RESULTS AS A BASE)

Sum-of- Effec-
the- tive Liqui- Straight
Priority Digits Rate dation Line Residuary

A, Cumulative

Reverue

Increasads
Loan Principal 12.7% 2% .. “4.7% 4.7% -18.9%
Finance Rate 16.2 o7 . . -3.0 =5.5 -20,5
Loan Volume 26 .4 .5 . . -8.9 -8.9 -32.2
Loan Maturity 73.6 2.0 . . - 7 -9.9 -11.5

Decreaseds
Loan Principal -20.9% =A% . . 7.6% 7.6% 30.5
Finance Rate -29.3 -7 . . 5.6 10.5 40 .6
Loan Volume -25.8 - . . 8.7 8.7 3.5
Loan Maturity -34.5 -7 .. 12.8 13.7 53.8

B. Net Income

Increaseds
Loan Principal 84.7% 1.4% . . =31.5% -31.5% -125.7%
Finance Rate 108.2 A . . -19.8 =36 .4 =2136.9
Loan Volume 176.0 3.0 o -59.5 -59.5 =214.5
Loan Maturity 490 .8 13.1 - 4.5 -66.2 - 76.6

Decreased:s
Loan Principal -139.2% -2.7% . 50.9% 50.9% 203.2%
Finance Rate -195.3 4.9 . 37.1 69.9 270.5
Loan Volume -175.1 -3.0 o o 59.3 59.3 213.3

Loan Maturity w229.7 =5,0 o e 85.1 91.1 358.9
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widely at the net income level. And net income 1s one of
the most emphasized figures in today's financial reports.
To illustrate, in the case where an increased number of
loans are assumed, the net income figures range from 176
per cent above the effective rate amount to over 214 per
cent below it. The straight line and liquidation net in-
comes fall about 60 per cent below the effective rate fig-
ure while the sum-of-the-digits net income exceeds the
base by 3 per cent. Simllar increases in the percentage
differences over those in Part A occur in the rest of the

hypothetical situations.

Unearned Finance Charges

The percentage relationship of the unearned finance
charges balance to the gross receivables outstanding at the
end of the twelve month period is shown in Table 18. The
priority and residuary approaches again represent the ex-
tremes, the former having no unearned finance charges bal-
ance and the latter showing the highest percentage relation-
ship in all cases. Even ignoring these extremes, there are
still significant differences. In all cases, for instance,
the relationship derived under the straight line approach

lies at least 20 per cent above that derived from the
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TABLE 18

UNEARNED FINANCE CHARGES AS PER CENT OF GROSS
INSTALMENT RECEIVABLES OUTSTAKDING

Sum-of-  Effec-

the- tive Liqui- Straight
Priority Digits Rate dation Line Residuary

Increaseds

Loan Principal . . 8.5% 8.7% 11.9% 11.9% 21.8%

Finance Rate . . 12.2 12.6 16.4 17.1 30.6

Loan Volume . . 8.6 8.8 11.9 11.9 20,8

Loan Maturity 16.8 17.2 19.4 20.8 7.7
Decreaseds

Loan Frincipal . . 8.5% 8.7% 11.9% 11.9% 22.3%

Finance Rate . . 4.5 4.5 7.0 6.2 12.0

Loan Volume . . 8.3 8.5 11.9 11.9 24.0

Loan Maturity . o 5.1 5.1 6.9 6.6 12.5

sum=0 f-the-digits method.2 As has been true of all the di-
vergencies discussed in this chapter, these differences are
due solely to the varying accounting treatment applied to

the allocation of revenue.

Summary

This chapter has examined the influences which may
be exerted on a firm's financial results through its selec-

tion of an allocation approach. 4&n inquiry into the *steady

2Due to the revenue behavior of the two approaches
in the situations of decreased precomputed finance charges,
the dollar differences between the unearned finance charges
balances at the culmination of these examples is consider-
ably less than the steady state absolute differences.
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state rationalization" indicated that even 1f such condil-
tions did prevail the resultant financial data varied con-
siderably under the different allocation methods. In
reaching the steady state, substantial differences in monthly
revenues were created which in turn influenced the cumula-
tive revenue figures. Similarly, lasting variations in
the relationshlp between the unearned finance charges and
gross instalment receivables outstanding were shown.
Consideration was given to other than steady state
conditions. Increases and decreases in such varliables as
the finance rate, loan maturities, loan volume, and loan
size demonstrated the occurrence of diverse results in
monthly revenues, total revenues, net income, and unearned
finance charges. The comparability of consumer finance
companies? financial data is thus severely hindered by the
existence of a wide range of accepted revenue allocation

procedures.



CHAPTER V

ACCOUNTING FOR THE RECOGNITION OF REVENUE

The increased prominence attributed to the income
statement in the last few decades has resulted in a consid-
erable volume of literature devoted to the nature of lncome.
Since revenue 1s an integral part of the process of income
determination, much of the emphasls has focused on it. A
large share of such attention has concerned the area of rev-
enue accounting within which this thesis problem falls--the
timing of revenue recognition. Given the imposition of ac-
counting periods upon the continuous stream of business ac-
tivity, the issue from the broad point of view has evolved
into one of allocating to these artificial time segments
the total revenues for the life of the enterprise.

This chapter will examine the accounting thought
underlying the recognition of revenue. Consideration will
be given to the bases used to recognize revenue., Following
this will be an investigation of the concept of matching
revenues and costs and its ramifications. Although much
of the literature in these areas deals with entities en-
gaged in the manufacture and sale of a product, the under-

lying concepts are applicable to any type of enterprise.

From this chapter,; then, a framework for the determination of a

101
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proper approach to the allocation of precomputed finance

charges will be established.,

Earning of Revenue

Recognition of revenue refers to the actual re-
cording of revenue in an entity's accounts. Earning, on
the other hand, relates to the manner in which revenue 1is
generated by an entity. A brief look at the concept of the

earning of revenue, as opposed to its recognition, provides

a helpful background for the succeeding discussion. The
idea 1s put forth best by William Patons

Business operation is a continuous processe. « «
Why, then, should not the acquisition of income be
viewed as an orderly, gradual accrual arising through-
out the entire period of production? . . .

From a broad economic standpoint this idea has
much to commend it; and it would seem to be consistent,
in a sense, with one of the fundamental assumptions of
accounting. « « o the accountant always takes it for
granted that the costs of all commodities and services
expended toward a certain end in some way come to pass
over into and inhere in the object for which they were
expended. Cost accounting 1s based on thls assumption
throughout, If, then, the values of the purchased com-
modities and services flow into work in process and,
finally, into finished goods, why can we not assume
that the values of the peculliar services and conditions
furnished by the business itself also gradually accumu-
late in these goods? From the standpoint of economic
theory one idea is quite as sound as the other.!

A view of revenue as earned by the entire process
of enterprise activity 1s not restricted to Just a few

accountants. Over twenty years ago, an executive committee

1Paton,,Accounting Theory, pp. 458-459,
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of the American Accounting Association granted that *revenue
may be said to accrue, in a broad sense, as the process of
production advances. . . ."2 More recently, Robert Sprouse
and Maurice Moonitz, in an American Institute of Certified
Public Accountants'! research study, pointed out as note-
worthy %that profit is attributable to the whole process of
businesé activity” and, moreover, this 1is *an attribute of
business activity which is universally true.#> Although
many accountants agree with this concept of earned revenue,
its importance to them so far as influencing the timing of

revenue recognition varies considerably.

Bases of Revenue Recognition

Sales Basis

For most lines of businesses revenue 1is recognized
at the time of sale. Legally, a sale 1s not completed un-
til title has passed. Since there are many legal techni-
calities involved in deciding the precise point of title
transfer, the use of this test is somewhat impractical as
a criterion for revenue determination. To the accountant,

the signal for recognizing revenue under the sales basis is

2American Accounting Association, "Accounting Prin-
ciples Underlying Corporate Financlal Statements,” The
Accounting Review, XVI (June, 1941), p. 136.

SRovert T. Sprouse and Maurice Moonitz, A Tentative
Set of Broad Accounting Principles for Business Enterprises,
Accounting Research Study No. 3 (New York: American Institute
of Certified Public Accountants, 1962), p. 14.
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the shipment cf the goods to the customer. Thils basis of
revenue timing is solidly established within the accounting
profession.

The sales basis of recognition 1s closely inter-
woven with the so-called 'realization postulate.! Basi-
cally, realization 1is concerned with the nature and definite-
ness of an asset change necessary before revenue may be rec-
ognized., Much confusion surrounds the use of the term
since many tests have been suggested to determine whether
an item 1s realized or not.4 The most common use of the
realization concept appears to be one which equates it with
the sales basis; that is, revenue 1s assumed to be realized
(and thus recognizable) at the point of sale.? This is the

meaning given to the ccncept in this study.

40ne study found one or more of the following seven
tests have been used in connectlion with the concept of re-
alization. To be considered realized, an item (1) had to
be earned; (2) had to be the result of a conversion brought
abcut in a transaction between the enterprise and someone
external to 1t, (3) had to be the result of a sale or similar
process, (4) had to be severed from capital, (5) had to be
evidenced ty liquid assets; (6) had to be in distributable
form, and (7) had to be subject to accurate measurement or
to estimates with a high degree of reliability. Ibid.,
Pr. 14-15.

5The realization concept is used in this manner in
the significant report by the Study Group on Business Income,
Changing Concepts of Business Income (New York: The Macmillan
Company, 1952), pe 20. For a much broader interpretation of
realizatlon, wherein it is applied to many areas other than
revenue determination, refer to Floyd W. Windal, The Accounting
Concept of Realization, Occasional Paper No. 5 (East Lansing:
Bureau of Business and Economic Research, Michigan State
University, 1961), 90pp.
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An unfortunate result of the overwhelming acceptance
of the sales basis 1s the tendency for it to be identified
as synonymous with the accrual system of accounting. An
instance of this 1s apparent in Carmen Blough's remark that
", « « a proper use of the accrual method of accounting re-
quires recognition of the entire profit at the time of each
sale. . . ."6 Similarly, the Committee on Accounting Pro-
cedure of the American Institute of Certified Public Accountants
asserts "it 1s generally recognized that income accrues
only at the time of sale, . » .“7 The equating of the sales
basis of revenue timing and the accrual system of accounting
is an error. Strict aprlication of the accrual assumption
would recognize revenue as the productive steps are taken.

