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ABSTRACT

Corporate financial reports are often criticized
for failing to provide users with information that they can

rely on as a consistent measure of corporate performance

and progress" The study was undertaken to answer the

question: To what extent is the information requisite to
evaluation of corporate economj-c performance disclosed in
corporate annual reports? Procedures \dere designed to first
survey the j-nformational needs of the primary group of
report users--shareholders and investors--and, second, to
determine the extent to which the requirements of the users

\¡/ere met by published annual reports.
Due to the size of the shareholder group, direct

assessment of their need.s was deemed to be impracticable.

Professional securities analysts, however, comprise a group

whose interests and needs are closely aligned with those of
the individual investor. The selection of Chartered

Financial Analysts as surrogates for the individual
investors rested largely on their competence as users of
annual reports, and their knowledge of the accounting

principres and practices involved in the preparation of
financial reports. rf the needs of the most sophisticated

of report users can be met it is likerv that other investors

l- l- l_



shal1 be provided with at least as much information as they

can effectively utilize"

To determine the items of information that CFA¡s

consider useful to their analyses, a questionnaire was

prepared which encompassed the major items of informatj-on

presently disclosed. in annual reports as well as items that

have been seriously suggested in the current literature for

disclosure.

Analysis of returned questionnaires indicated that the

CFAr s desired virtually all of the items presented for their

consideration" The only items not considered useful

concerned,: extension of the auditor's opinion to include

such items as the financial highlights, presentation of

budgetary data, and the definition of ¡'Fund.s" as other than

working capital"

To determine the extent to which the desires of the

analysts were being met by current practice, a rand.om

sample of fifty corporations was drawn from the Financial

Post "Top 100 Club" " The 1971 annual reports of the firms

selected were then analyzed to determine the percentage of

the firms disclosing each of the items of information deemed

useful by the CFA's" Only rarely was the proportion of

firms disclosing an item of information greater than the

proportion of the CFA's who considered the item useful"

Comparison with an independent str:dy of I00 U.S"

corporations suggested that Canadian disclosure was less

rV



deficient than was the American disclosure. Of twenty-

seven instances in which the difference was of statistical

signif icance, Canadian disclosure \,vas the more complete in

eighteen of Lhe twenty-seven instances.

Disclosure of income statement information was

materially less extensive than was d.isclosure of balance

sheet ite.ms. This was particularly true of the sales and

cost of goods sold sections where a total of seventeen

items \^Iere ranked by the CFA's aS desirable, and only three

of the seventeen were d.isclosed by more than 20 per cent

of the firms, while six of the items \.^Iere not disclosed

by any firm surveyed, Of all íte.ms of information deemed

useful by the CFAÍs one in three r,ças disclosed by less t.han

50 per cent of the firms surveyed. This evidence supports

the conclusion that the informational needs of shareholders

and. investors as indicated by thej-r representatives--

Chartered Financial Analysts--are not being met by current

annual reports,
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CHAPTER 1

INTRODUCTTON

corporate annual reports have been criticized both

for the quantity and for the quality of the financial

information they contain" Specific criticisms concern

the technical terminology employed, their highly condensed

format, and the often inadequate explanation given of

potentially significant transactions and events. Most

generally--and most seriously--it is charged that annual

reports fail to communicate, that they do not perform their

stated function of conveying information regarding the

firm to the reader of the rePort"

Purpose of Financial Statements

To be effective, financial reporting must be

informative. Corporate annual reports should provide

relevant and useful information that will facilitate

decision making"

" The function of external rePorts
is purely and simply to reflect the economic
accomplishments of the reporting firms " "

Measurements of income and wealth position for
any period less than the life of the firm are
certain to be arbitrary, but the penalty for
imprecise measurement is poor resource
allocation in the economy. Ifr ês many believe,
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financial statements do provide a large part of
the most significant information for the
decision makers who decide to put assets into
one sector of the economy or another, there
exists an imperative need for realistic
accounting rePorts. -

The committee of the American Accounting Assocj-ation which

produced the report, zi Statement of Basíc Accounting Theong '
defined accounting as "o " "the process of identifyitg,

measuring and communicati-ng economic information to permit

informed judgements and decisions by the users of the

information" " 
2 If an economic society is to function

effectively, it is important that financial information be

presented in a timely and meaningful fashion--that it be

a reliable and adequate measure of performarrc". t

Prior to the nineteenth century there was little

need for financíal reporting as it is known today" Records

\^/ere kept f or and submitted to the individual entrepreneur "

Few if any outsiders had need of, or interest in, financial

informatíon regarding the enterprise- 4

Introduction of the corporate form of business

1T" Ro=s Archibal-d, "A Shareholder's Perspective On External-
Accounting Reportsr" CArndian Chøz'tered AccOuntAnt, (February, I91L),

'ì rìa

2A Statement of Basic Aceounting Theoz.y, (Evanston fl-l-inois;
American Accounting Association, 1966) ' p. 1.

.Joh¡ c. Burton (ed.), Corporate FinaneiaL Repoz'ting; ConfLicts
and ChaLLengesr (New York: American Institute of Certified Public
Accountants, fnc. ' I969), P" 1-

4llarvey B. Kapnick, "Wil-l- Financial- Forecasts Reatly HeIp
Investors?", Financial Eæecutiue, (August, 1972) ' p. 50'



organization v/as instrumental- in development of the demand

for financial information" The indiviCual providers of

capital, remote as they were from the assets and' operations

in which they held an interest, demanded an accounting of

the enterprise to which they had advanced capital" For the

first time, someone other than the owner-manager had

concern for financial information regarding the well-being

of the enterprise. s

Criticisms of Present Practice

Writing in 1966, Howard Ross, C"A', Chancellor of

McGill University, former President of the Canadian Institute

of Chartered Accountants (CICA), and a partner in one of the

nation's largest public accounting firms, had this to say

regarding d.isclosure in corporate annual reports:

On the grounds of reliability, those who
usestatementshavelittletocomplainabout.
Forthelasthundredyearsatleast,thewhole
attention of the accounting profession and of
government regulatory bodies has been concentrated
ón the prevention of fraudulent or misleading
stateme-nts. This important battle has been in
a fair measure won-

However, in the process' the second and
more important of the two basic requirements
of thosè who use statements--that they should
be informative--has been largely neglected'"

NoristheproblempeculiartoCanada"Speaking

at the Third Annual conference on Empirical Research

( _. . .- J þLd"

6Howard Ross, TVte ELusiue
Ronal-d Press company, 1966) r PP.