Although it is at variance with a strict accrual
approach, the sales basis is not lacking in substantiation
for its use. George O, May discusses one Jjustification:

It is Instructive to consider how it happens that

a rule which is violative of fact produces results
that are practically useful and reliable., The expla-
nation is that In the normal business there are at any
one moment transactions at every stage of the produc-
tion of profit, from beginning to end. If the dis-

tribution were exactly uniform, an allocation of income
according to the proportion of completion of each unit

6Carmen G. Blough, "Accounting for 'Unrealized
Profit!' on Instalment Sale of Real Estate,! The Journal of
Accountancy, LXXXXIV (September, 1952), p. 338.

7American Institute of Certified Public Accountants,
Accounting Research and Terminology Bulletins, Accounting
Research Bulletin No. 43 (final ed.; New York: American
Institute of Certified Public Accountants, 1961), p. 34.
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would produce the same result as the attribution of
the entire profit to a single stage.

A number of conclusions immediately suggest them-
selves: first, that the convention 1s valid for the
greatest variety of purposes where the flow of product
is most uniform; second, that it is likely to be more
generally valid for a longer than for a shorter perilod;
and third, that its applicability is seriously open to
question for some purposes where thg final consummation
is irregular in time and in amount.

The passage brings to light an important assumption
underlying the selection of a single event--the sale--to
recognize revenue which is earned throughout a series of
events. The use of the sales baslis provides satisfactory
results only when the flow of product through an enterprise
is reasonably uniform. ZFor this reason, Professors Sprouse
and Moonitz attach much less significance to the sale (and
the realization postulate) as a criterion for revenue timing
than do many others. They regard it as merely a "statistical
generalization"” which may or may not produce satisfactory
results in any given situation.?

Agreement with such a position is found in the fol-
lowing statement:

From the standpoint of business management, a dis-
closure of the income earned during a fiscal period,
whether such income has been realized or not, is prob-
ably of more Importance than a calculation of the amount
realized. It 1s, it would seem, more indicative of the

efficacy of the business unit during that period. There-
fore, if a recognition of income realized 1is widely

8George 0., May, Financial Accounting (New York:
The Macmillan Company, 1943), pp. 30-31.

9Sprouse and Moonitz, op. cit., p. 14.
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divergent from the amount which may be reasonably al-
locable to that period as having been earned, i1t may
even be advisable to use an estimated-earnings figure
rather than delay recognition until realization is
attained,10

Earlier in this chapter, it was observed that the
importance attached to the concept of the earning of rev-
enue varled among accountants. The preceding quote portrays
one side of the picture. Professors Paton and Littleton
indicate the other side:

As a basis for revenue recognition in the accounts,
realization 1s in general more important than the pro-
cess of earning. It is one thing to say that revenue
is earned as a result of the entire process of produc-
tion; it is quite another to hold that revenue can be

measured and recognized prior to completion and disposi-
tion of the product.'!

Further support for the sales basis, then, stems
from the accountant!s tendency to require definite verifi-
cation as to the existence of revenue, In this regard the
sale possesses many favorable attributes. It 1s character-
ized by the physical transfer of goods and the receipt of

cash or the creation of a valid claim to cash. It provides

10geuel I. Lund, "Realizable Value as a Measurement
of Gross Income," The Accounting Review, XVI (December, 1941),
Pe. 375.

11w, A. Paton and A. C. Littleton, An Introduction
to Corporate Accounting Standards, Monograph No. 3 (Madison:
American Accounting Assoclation, 1940), p. 49. The issue
1s further clouded by the fallure of some to distinguish
between earning and realization. A notable example of this
is Eric.L. Kohler, A Dictionary for Accountants (2nd. ed.j
Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1957), p. 251.
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an independent basis of measurement since the transaction
presumably was negotiated at arm's length. Not until the
sale 1s made, therefore, is the test of the utility added
by the entity's operating activity considered conclusive
enough to warrant recognition in the accounts.

Before moving on to consider other bases of reve-
nue recognition, it is interesting to note the close simi-
larity between the assumption underlying the use of the sales
tasis and the "steady state rationalization! discussed in
Chapter IV, The steady state assumption held that if a
consumer finance company's loan mix remained constant, any
one method of allcocating the unearned finance charges would
produce the same results as any other method. This was
shown to be true eventually so far as monthly revenues were
concerned. When certain loan variables were changed--that
i1s; when the loan mix was no longer constant--the allocation
methods produced diverse results. Thus, the steady state
rationalization was also a "statistlical generalization"
which, given the varying nature of loan characteristics;,
was rejected as a resoluticn of the finance charge appor-

tionment problen.

Completed Production Basis

The sale is the common point of revenue recognition,
but there are accepted departures from such a basis. One
such departure 1s the completed production basis. Under

this criterion, revenue 1s recognized at the completion of
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the productive process rather than at the point of sale,

The applicability of thls timing approach 1s limited
to only a few industries. To qualify, a ready market for
the commodities produced by the industry must be availlable.
The mining of precious metals, such as gold and silver, pro-
vides a good illustration of the type of industry where it
is acceptable to use a completed production basis. The rec-
ognition of the revenue is effected by stating the inven-
tories on hand at their net realizable values. A similar
treatment is not uncommon for inventories of agricultural,
mineral, and other fungible products which have an immedlate
marketability at quoted priceso12

The rationale substantiating the completed produc-
tion basis 1s that, in the circumstances where it is appli-
cable, the selling function represents an insignificant
part of the firm's operations. The Mcritical event® is the
completion of the productive process. Therefore, the argu-
ment goes, the revenue should be recognized at the time of
the performance of the critical event.

Use of the completed production basis, limited as
it is, 1is significant since it does represent an explicit
awareness of the existence of revenue at a point in an

enterprise'!s economic activity other than the time of the

12American Institute of Certified Public Accountants,
Accounting Research and Terminology Bulletins, Accounting
Research Bulletin No. 43, p. 34,
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sale, In such situations, the basils does move the recogni-
tion nearer to the major operating activitles responsible
for the revenue generation than does the sales basis. Yet
the completed production basis suffers the same shortcomings
as the sales basis. This is due to the fact that 1t, too,
conditions the revenue timing to the occurrence of a single
event--in this case, the completion of production rather
than the sale., Again, unless the product flow is reason-
ably uniform, the completed production basis may not present
results any more reflective of economic fact than does the
sales basls. Any recognition basis which conditions its
timing upon the occurrence of one event--the critical event
as 1t has been called--is prone to the same fallacy of being
a "statistical generalization.'

One writer ended up in support of the priority method
for handling precomputed finance charges when he applied a
critical event criterion to the small loan situation.!3 He
believed the revenue should be recognized at the time the
loan was made. To him the one thing responsible for the
profitability or unprofitability of loans was a satisfactory
or unsatisfactory lending policy. The decision to make the
loan was thus the critical event. However, Professor Myer

was operating under the restricting premise that revenue

13John H. Myers, "The Critical Event and Recognition
of Net Profit," The Accounting Review, XXXIV (October, 1959),
p. 531.
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must be recognized at a single moment of time.14 The weak-
ness of such an assumption has already been discussed in

this chapter,

Collection Basis

Another timing device occasionally employed 1is the
collection basls. Here the recelpt of cash signals the rec-
ognition of revenue. Principal users of the basis are firms
which sell goods on an instalment plan., The accountantt's
desire for certainty 1is advanced as a primary reason for
employing the collection basis in this area., The extended
period of collection increases the possibility of the fail-
ure of the customer to pay. 3By withholding the recognition
of revenue until the collection period, a note of finality
is added to its deterﬁination. No subsequent event can ren-
der the revenue more definite.

Lyle Jacobsen portrays the collection basis as a
prime example of the accountantts Yoptimeasurement® of in-
come.15 Optimeasurement refers to the attempts to defer
income recognition through the minimeasurement of revenue
and/or the maximeasurement of expense. The minimeasurement

of revenue refers to the selection of an incident late in

141p14., p. 529.

15Lyle E. Jacobsen, "The Rise of the Profit Deferral
Notion--The Concept and Practice of Optimeasurement," The
Accounting Review, XXXVIII (April, 1963), p. 287.
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the operating cycle to use as the recognition base and the
maximeasurement of expense relates to the selection of an
early point for the booking of expense. Delaying the rev-
enue recognition until the collection of cash represents
one way of minimeasuring revenue., Classifying it as such,
however, really provides a definite acknowledgment of the
presence of revenue at earlier stages.

The collection basis may be partially Jjustified on
grounds other than certainty or conservatism. The exist-
ence of an extended collection period means that a greater
portion of an entity's efforts are directed toward the col-
lection of accounts than 1s true of an entity not selling
on an instalment basls. Therefore, some portion of the
revenue should be allocated to this activity. However, a
substantial portion of the revenue 1s earned prior to the
collection period and the collection basis does not take

cognizance of this, 16

Production Basis

Two bases of recognition are examined under the
heading of production basis--accretion and percentage of
completion. They are classified together since both produce

a gradual recognition of revenue over time as contrasted

16In terms of the proportionate magnitude of economic
activity undertaken prior to and during the collection period,
it 1s important to maintain a distinction between the instal-
ment sale of a good and an instalment loan. Chapter VI
examines the instalment loan situation.
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with the single event bases of sale and completed production.

Accretion refers to an increment in value resulting
from physical growth or other natural processes, such as
aging. Products subject to accretion include timber, nurs-
ery stock, animal stock, liquor, and tobacco. Revenue rec-
ognition on an accretion basis would entall the periodic
revaluation of the products so as to give recognition to
the increased value resulting from the natural processes.
However, generally accepted accounting practice does not
approve of the accretion basis. Here the requirement of
certainty enters the picture again. The accounting profes-
sion requires the additional step of sale before it considers
the revenue as really definite enough to be recognized., A
few accountants do give some ground on the matter when they
advocate giving recognition to the increased asset value,
but the offsetting credit entry is to an funrealized" equity
account and not a revenue account.!?

Accounting practitioners do accept the percentage
of completion basis of recognition, although it is appli-
cable only to situations involving long-term construction

contracts.18

17See, for example, Morton Backer, "Determination
and Measurement of Business Income by Accountants," Hand-
book of Modern Accounting Theory, ed. Morton Backer (New
York: Prentice-Hall, Inc., 1955), D. 243.