Art. of Accounl;irry, (New York:



in Accounting, 1968, Marvin L. Stone, President, American

Institute of Certified Pub1ic Accountants (AICPA) said

that:

Our present efforts to communicate
financial data to users are grossly ineffective.

n I am not sure whether we [accountants]
are at faul-L or the public is at fault" But I
have a strong feeling that our statements are
as unintell-igible to the public as would be the
case if they \,üere written in a foreign language "A new look is i-n order. " Somehow we must
find a better way to communicate the meaning
of accounting data to nonaccountants. T

The 1960's saw increasing evidence of dissatisfaction
with financial reporting practice. Lawsuits raised

questions concerning the adequacy of corporate disclosure

and the reliability of the information presented. Numerous

artíc1es appeared in both the popular and the financial
press suggesting that corporaËe management was able to
substantially affect the nature of reports on their own

results by application of measurement criteria which fail
to reflect the economic realities of their situation. s

The problem, however, is not a recent development"

Vùitness this address to the September L7, 1930, annual

meeting of the Amerj-can Institute of Accountants (Iater the

ATCPA) :

a'Marvin L. Stone, "Problems in Search of Solutions Through
Research," E\npiricaL Research in Accountírry: Selected Studies, 1968,
(Chicago: Institute of Professional Accounting, 1969), pp. 63-64.

BBurto¡r, oP. cðt., p. 2.



Tf, from time to time, letters or personal
visits are received from investors indicating that
they feel themselves lost, it is not in the
corporeal sense, but in their end.eavour t.o get a
clear understanding, from pubtished financial
statements, of the progress of the corporations
whose securities they own that they find them-
selves in this condition.

The tjme appears to have arrived for some
change of emphasis " " to give to stockholders,
in understandable form, such information in regard
to the business as will avoid misleading them in
any respect and as will put them in possession of
the information needed, and which can be supplied
in financial statements, to determine the tiùe
value of their investments. s

while the emphasis of concern has shifted. fro¡n one

area to another over the years, the basic question remains:

Are financial statements providing users with information
requisite to their purpose?

Statement of the Problem

Present-day corporate annual reports have been

accused of failing to provide the user with sufficient
information for evaluation of corporate economic performance.

Progress in the preparation and presentation of
financial reports has been hindered by the break which occuïs

between their preparation and their use " Accountants tend to
lose interest in a statement once it has been prepared,"

while the users of the statements are generalry Ín no position
to insist on statements that would better serve their

9 J.M.B. Hoxsey, "Accounting for fnvestors ,,, The Jourttal of
AccounLaney, (october, 1930), pp. 25I-42.
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requirements because they do not know what improvements are

technically feasible. I 0 concentration on bookkeeping detail
has obscured the true purpose of financial reporting. t t

The study of financial statements has focussed upon

accounting proced.ures rather than on objectives.l2 Accounting

procedures have commonly been the result of ag-reement between

accountants, though in recent years they have been

increasingly influenced by laws and regulations. l 3

The majority of what has been accomplished to date

has been based on assumptions made by accountants, govern-

ment, and manag'ement as to how financial data is utilized
by financial statement users" The validity of these

assumptions is unfortunately a matter of conjecture; little
research has been undertaken in attempt to determine how

decisions are actually made. Knowledge of external users

and their decision models and parameters is necessary in
order that accounting theory may continue to develop and

accounting practice improve. I a

loRo"= , op. cit. , p. 9t.
I I -, . ,- - J b1,d..

r2Kapnick, op. cit. , p. 51.
Il3c.otg. o. May, Itinancial Accounting: A

Eæperience, (New York: The MacMillan Company,

r\A Statement of Basic Accountzng Theoz"y,

ULSTL L LA-DLON

1943), p. 3.

p. 19.



Purpose of the Study

The very remoteness of the majority of users of

financial statements from the resources and operations with
which they are concerned requires the use of some communi-

cation device to keep them informed of the progress of the

firm" The most commonly employed device is the corporate

annual report" To be effective, reports must be informative

--informative in terms of providing valid and rel-iable
information to report users.

While there have been numerous studies conducted i-n

t.he area of managementrs uses for accounting data, there is
a dearth of published empirical research dealing with the

usage of external financial- reports. Hence this study

was undertaken to determine, for a select group of users,

(1) what their informational needs are, and (2) how well
these needs are being met by current annual reports"

Chambers suggested that
it is shocking to find it asserted that

experts in the compilation of financj-al
information do not know what kind of
information ís used by, or is useful to those
having interests in the financial'charac-
teristics of the firm. t s

only by directÌy determining the informational needs of the

users can those needs be perceived with an acceptabre level
of accuracy" Corporate reporting objectives may thus be

r 5R.J. chambers, "uniformity in
Certified Pul:Lic Accoun'bantt, (ocrober,

Accounting," The Neu Iotk
I967), p. 750.
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determj-ned in direct response to the expressed needs of
report users" This study undertook to: (1) survey the

expressed informational needs of a select group of users

of corporate annual reports and (2) determj-ne the extent
to whj-ch these users' desires were met by published annual-

financial statements. A questionnaire was prepared and

distributed to all chartered Financj-ar Analysts resident
in Canada" The questionnaire sought their opinionsr âs

professional users, of the utility of various items of
financial statement disclosure" A survey of canadian

corporate annual reports was then undertaken, that it might

be determined to what extent the analysts¡ desires for
disclosure \^rere being met by current practice.

Use of this marketing concept approach, wherein the

needs of the user are considered to be primal, permits a

perspective unencumbered by the specifics of present practice.

Scope and Limitations of the Study

Basic to this study is the assumption that corporate

annual reports are prepared primarily for present and

prospective stockholders. tG (This assumption, along with
consj-deration of other report users, is d.iscussed in

roDonaLd E. stone, "The objective of Financial Reporting in the
Annual- Report," The Accountirry Reuieu, (April, Lg67), p. 334¡ see also
T. Ross Archibald, "A Sharehol-der's Perspective On External Accounting
Reports, " Canadian CTnrtered Accountant, (February, l97I) , p. 105.



chapter rr" ) Primarily due to their professionar abirities
and training, but arso for reasons of identifiability and

economics, it was decided to utilize chartered Financial
Analysts (cFA'¡s) as surrogates for individual stockholders"

Prior to achieving the cFA designation an analyst must

demonstrate competence in investment management and financial
analysisr âs well as possess a knowledge of financial
statements and accounting" The cFA occupies an unique

position, having knowledge of t.he problems of the provider

as wel.l as the user of financial information.
It was further assumed that present reporting and

disclosure practices are regiarded by the accounting

profession, management, and government as being at least
minimally satisfactory; each of these groups is in a position
to affect any changes they might deem to be necessary. All
three groups, however, are separated from the fourth group,

designated by this study as the users of annuar reports,
the shareholders"

These assumptions necessarily preclude consideration
of the needs of other users, and any detailed consideration
of the extent to which the information desired by stock-
holders might satJ-sfy the needs of the other groups at
interest, e.g. I bankersr generar creditors, trade unions

and government" To the extent that these other groups have

val-id views regarding financial statement disclosure which

shoul,d be incorporated in any proposal for revision of
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current practice, this study is thereby deficient" Expansion

of the study into these areas would provide a basis for

future research"

The study was directed primarily to the question of

the relevancy of available data to existing conditions. It

may be questioned whether or not present analytical processes

used in making investment decisions are correct in the sense

t.hat they optimize the f inancial return t or otherwise

achieve the goals of the investor" Certainly these practices

are, at least to a degree, imperfect. The effectiveness of

analytical methods is, however, ât least on occasion,

restricted by the nature and the quality of the information

which is made available"



CHAPTER 2

REVIEW OF RELATED LITERATURE

Traditionalry, research concerning financial
statement disclosure has focussed on three major questions:

1" For what purpose are financial statements
prepared?

2" l{ho is, or should be, responsible for the
reports and what they contain?

3" For whom are the statements prepared? Who

are the primary users?

The objective of corporate reporting shourd be a
function of the informationar needs of the community in
which the reporting takes place" Historically, accounting
served to keep the individual- entrepreneur informed regarding
t.he position and progress of his enterprise; accounting
provided the information which was required to make and

i-mplement necessary operating decisions. Financial_ reporting,
as it is known today, developed primarily in response to the
demands generated by the issuance of corporate securities,
and legislation regarding the taxation of income.

11



T2

Probably the greatest síngle catalyst for corporate

disclosure \¡/as the stock market crash of rg29 which exposed

the deficiencies of the then existing corporate reporting" t

Nor did problems of discl-osure end with the market crash"

The annual reports submitted by one company to the lvlichigan

securities commission for the years 1930-32 showed sub-

stantial losses but these losses were not reported to
stockholders for three years" The company's defense was

that revealing the losses would have collapsed the firm.2
Cattanach submitted that the predictions of price

patterns were followed so closely by investors that resultant
price changes were frequently a manifestation of investor
o'psychology", rather than a function of an independently

determined phenomenon in the market.3 Cattanach's

statement is consistent with the findings of singhvi and

Desai who, j-n an empirical study of 55 major u.s. corporations,
concluded that

"the superior quality of disclosure is related
on an averag,e with the lower price fl_uctuations.

" Dispersion between the market price and the
intrj-nsic value of a security in part is the result
of the quality of information--the more superior
the quality of information, the lower will be the

rRichard Lewis Cattanach, "An Inquiry Into the Informational
Needs of Stockhol-ders and Potential Tnvestors," (unpublished Doctoral
dissertation, Arizona State University, I972), p. 19.

2Surendra S. Singhvi, "Corporate Managementrs Incl-ination to
Disclose Financial- Information," Financial Analp1s'bs JournaL, (July-
August, 1972), p. 66.

3c-ttu.,^.h, op. cit", pp" I9-2o.
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price dispersion" q

While the L929 market crash and the investigations
which followed were primarily American phenomena, their
ímpact on Canadian business, albeit indirect, \,4/as

considerable. Legisl-ation began to be enacted, and pressure

directed to accountants and. managements in both countries,
to recognize that investors not only had a legitimate
interest in, but a right to information regarding firms in
which they have j-nvested or might be considering investing
in. s In Canada this was accompanied by pronouncemenÈs on

the part of the accounting profession as to forms of

disclosure and content, while in the United States the

Securities and Exchange Commission ( S"E"C.) had largely
assumed responsibility for such matters.

There is general concensus that the primary purpose

of corporate annual- reports is to report to investors, both

current and potential" 7 An effective annual report should

explain what happened financially during the year, and why.

+surendra S. Singhvi and Harsha B. Desai, "An Fnpirical Anal_ysis
of the Quality of Corporate Financial Disclosure," The Accountírq
Reuíeu, (January, I97I). pp. 136-137.

ssinghvi , op. cil;. , p- 67.

6fbid. , p. 69.

TLeonard Spacek, "The Merger Accounting Dilemma--proposed
Solutions," Financial Eæecutiue, (February, L9'lO), p. 39.
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Every effort should be made to give readers the facts which

they require for an accurate evaluation of the firm.8

Mauriello defined investment analysis as ". " "the study

of financia1 statements for a period or several periods in

conjunction with economic and other factors for the purpose

of reaching concl-usions and making decisions consistent

with the special interests and objectives of the person

making the analysis" " e The common requirement of all report

users is that the information on the past period should be

as accurate and as complete as possible in order to reduce

the margin of error indecisions regard.ing the future. In

the words of Georse Staubus:

When we recognize the investor group as
a major consumer of the accountantrs product.
and, at the same time, realize that this
product is information, we quickly find our-
selves facing the question, "What information
does the investor need?" This query cannot
be answered without considering the uses to
be made of the information" Then, by taking
into account the measurement aspect of
accounting, we quickly arrive at the
conclusion that a major objective of accounting
is to provide quantitative economic information
that will be useful in making investment
decisions" I o