184nerican Institute of Certified Public Accountants,
Accounting Research and Terminology Bulletins, Accounting
Research Bulletin No. 45, p. 4.
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This type of contract is prevalent in the fabrication of
ships and heavy equipment and in the construction of bulldings,
roads, dams, and bridges. In these areas, the particular
Job i1s in process for a long period of time, often extending
over more than one accounting period. Recognizing revenue
only at the time the contract 1s completed and approved may
produce results showing a complete lack of harmony between
the volume of revenue and the extent of operating activity
for any period. Statements on a completed contract basis
may show no revenue for one period and a considerable volume
of revenue thé next period. In other words, long-term con-
struction contracts constitute one area where the distor-
tions inherent in a completed productlon baslis are so obvious
the accountant must take cognizance of 1it.

In order to overcome the apparent distortions and
obtain a better periodic matching of costs and revenues, a
vpercentage of completion basis is used., Revenue 1is recog-
nized as the construction work progresses. The percentage
of the revenue (i.e., contract price) recognized each period
is determined by the relation between the costs incurred to
the date of computation and the total estimated cost of the
job. An increased element of subjectivity 1is present in
this basis since it 1s necessarily dependent upon estimates
of ultimate costs. Acceptance of the approach, however,
indicates the accountant 1s willing to forego some degree

of obJectivity in order to obtain a more accurate matching
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of costs and revenues.!9

Summary

Given the preceding consideration of the bases of
revenue recognition, certain observations are in order at
this point. First, the earning of revenue 1s seen to be
something quite different than the recognition of revenue,
Revenue 1is earned through the entire process of economic
activity of the business entity. When the recognition of
revenue 1s at stake, the accountant relies more on such con-
cepts as certainty, objectivity, measurability, and conser-
vatism than he does on the concept of earning. Conse-
quently, in the preponderance of recognition cases, a sin-
gle event late iIn the activity process is selected as the
signal for revenue determination.

Second, the recognition of revenue as it is earned
is the 1deal basis of timing. Emphasis would then be on
the genesis of revenue rather than its realization. Many
accountants grant this, but believe it is not generally cap-

able of implementation due to the lack of objectivity and

191¢ is interesting to note that bankers generally
seem to prefer the completed-contract method in the con-
struction industry on the grounds that it i1s more conserva-
tive and objective. Edward B. Wilcox, "Conflicting Methods
of Accounting for Construction Contracts." Report to the
1954 meeting of the American Institute of Certified Public
Accountants, reproduced in William E., Coombs, Construction
Accounting and Financial Management (New York: F. W. Dodge
Corporation, 1958), p. 467.
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similar practical considerations. To Justify the variance
of the single event criterion from the ideal basis of rec-
ognition, accountants assume a uniform product flow. Yet
such an assumption is a statistical generality only. It
may or may not fit a particular set of circumstances.,

An excellent example of the conflict between the
earning of revenue and 1its recognition centers on the re-
cent proposals advanced by Professors Moonitz and Sprouse.
Thelr set of tentative principles is aimed at achleving a
greater degree of congruency between the earning and recog-
nition of business profit. To accomplish this, they sug-
gest the accounting profession adopt as general principles
such 1deas as the monthly or quarterly valuation of inven-
tories at net realizable value or replacement costs.20
These principles have not been received with widespread
enthusiasm. The principal objections to them include (1)
they tend to substitute judgment for objectivity, (2) they
tend to ignore or downgrade the realizatlion convention, and
(3) they ignore conservatism.2! As the preceding discussion
of recognition bases suggests, these arguments are not un-

familiar ones.

20sprouse and Moonitz, ope. cit., pp. 27-30, 55-59.

21wComments on 'A Tentative Set of Broad Accounting
Principles for Buslness Enterprises,! " The Journal of
Accountancy, CXV (April, 1963), p. 44,
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Matching of Costs and Revenues

The percentage of completion basis, noted as accept-
able because 1t achieves a better matching of costs and rev-
enues, serves to focus attention on the concept of matching.
The view of income as a residuary figure, derived periodi-
cally as the difference between revenues and costs, was men-
tloned in Chapter I. Yet more 1is involved than the mere
assignment of costs to a reriod and revenues to the same
period. The matching concept implies that there is a causal
relationship between the two. As A, C. Littleton states:

The word *matching" . . . means more than setting

two elements side by side and more than comparison of
size or calculatlion of difference. It means the mating
of related data; it carries the implication that bases
have been found to indicate the data belong together.
In connection with income determination, matching means
assoclating revenue credits and their proper charges;
1t means assocliating revenue charges and their proper
credits.22

It 1s reasonable to assert that the matching concept
is one of the most basic conventions underlying present ac-
counting thought. The determination of income through the
process of matching costs and revenues indicates this. It
assumes that revenue is the object of the process of incur-

ring cost. Costs are used as a measure of the effort of an

entity. Revenues are presumed to measure the firm's

22p, C. Littleton, Structure of Accounting Theory,
Monograph No. 5 (Urbana, Illinois: American Accounting
Association, 1953), p. 23.
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accomplishments. Therefore, a meaningful income figure is
produced only when efforts (costs) and accomplishments (rev-
enues) are matched.

Tne prominence of the matching concept is demon-
strated by reference to the adjustments which are made when
a single-event recognition base--the sale--is used. To ob-
tain a more accurate matching, some costs not yet actually
incurred are anticipated and treated as revenue deductions

in the period in which the sale occurs. This is known as

"after-costs" accounting. It adjusts for collectlon expenses

and charges resulting from guaranties and other special con-
ditions of sale which are incurred after the sale i1s made.
On the other hand, some costs matched against revenue are
expirationsAof prior periods which héve been Inventoried

and carried forward to the period of the sale. These costs
are included in a category usually known as "product costs.'
Finally, some costs are matched in the same period in which
they are incurred. When the sales basis of revenue timing
is employed, therefore, the matching concept results in a
mixture of past, present, and future costs being associated
with the revenues in the income statement. In light of
these handlings of the cost elements, the significance at-

tached to the matching concept is undeniable.

Cost Homogeneity
The percentage of completion basls of revenue rec-

ognition clearly illustrates an earlief assertion, namely,
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costs measure a firm's efforts. Under this basis, the per-
centage of completion is not gauged in terms of time or phys-
JAcal quantitlies., The test employed 1s the relation of costs
dncurred to total estimated costs. Economic activity, then,
is measured in terms of cost activity.

The use of cost proportions to recognize revenue
leads into another assumption which 1s germane to the cur-
rent discussion--cost homogeneity.

Stated in general terms, the proposition is that
vhere two or more factors are necessary to a given
result it 1is unreasonable to impute the effect to the
essential ingredients or causes seriatim. Or, turned
about, the proposition is that where two or more re-
sults flow from a single agent it is unreasonable to
impute the significance of the agent to the several
effects seriatim. Applying this thesis to the prob-
lem in hand, we have the statement that all costs
1eg1t1mate1y incurred are homogeneous in “thelr rela-
tion to revenue or that all revenues should be pro-
portionately attributed to each of the necessary
costs.<ed

The amount of a particular cost factor may be more
or less than that of another factor, but, given the cost
homogeneity premise, the proportionate contribution of each
factor to the economic results cannot be denied.

Acceptance of the cost homogeneity assumption pre-
cludes acceptance of any idea of ranking costs. Ranking
assumes certain costs are recoverable before others; that

is, they are viewed as having a prior claim upon revenues.

23W11liam A. Paton, Recent and Prospective Develop-
ments in Accounting,Theory (Dickinson Lectures in Accounting;
Cambridge: Harvard University Press, 1943), p. 106.
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Does the accounting profession accept the cost homo-
geneity premise? The question is not irrelevant since one
form for reporting costs and revenues--the multi-step income
statement--implies that there is a scheme of cost priorities.
The multi-step income statement includes a series of sub-
tractions and additions, with several intervening balances
derived between the total revenues at the beginning and net
income at the end of the statement. A typical title for
orne of the intermediate balances 1s gross profit on sales.
The separate deduction of cost of goods sold from total rev-
enues, necessary in order to strike the gross profit on
sales figure, 1s one instance of the implication of a cost
precedence,

The single step income statement is designed to
avold the impression that some types of costs take preced-
ence over others. In this form, all costs are shown to-
gether., These costs are totaled and then deducted from to-
tal revenues. Since only the one subtraction is involved,
the form is called a single step statement.

Evidence as to the popularity of the two income
statement forms suggests that accountants are increasing
their explicit acknowledgment of the cost homogeneity as-
sumption every year. Table 19 shows there has beén a def-
inite trend toward a greater use of the single step state-
ment. In fact, in the fifteen year period from 1946 to
1960, the percentage of the 600 companies surveyed which
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TABLE 19"
INCOME STATEMENT FORM

e
—

Form of Statement 1960 1959 1958 1955 1950 1946

Multiple-step form 208 215 211 258 302 263

Multiple-step form with
a separate last section

presenting:
Nonrecurring tax items 8 11 16 24 41 63
Nonrecurring tax and
nontax items 21 21 24 23 11 57
Nonrecurring nontax
items 27 20 35 25 31 85
Total 264 277 286 330 385 468
Single-step form 279 267 256 218 177 76

Single-step form with a

separate last section

presenting:
Nonrecurring tax items 13 8 12 22 13 13
Nonrecurring tax and

nontax items 24 23 24 9 7 20
lonrecurring nontax
items 18 23 19 19 15 16
Total 334 321 311 268 212 125
No income statement
presented 2 2 3 2 3 7
Total

600 600 600 600 600 600

*American Institute of Certified Public Accountants,
Accounting Trends and Technigues-1961 (15th ed.: New Yorks:
American Institute of Certified Public Accountants, 1961),
Pe 7o

use the single step statement increased from 21 to 56 per
cent.
Further evidence of the accountants! acceptance of

the cost homogeneity premise stems from theilr views on certain
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aspects of the current emphasis on cash-flow analysis. The
treatment accorded depreciation charges is the focal point
of thelr concern. Much literature on cash-flow analysis
conveys the ldea that depreciation is a source of funds.
Accountants are quick to rebut this notion, and, in doing
so, rely upon the cost homogeneity premise.2% Similarly
distracting is the impression that "net profits before de-
preclation® (i.e., *cash earnings") is a better indicator
of a firm's earning power than is net income. Again, in
response, emphasis 1s placed upon establishing the homo-
genelty of all costs, including depreciation charges. All
the costs must be considered before a meanlngful earnings

figure is reached.2>

Cost Classification
The acceptance of the cost homogeneity assumption
precludes the ranking of costs, but it does not prevent the

classifying of costs. In fact, one of the main tasks of ac-

counting 1s to assemble and classify costs in order that
financial data may be useful to interested parties. Differ-

ent uses of data may necessltate different classifications.