Investors want a consistent measure of corporate

srrving Trust Company, Effectiue Annual Reports fz,om the Analgstîs
Vieapoint, A Reference Guide, (New York: Corporate Service Divisiono
Irving Trust Company, 1966) ' p. 2"

sJoseph A. Maurie\Lo, Accounting for. the FirnnciaL Analyst,
(Charlottesvil-l-e, Virginia: The Institute of Chartered Financial
Analysts, L967 ), p. 1.

roceorge J. staubus, A Theoz'y of Accountirq to fnuestors,
(Lerwrence, Kansas: Schol-ers Book Co. , 1971) ' p. viii"
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performance, one which is not subject to manipulation"

They want to know how good the company is, how solid the

earnings are, and how real the growth is. To make

efficient allocations of capital the investor requires

accounting information which is consistent with economic

reality "

ResponsibiJity for Corporate Reporting

Given that the purpose of annual reports is to

communicate ínformation--information relevant and adesuate

to facilitate orderly and intelligent operation of the

economic system: What group is to be charged with provision

of this information?

Traditionally the flow or process of information has

been as illustrated in Figure L, from managelnent--through

the auditor--to the user. Management provides the

information, the auditor attests to its correctness, and

the user--here the investor or the financial analyst acting

on behalf of the investor--uses it" While these parties

have in theory a com.mon interest in accurate financial

statements, in practice their separate interests often tend

to diverge"

The Role of Management

The managers are reporting to shareholders who have

turned over their assets to the manaqers who have the
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obligation of operating these assets in the best "interest
of the shareholders.

From the time that managernent and ownership
of a business were largely identical, management
has traditionally had the J-egal and ethical
responsibility for reporting on the financial

:":t:t:" " 
":u.':":t:= . ": ?ni'i'1"1" "

to make full disclosure of all material
facts, to make statements fair and not mis-
leading, and in general to telI the whole truth"
No one else can assume such responsibility in
place of management. I r

thus, a significant function of the external accounting

reports is to provide appropriate j-nformation to investors

(asset olrners) so that they may review and control the

actions of the asset operators (management). I 2

The Role of the Public Accountant

The professional accountant., in his capacity as

auditor, is at the centre of the conflict" Thought by

many users to be the final arbiter of accounting questions,

he is in fact responsive to the wishes and dictates of

management, so long as they contravene no statutory

lrFinancial Analysts Federation, )bjeetiues of FinaneiaL
Aecounting and Reporting from the Vieuspoint of the Fiytaneial AnaLyst,
Statement to the Accounting Objective Study croup of the AICPA, New
York, March, L912, prepared by the Financial Accounting Po1icy
Committee" Reprinted in Canadían Ctmrtered Accountant, (August, Ig72),
p" 42"

r2T. Ross Archibal-d, "A Sharehol-derrs Perspective On External
Accounting Reports," Canadian CVnrtered Accountant, (February, L}TI),
p. I05.



requirements and are Ì^/ithin

principles" r 3 Herman Bevis

the accountant:

r3Herman W" Bevis, Cotponate
Economyo (New York: The MacMillan

t4fb¿d., pp. tB5-197.

1B

range of "generally accepted"

this to say of the role of

Financùal Reporting in a Competùtiue
Company, 1965), pp. 184-188.

the

had

The inherent authoritv of a CpA over acorporation's financiar statements is, technicarfy,ni1" All that he owns in the annual report to
:':":n:'1":=.': :': :":*:'. ":n:":":" 

:

AI1 else belongs to management. The latter may--in financial statements, footnotes, supprementary
tables, and. commentary--calI "black" what thecertifying CpA thinks is "white", and all thatthe certífying cpA can do about this is to state
what he thinks in his opj-nion.14

Public expression of disagreement between auditor and client
is, however, atypical; most arways such differences are

resolved prior to publication of the annual reports. The

recommendations of the professional accountant (cA or cpA)

customarily carry considerable weight with the client.
In addressing the Berkeley Symposium on the

Foundations of Financi-al- Accounting (L967), Dr. corliss
D" Anderson had this to say of the relationshipr âs he

perceived it, between the corporation and its auditor:
I have the definite impressi-on that the

auditing firm is hired by and is reporting to
management rather than to the shareholders and
creditors. Many corporations, of course, ask
their shareholders to vote on a suggested choice
of auditing firm, but this usua1ly boils down
to a mere formality.

" The day may well come when the outside
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directors [e.g., bankers and soricitors] choosethe auditing firm, and ca1l for a wider disseminationof the meaningful figures than novù occurs. rt issignificant, I think, that no shareholder,
(perhaps no director) today can interrogate a
company's auditing firm" " ls

rn the six years since Anderson spoke (1967-73) ,

major changes have been mad.e to canadian practice in this
area" The Legisrature of the province of ontario
instituted the most comprehensive range of modifications
seen thus far. The Business corporations Act, chapter 25,
statutes of ontario l-970 provides that the auditor has a

z'íght 't.o make representation to individual shareholders
(Section 169-2) ¡ that the auditor is entitled to attend the
annual meeting (l-7l--l-2); and that a shareholder may require
the auditors attendance (171-13) and that the auditor must

respond to the sharehol-der's inquiries at such meeting.
The legislation also requires the appointment of audit
committees (section 182). comprised in their majority of
"outside"--non-management--directors of the corporation,
the audit committee is charged wíth the duty of giving to
the auditor such direction as may be required, and to
receive and revi-ew the auditor's report. while these

developments are not as far-reaching as is swedish legis-
lationo which provides for shareholders holding a minimum of

lSCorLiss D. Ànderson, "The Financial Analysts Needs,,,
Accounting Theory rr: rssues and contnouez,sz,es, eds. Thomas
stephen A. zeff (New york: McGraw-Hitl Book company, t969),

FinancíaL
E. KelJ-er,
p. 188"
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10 per cent of the outstanding common stock being entitled
to have their own' independent, auditor appointed, r o they
are indicative of the increasing attention being paid to
corporate reporting"

The auditor has standards for discl-osure which he

insists must be met if he is to attach his "present fairry,,
stamp of approval to the statements. Holvever, present
discl-osure standards farl short of the disclosure on which
investment decisions are made. r 7 The auditor is in a

position to require an improvement to financiar disclosure
only to the extent that regulatory requirements or the
pronouncements of his professional group are not being
heeded. Beyond that point disclosure is the prerogative
of management and the auditor is relegated to the role of
advisor or counseror. Apart from friendly persuasion, his
only recourse in evenL of disagreement is the withholding
of an unqualified opinion" such qualification is possible
only where the firm has failed to comply with generally
accepted accounting principles and. is not avairabl-e to the
auditor when the firm uses a method of discrosure which is
acceptable to, but not preferred by, the auditor" Management

has broad latitude in its accounting policies so rong as they

rGEdrin c- Bomeri, "Management RevÍews by scandanavianAccountants,,, Jouz.nal of Accountancg, (JuJ-y, 1964) , p. 35.
rTRobert K- Mautz and l{ussein A. sharaf, The philosophy ofAuditing, (rowa cit.y: American Accounting Association, 196r), p. r_9r.
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fa]l within the framework of "generally accepted accounting

principles".

Users of Annua1 Reportg

The AICPA in chartering the Accounting Objectives

Study Group, under the Chairmanship of Robert lv1" Trueblood

(1971), suggested that the primary questions deserving of
aLtention when considering the users of annual reports
v/ere: üüho needs financial- statements? what information do

they need? and Vühat framework is required to provide the

required information?r I

The three basic groups of users of external accounLing

reports are:

1" Investors

2" Creditors

3" Government

Of the three, the group most singularly dependent upon the

corporation's annual report for information is that of the

investors" Governments and, to a large extent creditors,
have the authority, or at least the influence, to require
the provision of whatever informatj-on they deem necessary

for their purpose, and in whatever format they may specify"

Often this takes the form of supplementary detail

ttArCPA, Chay,tez, of the Accounting 7bjectiues Study Gtoup, cited
ín Corporal;e ltinanciaL Report;ing: The fssues, the )bjectiues and Some
Nea Pz'oposaLs, eds. Alfred Rappaport, Lawrence Revsine (New york:
Commerce Clearing House, Inc., L972) r pp. 157-l_58.



22

elaborating upon specific items abstracted from the annual

reports as prepared for general distribution" Thus, if
the informational needs of investors can be met, the

requirements of the other groups will be satisfied also"

Investors and Stockholders

The investor is most often regarded as the primary

user of corporate financi-a1 reports as it is he who bears

the risk of l-oss of his investment" The investor also is
the only user who develops a valuation for the enterprise,
a complex, multi-faceted task" While the equity investor
is in many ways similar to the lender; the equity holdero

occupying a residual position, desires more detailed
information than does the lender. It is ironic that the

lender, operating from a posiLion of security or col1ateraI,
is commonly in a position to request, and receive, more

detailed information than is the equity investor who has

only his residual rights for protection. The equity investor
allots his capital according to some measure of the relative
risk and reward of alternative investment opportunities.
How these concepts--reward or return on capital--are
measured is a function of the accounting reports.

A recent survey found that stockholdersr âs compared

to analysts, reported spending a minimum of time reading the

annual reports of firms in which they have a financial
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interest" I s

-Readinq 
Time

Did not read at all

0 - 5 minutes

6 - 15 minutes

16 30 minutes

31 60 minutes

60+ minutes

I 9Fred c.
Business Reuieu,

2 o rb¿d"

Stockholders

153

25

26

34

å!al-y-E!g

8?

32

60

r0 03 10 0?

The report concluded.:

When you consider that the average
annual report contains numerous financial
tables, from 41000 to 8'000 words, and. a
dozen photographs, obviously the report has
failed to communicate" 2o

The common denominator of user's needs for financial

information is the measurement of earning power" Just as

the investors' evaluation of a firm is, in large part, a

function of its earning power; the lender must also look

to earning power for repayment. Government, and not

incidentally management, is also concerned with earning

power. All elements of a financial- reporL contribute to

the process of assessment by a user or group of users; the

relative importance of any given element will vary from

user Lo usern and as well with the passage of

Foy, "Annual Reports Dontt Have To Be Dull-," HIt'üdrd
(January-February, 1973), p. 49-50.
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time" 2l

The traditional concept of the flow of corporate

reporting information as was ill-ustrated in Figure I is

seen to be oversimplified and incomplete" The model

presented in Figure 2 is more representative of present-

day practice in North America. The influence of the s"E"c"

is, of course, not directly operative in Canada" Of the

additional parties shown in Figure 2, one of the most

influential in the development of financial reporting has

been that of the financial analysts"

Financial Analysts

Professional analysts have long regarded the annual

report as a major source of information" Witness the

concludingi remarks of Charles T" Horngren to a l-957

stud.y which was based on a survey of 51 analysts:

There is widespread agireement among
security analysts that the company annual
report serves as the springboard for their
review. Although the annual report is not
always the most important source of
information, in terms of universal usage
it belongs in first place.22

A 1962 survey of 671 U"S" analysts disclosed that B7Z

considered the annual report to be a prime source of

2lFinancial Analysts Federation, p. 43.

22charl-es T. Horngren, "Disclosure: 1957, "The Accountíng
Relieu, (october, 1957), p. 599.
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information in appraising companies. 23

Anal-ysts have been a positive force in attempts
to improve disclosure in annuar reports, and argue that
their experience and knowledge deserves recognition in any

consideration of changes in corporate reporting.r4 The

substantial attention d.evoted by high-revel corporate
financial public rerations men to rer-ationships with
professional analysts would appear sufficient evidence of
the importance which management attaches to keeping
analysts informed about the firm,s acti_vities"

The essence of security analysis is comparison of
a securityfs current price to the discounted value of its
projected future earnings. Financi-al disclosure assists
the i-nvestor in making an informed judgement as to what
those earnj-ngs will be. Differences in interests and

abilities between the professional anaryst and the non-
professionar create substanti-al problems for the suppliers
of information. Data must serve two groups, the
sophisticated and the unsophisticated.

rndividual stockholders and their professional
advi-sers have definite responsibilities as users of
financial reports. professional and non-professional arike