24ps does Charles J. Gaa, "Depreciation--The Good
Provider?" Business Topics, X (Winter, 1962), p. 9.

25Perry Mason, "Cash-Flow" Analysis and the Funds
Statement, Accounting Research Study No. 2 (New York:
American Institute of Certified Public Accountants, 1961),

PP 38-390
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Accordingly, there are a number of categories into which
costs may be classified.20 With respect to categorization
in the income statement two classifications--object and
functional--are in use.27

The object, or natural, classification gathers costs
together into groupings according to the original object of
expenditure. Salaries, rent, and depreciation are examples
of the fnatural' categories.

The functional classification is a more common form
of income statement cost categorization. Costs are classi-
fied according to the functions or activitles of a business.
The costs are categorized into such major functions as pro-
duction, distribution, and finance. It 1s not unusual to
combine the two classification approaches by segmenting the
costs by object of expenditure within each functional cate-
gOTY .

The use of a functional classification in the 1ncome
statement is quite consistent in light of the preceding dis-
cussion. Revenue is earned by a firm's economic activity.

Costs measure the economic activity. Therefore, a cost

26Robert I. Dickey (ed.), Accountants' Cost Handbook
(2nd ed.; New York:s The Ronald Press Company, 1960), Pt. 2,
p. 13, lists eight:s (1) Nature of expense, (2) Time period,
(3) Function, (4) Area of responsibility, (5) Costing unit,
(6) Relationship of object costed, direct or indirect, (7)
Behavior, fixed or variable, and (8) Time when computed.

2TRonald James Thacker, "A Study of Income State-
ment Concepts" (unpublished Ph.D., dissertation, Dept. of
Accounting, Louisiana State University, 1961), p. 68.
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classification in terms of an entity's major activities is

a logical approach to employ.

Matching Paradox
The propriety of the matching of costs and revenues
1s well established. An item not yet fully covered con-
cerns the controlling factor in the matching process; that
is, whether costs should be matched with revenues or whether
revenues should be matched with costs. A preponderance of
accounting writers agree that revenue should be, and 1is, the
controlling element.28 Revenue 1s assigned to an accounting
period first and then costs are matched with it. Such
thinking probably i1s conditioned in no small part by the
widespread acceptance of the sales basis of revenue recog-
nition. It is somewhat i1lloglical, though, to select the
more passive of the two elements as the dominant factor.
The following analogy portrays the passive nature of revenue:
Imagine a palr of shears in the hands of a taillor.

The lower blade moves only forward on the table top but

the upper blade also moves up and down in the cutting

stroke. Net income, like the cloth under the tailor's

hand, is shaped as by the interaction of the blades of

a palr of shears--revenue as one, cost as the other.

It 1s obvious that both blades are necessary to produce

the result.. But their action 1s not necessarily equal.

One blade may rest passively on the table while the

other blade moves actively up and down under pressure
from the operator's fingers. The passive blade

28hree sources making explicit note of it are Reed
K. Storey, "Cash Movements and Periodic Income Determination,"
The Accounting Review, XXXV (July, 1960), p. 453; Paton,
Accounting Theory, p. 445; and Littleton, op. cit., p. 69.

. e 53
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represents revenue--the element under little direct
managerial control in the activity of producing net
income.29
An incongruity results from the selection of reve-
nue as the controlling factor. A prime use of the income
statement 1s as an indicator of a firm's earning capacity
for the accounting period. A firm's efforts are measured
by 1ts cost activity. However, with revenue the dominant
element in the matching process, the costs which appear in
the income statement are a conglomeration of past, present,
and future costs. (This was expanded upon earlier.) The
performance thus indicated in the statement 1s not a re-
sult of the cost activity undertaken during the period.
This paradox further clarifies the point made ear-
lier in the chapter concerning the fallacy inherent in the
sales, or other single-event, basis of revenue recognition.
Here the fallacy is placed within the context of the match-
ing concept. Only if the productive, or cost, activity is
reasonably uniform from period to perliod will the proper
matching of costs with incorrectly timed revenues produce
results appropriately reflective of economic performance
for the period.
It appears more consistent and logical to reverse

the matching process, to determine costs for a period and

2%, ¢. Littleton, Essays on Accountancy (Urbana,
Illinois: University of Illinois Press, 1961), p. 213.




then match revenues with the costs, as 1s done under the
percentage of completion recognition basis. Of course, the
accountantts requirements for measurability and objectivity
necessitate that in most cases much work must be done in
establishing an acceptable system of estimating the produc-
tiveness of cost-efforts when they are exerted. However,

this does not destroy the logicality of the approach,

Summary

The purpose of this chapter was to examine the over-
all problem of revenue recognition in order to obtain guide-
lines to use in the allocation of precomputed finance charges.
The following considerations derived from the chapter provide
such a frameworks

1. Revenue 1s earned by the entire process of eco-
nomic activity.

2. Economic activity 1is measured in terms of cost
activity.

3. All costs are homogeneous in their contribution
to revenue.

4, The matching of costs and revenues 1s a basic
accounting concept.

5. Ideally, costs are the controlling elements in
the matching process.

In a majority of situations, certain constraints on
the above considerations appear in the form of demands for
objectivity, measurability, and conservatism. Consequently,

revenue 1is rarely recognized as it is earned. Instead, a

point late in the process of economic activity 1s used.
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The concern for the definiteness of revenue causes revenue
to be the controlling factor in the matching process. The
cost elements so matched are reflections of past, present,
and future activity. The resultant net income thus may or
may not portray the income-generating power of the firm for

the period covered by the statement.



CHAPTER VI

AN APPROACH TO THE ALLOCATION OF
PRECOMPUTED FINANCE CHARGES

The guldelines established in the preceding chapter a
indicate that consideration of the cost structure of con- '
sumer finance companies is a condition precedent to the )

determination of a proper allocation approach. Such an

-yt o

examination will be undertaken in the first part of this
chapter. Emphasis wlll be placed upon analyzing the costs
on a functional basis. With this as a foundation, a sound
approach to the allocation of precomputed finance charges
wlll be presented. The remainder of the chapter will be
devoted to 1llustrating the implementation of the approach

on the basis of representative data presented.

Consumer Finance Company Costs

Object Classification

Table 20 presents a sample income statement con-
taining an extensive categorization of consumer finance
company costs. The table 1s based upon the combined re-
ports of 603 small loan licensees in Michigan for the year
1962, As such, the classification and relative magnitude

of the costs are taken as representative of a typical

128
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TABLE 20

COMPOSITE INCOME STATEMENT OF SMALL LOAN LICENSEES
IN MICHIGAN FOR YEAR ENDING DECEMBER 31, 1962
(AMOUNTS IN THOUSANDS OF DOLLARS)

TOtal TEVENUEL. o o o o o o o o o o o o o o o o o o $44,632
Less expenses:
Advertising o o ¢ o o o o o o o o o o $ 1,572

Auditing. [ ) [ ] [ ] [ ) [ ) [ ) [ ] [ ] L ] [ ] ® [ ) o [ ] 164

Bad debts
Charged Offo ® ) ) 3 ° 3 ° ® [ 3 ° 25098 B
Additions to reserve « o« o o o o o 2,301

Credit reports. « . « . .« o o o 345 b
Depreciation on furniture, fixtures,

equipment, and auto « « o ¢ o o o o o 426 :
Insurance and fidelity bonds. . « « & 185 -
Legal fees and disbursementSe. o« o o o 310 s
Postage and exXpress o o« o o o o o 452 a
Printing, stationery, and supplies. . 433
Recording and acknowledging feese. « & 10
Rent, heat, light, and Janitor
SerVice [ ] L] [ ] e [ ] L ] o [ L] L] o L [ ] L . 2,095
SalarieSo [ ] [ J (] [ ] ° [ ] [ ] [ ] [ ] [ ] ° [ ] [ ] 10’827
Supervision and administration. o o o 4,212
Licenses and license taxeSe. o o o o o 111
State and local taXxes o o o o o o o o 950
Telephone and telegraph « « o « o o o 1,124
Travel, automobile expenses and .
allowances e ®© e o o e o o o o_0 o o 668
Interest paid on borrowed funds®. . . 6,692
OtheT eXDPeNSeSe o o « o o o o o o o o 1, 444 36,419
BEarnings before income t2Xe€s « « o o o o o o - $ 8,213
Federal taxes on Income. « o« o o o ¢ o o ¢ o o o o 4 170
Netincomeo.oo-oonooo00000000034’043

*Adjusted to 88% of total interest paid (§7,604,365)
to reflect the fact that only 88% of the assets were in-
vested in small loan business.

Sources: State Banking Department, Abstract of Re-
orts of Small Loan Licensees as at December 31, 19 2_, ?
Tansing, Michigan: State Banking Devartment, 196 Pe. 2.
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consumer finance ccmpany.

The costs in the table are categorized according to
a natural, or object of expenditure, classification. Cer-
tain interesting features are highlighted by such a pres-
entation. For example, salaries clearly constitute the ma-
Jor 1tem of expenditure. Yet the previous chapter estab-
lished that a functional cost classification provides a a

better reflection of the nature of the economic activity

undertaken by a firm. Accordingly, attention will now be

given to this aspect of consumer finance company costs. s

Functional Classification!

The composition of a consumer finance entity's
functional cost activity is portrayed in Chart 12. The
portrayal is placed within the context of the cost behav-
lor associated with a twelve-month loan. The primary pur-
pose of the chart is to delineate the major cost functions,
although at the same time it provides an 1llustration of
the manner in which the costs are incurred through time.