3nugh L" Rusch, The Impontance of
Relations, (princeton: OpinJ-on Research

24charles T. Horngrenr,,Increasing
statements," TVte Jouz.nal of Accoun.tancy,

Good Financial publie
Corporation, 1962), p. 23.

the UtiÌity of Financial,
(Juì.y, 1959), p. 39.
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must use due care and diligence in interpreting the

information which they receive. An investment decision

made on the basis of a single parameter, such as the

earnings per share figure (EPS), is not consistent with
the exercise of due care and diligence and no one should be

accountable to such an investor in regard of any damages

incurred as a result. 2 s "wise investment decisions cannot

be made, except by chance, by persons uninformed in
accounting and business terminology and procedures.

investors should be willing to read carefully and be

reasonably inforrned cn financial matter=rr. 26

It has been estimated that upwards of one hundred

million North Americans participate in the investment

market" Fifteen to twenty per cent participate directly
by ownership of shares in public corporations, while the

majority are indirect participants through investment

trusts, pension and insurance plans.27 It is often
suggested that while individual investors may be the primary

users of financial statements, professional assistance is
necessary to obtain intelligent interpretation of the

2SHenry B. Reiting and John c. Burton, "FinanciaÌ statement.s:
signposts as welr as Milestonesr" Harua.z,d Business Reuieuo (November-
December, 1972), p" 46"

26Bevis, op. cit. , p. 182.

27El-don S. Ilendriksen, Accou.nting Theory, (Homewood, Il]inois,
Richard D. Irwin, Inc. ¡ 1970), p. 561.
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reports. 28

Hence, investors look to investment counsellors and

securities deal-ers rather than to the corporations them-

selvesr or their financial reports, for information.
Investors rely on analysts to collect and summarize

information as the analysts are recognized as possessing

the requisite expertise" To an 5-ncreasing extent, the

financial analysts' profession constitutes a medium

through which investment information is transmitted to
users" This is not to suggest that analysts are the
primary group for whom financial reports are prepared, but

rat.her to emphasize the extent to which an individual
investor desiring to make an informed decisj-on requires, ât
a minimum, the same information as the professional analyst.
rf the needs of the most sophisticated of users can be met"

other users shall- Iikely be availed of at least as much

j-nformation as they can effectively utilize.2e

Summary

Corporate financial reports should be prepared in
such a manner as to present fully, fairty, and clearly

2spatrick Kemp, "Controversies on the Construction of Financial
Statements," The Aecounting Reuiea, (January, 1963), p. 126.

2gBevis, op. cit. , p. 69¡ see also Robert K. Mautz, ,,Financial
Reporting by conglomerate companies," Financial Eæecutiue, (February,
l-968), p. 55; and, Robert K. Mautz and Hussein A. Sharaf, The
Philosophy of Auditirtg, (rowa city: American Accounting Association,
l-96I), p. I85.
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the transactions of consequence, as well as the financial
position of the firm. The format of their presentation

should enable an intelligent user to make his own

independent evaluation of the firm, its management, and its
potential for the future.

No system exists presently whereby users of financial
information may make their needs known in order that
financial statement disclosure may be improved. particularly

in Canadan having no national organization such as the

Securities and Exchange Commission, it has been 1eft
largely to management, with the assistance of the accounting

profession, to determine what shatl be disclosed in annual

reports "

The Chartered Accountant, in his role as auditor of
the financial statements, is charged with the duty of
commentingi on the propriety of the statements which

management is passing on to the shareholders" The

Chartered Accountant, however, is not ernpowered to state
whether a different presentation woul-d have yielded "better,',
more meaningful, and realistic sLatements. The duty of the

auditor is limited to an opinion as to the consistency

and general acceptabitity of the package of accounting

principres put together by management, and. whether it yields
"fair" statements" At the level of the individual auditing
firm, little can be done so rong as the procedure proposed

by management is within the range of generally accepted
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accounting principles "

Thus, the only existing possibilities for improved

disclosure, other than voluntary change on the part of

management, are the pronouncements of government, the CICA,

and the individual securities commissions and exchanges,

which have the effect of quasi-law. Since such changes

generally occur only after numerous failings and short-

comings of present disclosure practice have been documented,

it is contended that they have demonstrated an inadequate

solution to the problem"



CHAPTER 3

RESEARCH DESIGN AND PROCEDURE

ïn order that the hypothesis of the study might be
investigated in a quantitati-ve manner, a procedure was

developed to (r) determine the informationar needs of the
users of annual reports" and. (2) survey the extent to which
these needs were being met by current annuar- reports"

Determination of user needs required. the serection of
a group of spokesmen for the numerous individual investors
and stockholders as wel-I as the development of an instrument
to specify and. assess their needs. Measurement of the extent
to which user needs are satisfied by current annuar_ reports
required: tabulation of the instrument results, identifi-
cation of those items of information which the respondents
considered to be useful, and comparison of these fi_ndi_nqs
with a sample of corporate annual reports.

Research Design

chartered Financial Analysts vrere chosen, as surrogates
for the numerous individual investors, to receive a

questionnaire concerning disclosure of sel_ected items of
information" The resur-ts of this survey were then

31
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compared with the annual reports of fifty of Canad.ars

largest industrial corporations to determine the extent to
which the user¡s desires for the specific items of
information were being met in present practice.

Selection of CFA's

A highly skilled and qualified giroup was sought

because it was fert that theÍr opinions on accounting
statements would provide a more valid appraisal of the
utility of financiar reports than would those of a

representative group of investors in general. A sampling

of indivj-dual- investors would. include many persons whose

opinions would have little significance to the study
because they lacked the necessary technicar expertise and

experience" Most individual investors, Iike institutional
investors, utilize the results of professional security
anarysis in making investment decisions. They obtain the
information from personal investment counsell-ors, securities
dealers, and. financial publications.l The choice of cFA,s,
rather than individual investors, rested largely on their
competence as users of financial reports, and their
knowledge of the accounting practices and procedures

involved j-n the preparation of annual reports.
Financial analysts in North America may work toward a

lMorton Backer , Financ.ial
and Cy,edit Decisions, (New york:
1970), p, 7,

Repont'inq fon Secttnity fnucsLment
National_ Association of Accountanca,
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professional qualification offered by their federati-on,

based on a formal training program including a series of
three examinations, the CFA designation--Chartered

Financial Analyst. To obtain this designation a person

must have demonstrated competence in the fields of accounting

and financial statement analysis, as well as possess a

working knowledge of the practical applications of
securities anarysis and investment management. Relatively
few individual investors are sufficiently knowledgeabre in
such matters to offer significant information to a studv

such as this.

Questionnaire Format

ïn order that the study might permit cross-cultura1
comparisons with reporting practice in the united stateso

iL was decided to use an instrument similar to that. of
cattanachrs Lg72 American study2 which had surveyed 500

cFArs and a sample of 100 annual reports from the Fortune

"500" survey of the largest industriar firms in the unj-ted

States "

Respondents were asked to consider 65 questions

dealing both with information presentry contained in
corporate annual reports and that which has been seriously
suggested for incrusion. Emphasis was placed not on what

'Richard Lewis
Needs of Stockholders
dissertation, Arizona

Cattanach, "An fnquiry fnto the Tnformationaf
and Potential Investors" (unpublished Doctoral-
State University, I972),
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information i.s contained in reports currently, but what

shouLd be disclosed"

The first section (A) dealt primarily with items
which either are not currently presented in annuar reports
or are not attested to by the audítor. The respondent

was asked to indicate, with respect to the individual-
items contained in the section, whether he agreed with the
statement as presented, disagreed, or was indifferent.

Sections B and C, dealing with the income statement
and the balance sheet, were arranged, question by question,
in the order in which they are customarily presented in
published reports" This formatn while having the advantage

of presenting a familiar sequence or progression of items
to the respondent' was not intended to suggest anything
sacrosanct about present practice; current format was used

only because the concern of the study is with uhat shoul_d

be disclosed, and not hou to disclose it.3 The fourth and

final section (D) concerned. the funds staternent, its
composition and utilitv.

â"some interesting studies have been undertaken regard.ing thereadabil-ity of annual- reports. one survey of 49 corporations
reported that all of the 49 required an education grade l-evel of XII1
and that the majority, 73.52 were, according to a standard crassifi-
cation system, ranked as "very difficul-t" and were cfassed as
scientific writing, suitable only for co]lege graduates; see, James
Bnanuel smith, "A crit.ical- Analysis of the Application of communication
Theory to Accounting Communicat.ions via Published Financial- Statements"(unpublished Ph.D. dissertation, The university of Arizona, rg72)"Also, in, "ReadabiJ-ity: A l'leasure of the performance of the
Communication Function of Financj-al- Reporting ," The Accoun'bing Reuieai(Ju1y, 1971), pp. 552-56I.
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Questionnaire Meaeurement Scale

The four sections of the questionnaire were structured
so that the responses could be analyzed and inferences made

using the theory of binomial distributions. while the
binomi-al scare ad.mits to criticism in that it does not
permit quantitative analysis of differences in the degree

to which a person agrees or d.isagrees with a given statement,
inferences can be made regardj-ng characteristics of the
population from which the sample was taken t or the difference
between two populations.

Questionnaire Validity and Reliability

rf a questionnaire is to be of value it must measure

responses in a manner that is both valid. and reliabre--
reliable in that it must be consistent in the ansvsers which
it gives, and. valid in that it shourd actually measure what
it. is intended to measure. Three questions were repeated
in different areas of the questionnaire in an attempt to
discover any inconsistencies in the responses. Any i_ncon-

sistency wourd point to faults in question wordirg, serial
or contextuar effectsr or other sources of error.4 All
three questions were deemed useful in both locations and

thus no gross inconsistency was indicated.

{ À Lt t\nn6¡16 j 6n. ¡t. VlJlJu¡¡¡¡sflll,

(New York: Basic Books,
Quest'íonnaiz,e Design and Attitude Measuyement,
fnc., 1966), p. 7I"
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The AICpA, in Ig7I, established the Accounting
objectives study Group (Trueblood committee) under a broad

charter, to exarnine ol-d and new. concepts concerning
accounting principles, fi-nancial statements, reporting and

disclosure practices, and newly conceived demands for data
such as social responsibility performance and. financial_
forecasts" As of the date of writing, the committee had

not yet reported; when the findings of the committee are
released they might present a means of further testing the
validity of the questionnaire.

Questionnaire rison with Annual Re rts

A random sample of 50 corporate annuar reports was

drawn from the list of corporations comprising the Financial
Post "Top 100 club" survey of the largest industrial
corporations in canada (August 5, Lg72). rn analysis of the
annual reports, comparison was made to the items of
information deemed useful by the cFA's. Thus,an indication
\Aras obtaíned of the degree to which corporate annual reports
fulfiIl their informational role.

Research Procedure

Questionnaires were maifed to each of the 203 cFA's in
canada and returns \,üere tabulated in order to determine which
ite.ms were considered by the cFA ' s to be usef uI f or their
analyses" once tabulated, the replies provided a basis for
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comparison of "idea1" disclosure with actual disclosure as

determined by a sample of the annual reports of 50 firms
from the Financial Post "Top 100 Club" "

The Questionnaire

The decision having been made to utilize a question-

naire similar to that used by Cattanach in his 1972

American studys, changes were kept to a minimum in order

that cross-cultural comparisons might be at a maximum level
of validity"

Changes to the questionnaire were confined to the

delet.ion of items not pertinent to Canadi-an business such

as reference to compensating cash balances, certain
references to the Lifo method of accounting for inventories,
and securities designed specifically for the payment of
taxes" "Canadianization" of terminology was undertaken in
instances where differences were considered to be potentially
misleadirg; e"9", substitution of "potentially diluLive"
for the term "common stock equivalent" in referring to senior

share issues, rights, warrants, or options, the potential
conversion of which would have the effect of reducing

(diluting) the earnings per share figure"
A questionnaire was sent to each of the 203 CFArs in

scutturr-.h, op, cit.
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Canada as listed in the I972 membership directory of the

Financial Analysts Federation.6 Where normally consideration

would have been given to selecting a sample of the CFA's,

it was felt that as the population was limited, it would

be preferable to survey each of the CFAIs in Canada.