The relative proportions of the costs shown are not a matter

TRobinson M. Upton, #The Importance of Direct Costs in
the Granting of Consumer Installment Credit," (Unpublished
Ph.D., dissertation, Dept. of Finance, Northwestern University,
1948), pp. 41-57 provides data helpful to the succeeding
discussion of functional costs. American Bankers Association,
Analyzing the Cost Factors of Instalment Lending (New York:

erican Bankers Association, 1946), 22pp. is also worth
noting for its procedural thoroughness although its setting
(i.e., bank) and classifications differ slightly from those

of this study.
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CEART 12

CCNSUMER FINANCE COMPANY FUNCTIONAL
COST COMPONENTS

Costs of
Forbearance &
Risk Assumption

&—— Monthly
Cunulative —

Servicing Costs
— Monthly
Cumulative >
+—Acquisition
Costs

Per Cent
100

2 3 "4 5 '6'7 '8 9 10 1112

Months

e
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of concern at this time since the chart 1s not intended to
be used as a guide in this area. Further, as will be ap-

parent, the proportions will vary as the slze and maturity
of a given loan varies,

Three cost activities are pictured in the chart
--costs of acquisition, costs of servicing, and costs of
forbearance and risk assumption. Acquisition costs are
composed of those expenditures involved in acquiring a loan.
These costs at times are also labeled "start-up" costs.
This functional grouping encompasses such operations as
advertising and the interviewlng of applicants. It in-
cludes credit investigations and other efforts assoclated
with the reaching of final judgments on loan applications.
Making out the note and setting up the account in the re-
cords are also included. Rent on the loan office 1s another
item within this classification since a convenient location
i1s a vital factor contributing to the acquisition of loans.
In short, all the individual operations necessary to put a
loan on the books, beginning with the initial promotional
efforts, are contained within this functional activity.

The servicing of the loan is another functional
classification shown. Once an account 1s on the books cer-
tain efforts are involved in obtalning and handling the
collections of the instalment payments. These costs in-
clude the expenses of receiving and processing the monthly

loan remittances. Delinquency work is also encompassed by
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the servicing activity. The preparation and distribution

of past due notices, the making of telephone or personal
calls upon old or repeat delinquents, and the determination
and execution of other action, including legal actlon, to
effectuate the collection of overdue accounts are all as-
pects of delinquency work. Another operation contained
within the functional classification of servicing 1s the
closing of the loan. This 1s sometimes classified as a sep-
arate function but it 1s not so classified here because of
its close association with the servicing of the final in-
stalment payment. In addition to the handling of the last
payment, terminating the loan entails such expenses as those
of closing out the account in the books and canceling the
documents drawn in connection with the loan.

The costs of forbearance and risk assumption compose
the third functional classification. In order to obtain
funds to use in their lending operations, consumer finance
companies incur costs which take the form of payments to
various lenders for the use of their funds.2 The term
"forbearance® is used to label these costs of the detention
or use of money. Another cost component within this third

category exists because the loans made by a consumer finance

2As an indication of the extent to which funds are
borrowed, the results of a 1961 survey showed debt to com-
pose 75.9% of the capital structure of 253 consumer finance
companies surveyed. S. Lees Booth, 1963 Finance Facts Year-
book (Washington, D.C.: National Consumer Finance Associa-
tion, 1963), Do 470




134

company are not riskless. Thls cost represents the risk of
loss on the small loans made, The cost of this item, the
assumption of risk, and the forbearance costs are classi-
fied together since they are both presumed to be related to
the size of loans outstanding.

Functional Classification of
Natural Expense Items

e d

The emphasis upon a functional cost classification

R et

requires that expenses categorized by object of expenditure

be re-classified functionally. The purpose of this section

wTr

1s to indicate in general terms the manner in which such
i1tems may be re-classified, thus bridging the gap between
Table 20 and Chart 12,7

The cost accounting, or allocation, problems are
apparent. Many of the expense items in Table 20 are not
applicable in their entirety to Jjust one functional cate-
gory. Salaries, for example, must be divided between the
employee's efforts assoclated with acquiring loans and
those of servicing loans. And the allocation becomes more

difficult to the extent that separate functional activities

3The cost accounting problems involved have been
confronted in a number of studies, although as yet there
appears to be a lack of unanimity over the allocation
procedures to follow. Ioring C. Farwell, "Cost and Out-
put Relationships of Consumer Instalment Credit Agencies:
Based on Reports of Indiana Licensees," (Unpublished Ph.D.
dissertation, Dept. of Finance, Northwestern University,
1955) enumerates the previous work done in the area and
presents the results of his own study.
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are concentrated in one individual, as may be particularly
true in a small consumer finance unit. The existence of
items of overhead, those expenses of too general a nature
to be directly assignable to the majJor functions, creates
additional allocation problems since reasonable bases for
the apportionment of these costs to the functions must be
determined. Auditing, depreclation, insurance and fidelity
bonds, heat and light, supervision and administration, and
taxes 4 are examples of the overhead costs present.

In addition to its share of overhead, expenses
chargeable to the costs of acquisition include the salaries
of loan officers and credit investigators attributable to
thelr efforts spent in the initial handling and investi-
gating of applications and a portion of the clerical sal-
aries for the time devoted to setting up the account in the
records. The cost of credit reports and the parts of the
telephone, telegraph, travel, and postage expenses relating
to credit investigation also belong to this function. For
the forms which are used, a portion of the printing and sta-

tionery expense 1s includable. The loan offlice rent 1s

4Except for income taxes which, for purposes of
this study, are treated as a separate deduction necessary
to reach a net income after taxes figure and not as a cost
homogeneous with others in the generation of revenue, It
is so treated due to (1) its lack of relation to the amount
of service received from the governmental body exacting pay-
ment; for example, no other cost is partially refundable if
a company suffers losses, and (2) the lack of managerial
control over the item.
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allocable to this functional cost activity. The entire ad-
vertising expenditure 1s chargeable to the acquisition acti-
vity as are the recording and acknowledging fees paid in
connection with lien instruments used.

A substantial portion of the salaries figure is as-
signable to the servicing function as a reflection of the
costs of the cashiers and bookkeepers concerned with re-
celving and recording the instalment payments and the costs
of officers and other employees involved in reviewing the
accounts, and determining and executing collection proce-
dures. The expenses of printing, stationery, postage, and
express are includable to the extent of the costs of sending
out delinquent notices, letters of appreciation after the
final payment, and other correspondence with the borrower.
Payments of legal fees and disbursements arising out of col-
lection difficulties are chargeable to the servicing func-
tion, as are the portions of telephone, telegraph, and tra-
vel expenditures connected with collections and delinquency
work.

Interest paild on borrowed funds and the bad debt
provisions are assigned to the functional category of for-
bearance and risk assumption. The interest pald measures

the cost of forbearance and the bad debt provision measures
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the cost of risk assumption.5 From the viewpoint of eco-
nomic theory the forbearance measure should also include

an imputed "opportunity cost® attributable to the owners!
investment in the entity. The use of this imputed interest
amount 1s supported in economic theory on the grounds that
its recognition 1s essential to the making of reliable com-
parisons of the operating results of different entities.,

In these circumstances, the resultant income amount is in
the nature of an "excess profits" figure. The inclusion of
an imputed interest figure is rejected in this study. Ac-
counting determinations of net income are most reliable and
useful if they are based upon actual, verifiable events.
Contractual interest expense 1s such a verifiable cost while
an imputed interest amount is not. Of course, subsequent
analysis of the accountant's objectively determined income
figure may include its division into "normal! and *"excess'
components.

A Sound Approach to the Allocation of
Precomputed Finance Charges

The preceding discussion of functional cost activ-

ities provides the groundwork for a most essential point.

5A distinction exists between the costs of risk as-
sumption and the costs of maintaining this risk within cer-
tain parameters. Observe that a portion of the costs in-
cluded in the acquisition and service functions, namely, the
costs associated with investigative and delinguency work,
are devoted to maintaining the risk within certain limits.

Lvea o
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The timing of the consumer finance firm's economic acti-

vities, measured by 1ts cost efforts, closely coincldes

with the time perlods over which the revenues generated

by such activities are to be apportioned. The problem con-

fronted in this study concerns the manner in which precom-
puted finance charges are to be allocated over the 1life of
an instalment contract. Given the above consideration of
the cost activities involved in the lending operation,
namely, the costs of acquisition, servicing, and forbear-
ance and risk assumption, it is noted that these efforts
are also spread out over the period of the loan.

The significance of this point in undeniable. In
terms of the discussion in Chapter V, it means the periods
over which the revenue is to be recognized coincides with
the earning of such revenue, Revenue 1s earned, it will be
recalled, through the entire process of economic activity
of an enterprise., Given these circumstances, then, the
proper approach to the allocation of precomputed finance
charges logically should be one which attempts to equate
the recognition of the revenue to its earning. The con-
gruency of the timing of cost activity and revenue appor-
tionment presents an ideal situation for an approach of
thls type., The circumstances contrast sharply with the
preponderance of revenue-timing situations. In most cases,
the generally accepted basis of revenue recognition is a

pboint late in a firm's operating cycle, such as the time
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of sale or the completion of production. The cost activity
generating the revenue in these cases precedes the timing
of the revenue recognition and thus little opportunity is
afforded for equating the earning and recognition of reve-
nue., However, the opportunity is present so far as the
revenue timing for a consumer finance company 1is concerned.
The underlying importance of the matching of costs
and revenues was one of the guidelines established in the
last chapter. At the same time, 1t was observed that costs
are the logical elements to dominate in the matching pro-
cess. Given these two items as a foundatlion, the basis

for the recognition of revenue over an instalment loan

contract is provided by the behavior pattern of the func-

tional cost activities. The cost homogeneity assumption

is also an important contributor here. Since all costs are
homogeneous in their contribution to revenue, the relation-
ship of each functional cost activity to the total cost
effort indicates the proportionate amount of revenue earned
by each of the cost activities., These revenue portions
should be allocated in accordance with the pattern of cost
incurrence of the respective functions. This, therefore,
outlines a sound approach to the allocation problem con-
fronted in this study. It relies on the basic accounting
assumptions of matching and cost homogeneity. At the same

time, 1t approximates an ideal rarely attainable in other

circumstances--the recognition of revenue in accordance
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with 1ts earning.

Implementation of the Approach

In order to implement the allocation approach Jjust
outlined, knowledge as to the behavior of the functional
costs and their proportionate contribution to an entity's
efforts 1s required. To demonstrate the approach's appli-
catlion, cost functions assumed to be representative will
be presented. Empirical studies on the cost functions of
consumer flnance companies are needed in order to deter-
mine reliably these data. The similarity of operations
among firms in the industry suggests the cost functions of
the various firms should be similar. Along these lines,
note should be taken that there are limits to the preci-
sion with which any accounting approach can be practically
implemented., In applying the approach, an approximation of
reality 1s better than no attempt to reflect reality at all.

Cost Behavior

To aid 1n the discussion of the cost behavior of
the functional activities, the cumulative portrayal of Chart
12 1s shown as a monthly pattern in Chart 13.

The acquisition costs as shown are concentrated in
the period preceding the start of the loan., Since these
costs do represent the costs of acquiring a loan, this is
a reasonable portrayal. The costs of forbearance and risk

assumption decrease in amount from month to month. This
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CHART 13
FUNCTIONAL COSTS--MONTHLY PATTERN

¢—Acquisition
Forbearance & Risk

L
1 ' ' | ] [ .

T ~r

o 1 2 3 4 5 6 7 8 9 10 11 12
Months

treatment is in accord with the presumption that these costs
are related to the size of the outstanding loan. The costs
of servicing are represented as occurring at a constant rate
each month, The constancy of these costs 1s not an infre-
quent assumption in small loan cost studles, although it is
subject to some qualification. On a per-loan basis, the de-
linquency work assoclated with a particular loan may result
in its servicing costs showing variable rates of incurrence,
while on an aggregate basis (i.e., total loans) the monthly
costs of delinquency work may show less variation, partic-
ularly given the tendency of cost allocations to produce an
averaging effect. Another source of variance is the addi-
tional effort of closing the loan which 1s connected with
the final payment., Thils writer belleves, however, the por-

trayal of the final month's service costs as equivalent

to those of the preceding months is not a gross misrepresentation.

e
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The presentation in Chart 13 is therefore assumed to be a

general approximation of the pattern of incurrence of the

functional costs.

Cost Proportions
As mentioned earlier, on a per-loan basis the pro-
portions of the functional costs would vary with the size

and maturity of loan selected. For example, acquisition

costs would constitute a much larger proportion of the to-

tal unit cost of a small loan of short duration than of a

large loan of lengthy duration. Whether a loan was a re-

newal loan or a new loan would also cause the per-loan cost

proportions to vary. Acquisition costs on a renewal loan

would constitute a considerably smallexr proportion of the

total unit cost than would be true if the loan was a brand

new loan. To approach the ascertainment of representative

cost proportions for an entire firm from a per-loan (or
unit cost) basis would entail a substantial amount of work.
It would involve not only determining the cost proportions
for contracts of differing characterisitcs, but also giving
consideration to the relative weight of each contract type

in the firm*'s portfollio so that over-all cost proportions

could be established. Further, since most of the operating

costs represent fixed commitments in the short-run, unit
costs over a short period will vary inversely with the num-

ber of loans handled. Rapid changes in loan volume may
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inhibit the reliability of prior unit cost ana,lyses.6

Dealing with aggregate costs is a simpler approach

and one that is in accord with small loan philosophy. Per-

loan cost analysis reveals many loans, the very small ones,

which are unprofitable. This is due to the fact that the

costs of acquisition and servicing vary little with the size

of the loan. And the rate structures of the small loan

laws have the effect of preventing the establishment of

minimum charges on these very small loans. Consumer finance

companies generally offer a "full loan" service, making
avallable loans of every size permitted by law, and the

rate structures are designed to allow a reasonable return

on this full loan activity. Therefore, the emphasis 1is on
over-all costs and revenues. As Morris Neifeld puts 1it:

The very concept of the law is to look at a group re-
sult rather than at an individual transaction. It is
the profitability of the group result that is important.

Reference to the proportionate composition of the

total cost structure i1s thus seen to be a reasonable pro-

cedure. Available evidence suggests that acquisition costs

6The fixity of many costs in the short-run does
have important implications so far as lending policy is

concerned since 1t suggests the incremental costs of
As an aid to rev-

granting an additional loan are small,
enue allocation, however, incremental costs are inappro-

bprlate since they are in conflict with the cost homo-
genelty assumption.

M. R. Neifeld, Neifeld's Manual on Consumer Credit
(Easton, Pennsylvania: Mack Publishing Company, 1961), D. 554.
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represent 15 to 20 per cent of the total cost effort.8 The

succeeding illustration will take 20 per cent as typlcal.
4 representative measure of the proportionate contribution
of the costs of forbearance and risk assumption is 30 per

cent,9 The costs of servicing loans is therefore assumed

to constitute approximately 50 per cent of the cost effort.

An Illustration of the
Application of the Approach

Using the representative cost patterns and propor-

tions, it 1s now possible to illustrate an application of

the approach developed in thils chapter. The sample loan

used for illustrative purposes in Chapter III--a $109.08
loan with a precomputed finance charge of $10.92, to be re-

paid in twelve monthly instalments of $10.00 each--will

again be used. Table 21 shows the allocation of the pre-

computed charge on this loan.
Twenty per cent of the revenue 1s recognized at the

start of the contract period. This represents the revenue

8Five finance companies whose audit reports or an-
nual reports revealed the use and size of an acquisilition
cost factor used the following percents: 20%, 20%, 15%,
15%, and 10%.

9The ratio of interest paid and bad debt provisions
to total expenses in Table 20 is 30.5%. Computed from the
1962 annual reports of five large consumer finance companies,
the same ratio ran as follows: Beneficial Finance Co.,
34.6%; Household Finance Corp., 33.7%; American Investment

of Illinois, 32.7%; Family Finance Corp., 32.3%; and

COQ
Dial Finance Co., 29.3%.
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TABLE 21

ALLOCATION OF PRECOMPUTED FINANCE
CHARGES IN ACCORDANCE WITH
PROPOSED APPROACH

Revenue Earned By:

End Forbearance Monthly
of Note Acquisition Serviclng and Risk Revenue
Month Balance 20%2 50%P 30%¢C Recognized
0 $120.00 §2.18 $ .. $ . . $ 2.180
1 110.00 o o 455 «50 «955
2 100.00 o 455 46 «915
3 90.00 o o 455 42 .875
4 80.00 o o <455 <38 .835
5 70,00 . . +455 « 34 <795
6 60.00 o« o <455 « 30 . 755
7 50.00 o o <455 «25 « 705
8 40,00 o o 455 o 21 .665
9 30.00 o o 455 17 625
10 20.00 o« o 455 13 «585
11 10,00 o o «455 .08 «535
12 3 ° 3 o 0455 004 .495
$2.18 $5.460 $3.28 $10.920

@Mhe revenue earned by the acquisition activity is
recognized at the beginning of the contract perilod.

bRevenue earned by the servicing activity is allo-
cated on a straight line basis.

CRevenue earned through forbearance and risk as-
sumption 1s allocated on a sum-of-the-digits basis.
earned through the consumer finance company's acquisition
activity. Fifty per cent of the precomputed finance charge
1s allocated on a straight line basis over the life of the
contract. This revenue is attributable to the servicing

activity of the entity. Since the costs of this operation
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are assumed to occur at a constant rate each month, the use

of a straight line technique to spread the revenue earned

by the activity 1is reasonable. Thirty per cent of the rev-

enue is recognized over the instalment periods on a sum-of-

the-digits basis. The costs of forbearance and risk assump-

tion are assumed to be related to the size of loans out-

standing. The revenue assignable to these costs 1s there-

fore recognized on a basis which takes cognizance of the
amounts outstanding--the-sum-of-the-digits.
The implementation of an allocation procedure based

upon the cost activities of a firm is somewhat more in-
volved than the methods enumerated in Chapter III. Its

underlying reliance upon basic accounting assumptions, how-
ever, makes it a much sounder and more meaningful system.
Further, the application of the approach to a firm handling
numerous instalment contracts of different maturities does
not create procedural difficulties of a different sort from

any of the other me’chods.10 No changes are necessary in

the handling of adjustments, either. Additional charges,

such as default charges, may still be recognized as they

are collected. Rebates may continue to be gathered in a

separate account and then be closed against the unearned

10Appendix D presents an example of one means of
implementing the approach of Table 21 to many contracts

of different maturities.
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finance charges amount, with the integration of the rebates
into the revenue spread sheets preferably being in a manner
consistent with the unearned finance charge credits.

Earlier, i1t was observed that the cost structures

of firms in the consumer finance industry would be expected
If sig-

to be similar due to the similarity of operations.
nificant differences should exist, the implementation of

the allocation approach, based as it is upon an entity's
cost efforts, would take cognlizance of the differences. In
these cases, differences in the spreading of revenues among
firms would have meaning--they would reflect differences in
the compositlion of the economic efforts of the entities.
This is a far cry from differences in revenue allocations

due to the employment of different techniques without re-

gard to underlying economic efforts.
Since a consumer finance company'!s business centers

upon the small loans it makes, it is not unlikely that

changes 1in the characteristics of its loans may be reflected

in its economic activities. If, for example, all other

things being equal, the size of 1its loans increased from
year to year, 1t 1s reasonable to assume that a greater

proportion of its total efforts would come to be attribut-
able to the costs of forbearance and risk assumption. Sim-

ilarly, if only maturities increased, the costs of servicing

and the costs of forbearance and risk assumption may be

likely to consume a larger share of the total cost activity
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than before the change. In a like manner, if the propor-

tion of renewal loans were to increase, the proportion of
total costs allocated to the costs of acquisition might

decline, If the only change in an entity's business was

in the number of loans made, and the firm had time to ad-
Just to the change, it 1s possible that the proportionate
contribution of each cost activity would not vary much,.

This last conclusion 1s based upon one author's contention
that, 1n other than the very short term, the consumer fi-
nance industry is one of relatively constant unit costs.!!
In any event, changes in the functional cost proportions of
an individual firm may occur through time which will neces-
sitate adjustments in the application of the proposed allo-

cation approach., These adjustments do not invalidate the

underlying approach or 1ts implementation, but instead pro-

vide the process with a dynamic quality not inherent in the

methods delineated in Chapter III. Changes in the opera-

tional activities can be reflected in the accounting for

revenues. Of course, the existence of limits to the pre-

cision with which an accounting approach can be applied

have already been noted. Accordingly, adjustments should

not be made for minor variations, but only for those which

are determined to be significant and lasting.

11Upton, op. cit., p. 218.




149

Limitation
Cost analysis plays a large role in implementing

the proposed allocation approach. The sound analysis of

functional costs, in terms of behavior, composition, and

relative magnitude, is essential if the approach 1s to be

properly applied. In this respect, additional effort is

needed within the industry to attain greater unanimity in

cost analysis procedures. Only then will the full benefit

in terms of meaningful and comparable financial data re-

sult from the implementation of the revenue allocation

approach of this study.

Inte%rative Aspects of the
roposed Approach

The proposed approach to the allocation of pre-

computed finance charges tles in nlcely wilth varlous as-

pects of accounting and consumer finance thought. Since

the approach relles upon the framework established in

Chapter V, 1ts amenabllity to basic accounting thought 1is

unquestionable. The recognition of a portion of the reve-

nue at the time a loan is acquired puts the approach with-

4n the parameters outlined in some of the most recent and

e
-

significant literature on accounting thought.!2 The three-

part functlonal cost analysis is in agreement with the cost

12Moonitz and Sprouse, op. cit., p. 48.
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breakdown advanced by many as essential to the concept of
the construction of an ideal rate structure.!3 The deter-
ninatlon of cost proportions by reference to the composition
of aggregate costs 1s in accordance with the small loan phi-

losophy of concern for group results rather than individual

loan results.

Summary

The guidelines for the recognition of revenue set
up in Chapter V and an examination of the cost activities
undertaken by a consumer finance company composed the ground-
work for the development of an allocatlion approach in this

chapter. The timing of the cost efforts of acquisition,ser-

vicing, and forbearance and risk assumption was shown to
closely parallel the periods over which the finance charges

were to be allocated. The consumer finance company's cost

functions therefore became the logical foundation upon which

to base a sound apportionment approach. The assumptions of

the matching of costs and revenue and cost homogeneity

T2Mi1an V. Ayres, Instalment Mathematics Handbook
(New York: The Ronald Press Company, 1946), pp. 198-200.
Jackson R. Collins, #*Costs and Other Factors in the Cor-
rect Determination of Small Loan Rates., Services, Ex-
penses, ILosses as Distingulshed from 'Interest! or Profit:
The Problem Presented by Constitutional Limitations on In-
terest Rates," Conference on Personal Finance Law: Program
and Papers (Kansas City: American Bar Associlation, 11th

Annuzal Session, September 18, 1937), pp. 7-69.
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substantiated the rellance upon cost behavior patterns and
their relative magnitudes to incorporate an approach achlev-
ing a congruity between the earnling and recognitidn of rev-

enue, The implementation of the proposed approach was de-

monstrated using data assumed to be typical.



CHAPTER VII

SUMMARY AND CONCLUSIONS

The basic purpose of accounting is to provide use-
ful information to many interested parties. The financial
statements prepared by the accountant provide the primary
means for the communication of this information. Of these
statements, the income statement is currently viewed as
being the most significant.

Income must typically be determined for periods
shorter than the 1life span of an entity. The continulty

of economic events thus has to be broken up into arbitrary
time periods. This creates complex accounting problems.
Means must be established for the assignment of expired
costs and revenues to the accounting periods so that the
residual figure--income--may be obtained. As a result, a
wlde diversity of accounting practices applicable to simi-
lar situations often arises in the areas of cost and reve-
nue determination.
The existence of broad ranges of acceptable ac-
counting practices, many of which are unsupported by sound

reasoning, impairs the informational value of accounting

reports, particularly for comparative purposes. Differences

in reported results may only reflect the employment of
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diverse accounting methods, which are many times unbeknown
to the statement users. Accountants are aware of the de-
sirability of greater uniformity and their continuing ef-
forts are devoted to the determination of appropriate prac-
tices and to narrowing differences and inconsistencies in
practice,

The incorporation of the concept of precomputation
into the small loan laws of a number of states 1in recent
years has given rise to a revenue apportionment problem in
the consumer finance industry. When a loan is made under
precomputation the finance charges are calculated from the

schedule cf rates per month specified in the law as if the
contract were to be paid exactly according to schedule.
The precomputed charges are then added to the face of the
note, This amcunt is divided by the number of monthly in-
stalments in the contract to arrive at an equal amount for
each payment. The instalment payments made thereafter by
the borrower are credited to his account without separating
principal from the finance charges.
Advantages cited on tehalf of precomputation are
that it promotes operating efficlencies, creates a more
favorable situation for the lender when loans are prepald,
enables the 3industry to be more competitive, and provides
more logical results. On the cther hand, shortcomings
attributed to precomputation are that it creates adjust-

ment complexities, increases borrower costs, and does not

e e

e’
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go far enough toward entirely eliminating the per cent per

month rate structures from the statutes.
The revenue apportionment problem concerns the man-

ner in which the precomputed finance charge is to be allo-

cated over the life of the contract., It involves differen-

tiating between the amount to be recognized as current rev-
enue of a specific month and the amount to be carried for-
ward in the "unearned finance charges® account as being ap-
plicable to future periods.

This study divided the consideration of the above

revenue recognition problem into two parts. The first part
dealt with current practice. It contained a description of

the methods which are used to allocate the precomputed

charges as well as an analysis of the possible impact of
these methods on financial data. The second part dealt with

accounting concepts and their application to the problem.
Reference to accounting thought on the over-all aspects of
revenue recognition established guidelines which were used

to develcp an allocation approach rooted in basic accounting

assumptions.

Current Practice and Its Impact

The basic procedures employed to allocate the pre-

determined finance charges are the effective rate, sum-of-

the-digits, straisght line, liquidation, and fixed percent-

age methods.,
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The effective rate method entails the actuarial
computation of the effective interest rate applicable to
the instalment loan and the application of this rate to the
net investment in the contract to determine the monthly rev-
enue, Revenue 1s recognized by the sum-of-the-digits ap-

proach on the basls of the face amounts of the contract

outstanding each month. The revenue so determined therefore

diminishes each month. This technique obtains results simi-
lar to the effective rate method without having to use any

actuarial computations.

The straight line method recognizes an equal por-
tion of the precomputed finance charge as revenue each month,
Under the liquidation procedure, a proportion of the un-
earned finance charges balance determined by the ratio of
collections to outstanding receivables 1s transferred into

xevenue monthly. Fixed percentages are sometimes used to

allocate the revenues. A fixed percentage of outstanding

recelvables may be recognized as revenue each month or the

amount in the unearned finance charges account in excess of
a fixed percentage of outstanding receivables may be trans-
ferred into revenue monthly.

Two other methods, rarely used since they are not
within the realm of generally accepted practice, are the
priority and residuary techniques. The priority approach
books the entire precomputed finance charge as revenue at

the time the loan is made. At the other extreme, the
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residuary method does not recognize any revenue until the
entire principal has first been recovered.

The availability of a number of accepted alloca-
tion practices has Important ramifications so far as fi-
nancial reporting 1s concerned, The selection of an allo-
catlon method may exert much influence on the reported fi-
nancial data of a consumer finance company. Numerous
examples designed to portray the effects of the different
methods were presented in Chapter IV. Considerable varia-
tion in the reporting of monthly revenues, total revenues,
net income, and unearned finance charges resulted from the
use of one method as opposed to another. Variations in

these items then cause divergencies in important ratios in-

corporating the items.

Accounting Concepts and Their
Application

An examination of the accounting thought dealing
with the problem of revenue timing in many areas reveals
concepts useful to this study. Revenue 1s generated by
the entire process of business activity undertaken by a
firm. The buslness activity is measured in terms of the
cost efforts put forth by the entity. Since this 1is the
manner in which revenue 1s earned, 1t appears logical to
recognize i1t on the same basis., Generally, revenue is not so

recognized. The accountant?!s concern for such things as
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objectivity and conservatism usually leads to the selection

of a point in time to recognize revenue subsequent to the

major activities generating such revenue. The matching of

costs and revenues is a baslic accounting assumption. Adher-
ence to it, given the accountant's concern for the definite-

ness of revenue, leads to a mixture of past, present, and

future costs being shown in the income statement. This is

because revenue dominates the matching process. An incon-
grulty follows from this since the income statement, used
as an indicator of a firm's earning capacity, does not then
measure the results of the cost (earning) activity for the

This serves to emphasize the desirability and log-
An-

period.
icality of having costs dominate the matching process.

other assumption basic to the accounting for revenue and

the determination of income is that all costs are homogene-

ous 1n their contribution to revenue, No dollar of cost

contributes more to revenue than any other dollar of cost.

There are three major functional cost activities

undertaken by a consumer finance company. These cost actl-

vities are the costs of acquisition, the costs of servicing,

and the costs of forbearance and risk assumption. In terms

of timing, the incurrence of these costs closely coincides

with the time periods to which the accountant is already

predisposed to apportion the revenue. A unique opportunity

1s thus available to recognize revenue in accordance with

1ts earning. The revenue allocation approach proposed in

PR ]
!
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this study therefore uses as its basls the functicnal cost
activities of the consumer finance company. The cost homo-
genelity assumption guides the determination of the revenue
contributed by each function. The pattern of cost incur-
rence for each function determines how its proportionate

revenue 1s to be spread.

Cenclusions and Reccmmendations

The following conclusions and recommendations are

drawn from this study.

1« There are currently 2 number of fgenerally ac-
cepted” methods by which precomputed finance charges may be

allocated over the life of an instalment contract.

2. These methods do not take full ccgnizance of

the major underlying cost factors which generate the reve-

nue, The effective rate and sum-~of-the-digits methods view

the entire revenue as interest earned when ir fact only a

portion of the revenue is attributable to this factor. In
such cases, the accountant appears to look no further than
tc the letter cf many small loan laws which inaccurately

label the finance charges as interest. Similarly. the 1lig-

uldation approach places too much emphasis on the servicing
costs; to the exclusion ¢f the costs cof acquisition and the

costs of forbearance and risk assumption,

3« The different allocation methods can cause con-

slderable variation in reported financial data., Since the
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methods are nct based upon underlying economic fact, the
variations in reported data are not reflective of differ-

ences in economic effort, but are instead distortions in

the informational process.
4, Accounting thought does provide an appropriate

framework for the recognitlon of revenue., The framework

is constructed upon such concepts as the active nature of
costs and the earning of revenue, the matching of ccsts and

revenue, and cost homogeneity. Frequently, hcwever, some

of these concepts are compromised into the backgrocund by
practical considerations.
5. A revenue allocation approach is recommended

which 1s based upon the functional cost activities of con-

sumer finance firms. These functional cost activities are

composed of the costs of acquisition, the costs of servicing.

and the costs of forbearance and risk assumption. The

reccmmended approach is significant since it places the

primary emphasis for the recognition of revenue on the

earning of the revenue., It represents an applicaticn toc a
specific industry of a current focus in accounting thought
which stresses the desirability of recognizing revenue as

it 1s earned rather than recognizing it at the time of the

occurrence of a restricted set of events.

e e e e g
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APPENDIX B

SUM-OF-THE-DIGITS METHOD MONTHLY SPREAD SYSTEM

Amount Curmulative
Unearned Divisor Final Constant to be put  Amounts

Finance (Sum-of- Month's In- into the (Previous Total

Month Charges Digits) Portion creases Spread Months) (EOM)
1 ¢ 7.5 1 7.500 116.760 $1,090.38 $1,100.00 $ 2,190.38
2 5.50 3 1.833 109.260 973.59 1,000.00 1,973.59
3 27.38 6 4,563 107.427 864.33 900.00 1,764.33
4 16.13 10 1,613 102.864 756 .90 800.00 1,556.90
5 82.71 15 5.514 101.251 654,03 700 .00 1,354.03
6 557.23 21 26.535 95.737 552.78 600 .00 1,152.78
7 38.32 28 1.269 69.202 457,05 500.00 957.05
8 140 .87 36 3.913 67.833 387.84 400.00 787 .84
9 110.19 45 2.449  63.920 320.01 400.00 720,01
10 139.49 55 2.536 61,471 256.09 300,00 556.09
1 27.00 66 409 58,935 194,62 200,00 394 .62
12 3,222.05 78 41,308 58,526 135.69 200.00 335.69
13 98.46 91 1.082 17.218 77.16 100,00 177.16
14 91.10 105 868 16.136 59.94 100.00 159.94
15 288.95 120 2.408 15,268 43.81 100.00 143.81
16 708.69 136 5,210 12.860 28.54 100.00 128.54
17 .. 153 . . 7.650 15.68 100,00 115.68
18 1,243.61 171 7.273  7.650 8.03 50.00 58,03
19 71.67 190 377 377 .38 50.00 50,38
$6,876.85 $6,876.85  §7,700.00 $14,576.85

(a) (8) (c) (D) (E) (F) (c)

charges for one month.

The foregoing is a spread of the unearned finance

The unearned finance charges on all

loans made during the month are grouped according to the num-

ber of months the various lcaus are to run, and these amounts

are entered in Column A,

The amounts in Column C represent

the items in Column A divided by the related sum-of-the-digilts

2pa

R



62

in Column B. The amounts in Column D are cdetermined by ac-
cumulating the items in Column C from the bottom up, being
sure to repeat in Column D the accumulated amount on any
line where there 1s no figure in Column C (see line 17).

The amounts in Column E are determined by accumulating the
figures in Column D from the bottom up; and this is the
spread of unearned finance charges on loans made durlng the
month, Column F represents the cumulative spread of un-
earned finance charges for previous months. Column G is the
sum of Columns E and F, and represents the spread of charges

on all loans held at the end of the month.
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APPENDT

(cont.)

B

SUM-OF-THE-DIGITS METHOD MATURITY CONTROL SYSTEM

Unearned

Unearned Finance Unearned
Finance Charges Finance
Charges (Current Earnings Charges

Month Brt. Fwd. Month) Total Factor Revernue (EONM)
1 $ 1200 ¢ 8.00 & 20.00 1.0000 § 20.00 ..
2 18.50 5.50 24.00 6667 16.00 8.00
3 316.50 33.50 350.00 .5000 175.00 175.00
4 131.00 69 .00 200.00 4000 80.00 120.00
5 288.00 112.00 400 .00 .3333 133.33 266,67
6 362.00 638.00 1,000.00 .2857 285,70 714,30
7 36.00 54,00 90.00 .2500 22.50 67.50
8 121.00 79.00 200.00 2222 Ll L 155.56
9 215.00 85.00 300.00 .2000 60.00 240.00
10 814.00 176 .00 990,00 .1818 179.98 810.02
11 82.00 ©18.00 100.00 1667 16 .67 83.33
12 437.00 2,300.,00 2,737.00 1539 421,22  2,315.78
13 114.00 86.00 200.00 1429 28.58 171.42
14 85.00 95.00 180.00 .1333 23.99 156.01
15 68.00 432 .00 500.00 .1250 62.50 437 .50
16 204,00 706 .00 910.00 1177 107.11 802.89
17 79.00 511.00 590.00 L1111 65.55 524 45
18 84.00 1,246.00 1,330.00 .1053 140.05 1,189.95
19 53.00 147.00 200.00 .1000 20.00 180,00
20 12.00 88.00 100.00 0952 9.52 90.48
$3,532.00 $6,889.00 $10,421.00 $1,912.14 $8,508.86

(a) (B) (c) (D) (E) (F)

The foregoing is an exzmple of the determination of

one month's revenue under the sum-of-the-digits method using

& maturity contrel system.

The unearned finance charges on

all loans made during the month are grouped according to the

number of months the various lcans are to run.

are entered in Column B.

These amounts

Column A represents the unearned

Wiz - .
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fin=ance charges maturity control btalances from the prior
month-end, Column C is the sum of Coclumns A and B, Esach
amount in Column C i1s multiplied by the respective earnings
factor in Cclumn D. These factors are the decimal equi-
valents of the fraction 2/(n+1), where n equals the num-

ber of months to maturity.® The sum of Column E represerts
the monthly revenue reccgnized, The amounts in Column F

are deternined by subttracting Column E from Column C. The
amounts in Cclumn F, moved up one month, will become Column A

inm the next month.

*Mhese are the decimal equivalents of the first
month’s fraction resulting from the sum-cf-the-digits
technique discussed in Chapter III; i.e., 12/78 = .1539;
11/66 = 1667, 10/55 = .1818, etc. Applying these frac-
tlons to the declining balance cf a precomputed finance
charge produces the same mcnthly results as applying the
successively declirning sum-cf-the-digits fractions to the
original precomputed finance charge,

B e o
T v

e as e
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APPENDIX C
STRAIGHT LINE METHOD MATURITY CONTROL SYSTEM

Unearned Unearned Unearned
Finance Finance Finance
Charges Charges Earnings Charges
Month Brt. Fwd. Cur. Mo. Total Factor Reverue (ECM)
1 ¢ 18.00 § 8.00 $ 26.00 1.0000 § 26.00 ¢ o e
2 24,50 5.50 30.00 .5000 15.00 15.00
3 336.50 33.50 370.00 .3333 123.32 246 ,68
4 171.00 69.00 240,00 2500 60,00 180.00
5 300,00 112.00 412.00 ,2000 82.40 329 .60
6 412.00 633.00 1,050.00 .1667 175 .04 874 .96
7 46 .00 54,00 100.00 .1429 14.29 85.71
8 141.00 79.00 220.00 1250 27.50 192.50
9 235.00 85.00 320.00 L1111 35.55 284 .45
10 824,00 176.00 1,000.00 .1000 100,00 900.00
11 92.00 18.00 110.00 .0909 10.00 100.00
12 450.00 2,300.00 2,750.00 ,0833 229.08 2,520.92
13 129.00 86 .00 215.00 .0769 16.53 198 .47
14 105.00 95.00 200,00 L0714 14.28 185.72
15 78.00 432 .00 510.00 L0667 34.02 475,98
16 209.00 706,00 915.00 .0625 57.19 857.81
17 89.00 511.00 600.00 .0588 35.28 564.72
18 104.00 1,246.,00 1,350.00 .0556 75,06 1,274.94
19 83.00 147.00 230.00 ,0526 12.10 217.90
20 22,00 88 .00 110.00 .0500 5.50 104,50
$3,869.00 $6,839.00 $1.0,758.00 $1,148 .14 $9,609.86
(A) (B) (c) (D) (E) (F)

‘.""‘""-"“ L
el - I3

The foregoing is an example of the determination of
one nonth'*s revenue under the straight line method using a
maturity control system. The system is the same as the
maturity control system for the sum~of-the-digits method
except that the earnings factcrs are different. The unearned

finance charges on all loans made during the month are grouped



according to the number of mcnths the various loans are to

tun, These ancunts are entered in Column B., Column A re-

presents the maturity ccntrol balances from the pricr month-

ends, Column C is the sum of Columns A and B, Each amount

in Column C is multiplied by the respective earnings factor

in Column D. These factcrs are the decimal equivalents of

the fraction 1/n, where n equals the number of months to
naturity. The sum of Column E is the revenue recognized for

the month, Column F 1s the result of subtracting Column E

from Column C, The amounts in Column F, moved up one mcnth,

become the amounts in Column A the succeeding month.

pr=r=
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Explanation of Appendix D

The illustration on the preceding page is a spread
of the unearned finance charges for one month, based on the
assunmptions cf Table 21 in Chapter VI. These assumptions
are that 20 per cent of the precomputed charge 1s recog-
nized at the time the loan is made, 50 per cent is allo-
cated on a straight 1line basis, and 30 per cent is spread
by a sum-of-the-digits methcd., The unearned finance charges
on all loans made during the month are grouped according to
the number of months the various loans are to run, and these
amounts are entered in Column A, Since 20 per cent of the
charge is recognized at acquisition, the amounts in Column A
represent 80 per cent of the total precomputed charges. The
amounts in Column A are apportioned in the ratio of 533 to
Columns (B) and (F) respectively. Equal monthly portions
of Column B are shown in Column D, the result of dividing
Column B by Column C., The smounts in Column E are deter-
mined by accumulating the items in Column D frcm the bottom
up and represent the revenue allocated on a straight line
basis. The amounts iIn Column H represent the zamounts in
Column F divided by the related sum-of-the-digits in Column G.
The amounts in Column I are determined by accumulating the
items in Column H from the bottom up. The amounts in
Column J are determined by accumulating the items in Column I

from the bottom up, and represent the allocation of the

'm‘ .y
A
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portion of the charges on a sum-of-the-digits basis. The
spread of the unearned charges for the month 1s then showm
in Column K. This column represents the cross-addition of
Column E (the straight line spread) and Column J (the sum-
of-the-digits spread).
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