Questionnaire Analysis

The format of Section A was such that Lhe respondent

was asked whether or not a particular item of information

was useful to his analysis. For each question, he was

asked to check one of three columns: "ag'ree", "disagree",

or "no-opinion" " For purpose of analysis¡ ân entry of
o'no-opinion" was considered equivalent to "disagree" and.

thus the respondent can be considered as either (1)

agreeing with a given statement, or (2) failing to agree

with it. Accordingly, the theory of binomial distribution

was applied which enabled calculation of the proportion of

the respondents to each individual questj-on desiring the

information, as well as the standard error or deviation

which may be used to indicate the degree to which the

sample proportJ-on might differ from the sarne proportion in

the parent population"

Sections B, C, and D were so constructed Lhat the

respondent was asked to check one of four columns:

6 The rninancial
(New York: FinanciaL

Anal.ysts Federation, L972 Membership Dinectory,
Analysts Federation, I912).
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1" Essential

2. Desirable

3. Somewhat Desirable

Unnecessary

Binomial distribution theory was again used to determine

whether or not a substantial proportion of the population

woul-d consider the information useful" Substantial here

means a proportion from which it may be statistically

inferred that more than 50 per cent of the population,

an arbitrarily assigned proportion, was in agreement"

Since responses considering an item useful could

vary from "essential" to "somelvhat desirable", proportions

were computed cumulatively to determine the category in

which a given item should be classified" First to be

considered was the proportion indicating the item as

"essential" (column 1) "

cut-off
point

Only those items which could be inferred to exceed the

minimum acceptab'Ie population proportion of 50 per cent

would be considered as essential " If the proportion could

not be inferred to exceed 50 per cent, the item would then

be considered for incl-usion in the "desirable" category"

The proportions were considered as before, except that they

now included the total number of respondents who had

+"
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checked either Column 1 or Column 2"

cut-off
point

The remainder of the useful i_tems were considered

in the "somewhat desirable" category, Column 3. The

proportions for these items were computed using the sum

of the respondents checking one of the first three columns"

cut-off
point

rtems not exceeding the 50 per cent mj-nimum acceptable

population proportion in the "somewhat desirabre" category

v¡ere excluded from further analysis" Figure 3 illustrates
the format of the presentation for the ranking of the

items accord.ing to their desirability as reported by the

respond.ent CFA¡ s "

For any given question, three inferences are

possible:

1. The population proportion is greater than

50 per cent"

2. The population proportion is exactly 50 per cent.

3" The population proportion is less than 50 per

cent "
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Category Proportion of Respondents Checking

t L+2 1+2+3
Essential Essentj-a1, Essential,

& Desirable Desirable,
& somewhat
Desirabl-e

B - Income Statement

C Balance Sheet

D - Funds Statement

Figure 3

Format of the Presentation of fnformation

Deemed Usefu1 by CFA's
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The purpose of the questionnaire being to determine what

information is useful to cFA¡s, any item of informatj-on for
which the population proportion coutd be j-nferred to be

greater than the arbitrary cut-off of 50 per cent would

be included in the analysis. Any proportion of 50 per cent

or less would be so excluded" Thus, the nuII hypothesis

being tested is that the proportion is equal to 0.50,

Ho(ph = 0.50)" When the null hypothesis cannot be rejected,
the information woul-d not be included in further analvsis
as insufficient support exists for such an inference.

Conversely, when the alternative hypothesis is accepted

H, (P¡ > 0.50), the question j-s included in the analysis.
The decision rules were establishedT as follows:

Hypothesis

Ho (p 5 o.so)

Hr (P

RuIe

ps 5 0"6269

ps > 0" 6269

Action

Exclude from analysJ-s
as not being significant
fnclude in analvsis

Cross-cu1tura1 comparisons \,vere performed utilizing
equivalent statistical crj-teria.8 The null hypothesis

under test was that there is no difference in the true
population proportj_ons, H0(pl = pz)"

Annual Report Sampl-ing and Analysis

From the files of the Ii-brary of the University of

TAppendix C, pp. 132-140"

B tb¿d"



43

Manitoba, a selection was made, using a random number:

tab1e, of fifty annual reports from those of the

corporations shown in the Financial Post "Top 100 Cl-ub"

listing. Each report was then analyzed and the results

tabulated for each question as to whether or not the

information desired by the CFAr s was disclosed by the

subject corporation"

The format of the study did not permit any conclusions

to be drawn as to the extent to which a particular report

satisfied the CFA's desires--and hence had utility for the

investing public" All that can be said is that rrx' per

cent of the desired information was disclosed" In absence

of a weighting and ranking system to permit the assignment

of relative values to particular items of disclosure, âDy

attempt to conclude that "Company A" disclosed x? more

items than did "Company 8", would be ill-founded and

misleading "

Figure 4 illustrates the format utilized for
presentation of the comparison between the items which the

CFA| s deemed useful and the disclosure of those items by

the sampled corporations.

Questionnaire Distribution

January 22,

letter, a copy of

was mailed to each

l-9730 a mailing comprising a covering

the questionnaire, and a return enveJ-ope,

of the 203 Chartered Financial- Analvsts
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resident in canada. Appendix A displays the material sent
to each analyst.

A total of forty-seven questionnaires (23.22) were

received by March 22, L973, which was established as the
deadline for inclusion in the study. of the forty-seven
replies, there \^/ere forty-two usabl-e questionnaires
(20"72) " Of the five non-usable responses two were

undeliverable' one c.F"A" was deceased, and two were

returned indicating that the recipient did not care to
participate in the survey"

Summary

A questionnaire was prepared and distributed to
t.he chartered Financial Analysts in canada seeking their
opinions regarding the utiliLy of items of disclosure in
corporate annual- reports. stockholders and investers
having been deemed the primary users of corporate annual
reports, the cFArs \^/ere chosen as surrogates for the
numerous individual stockhold.ers and investors" only those
items of information which are presently disclosed, or have

been seriously suggested for disclosure, \^rere included in
the questionnaire"

The returned questionnaires were tabulated as to
the information desired by the cFA's. The findings were then
compared with the resurts of a sample survey of corporate
annual reports in order to determine to what extent the
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informationar needs of the investor/shareholder are being

met by present-day financial reports " The detailed
analyses of the questionnaire and the annual- reports are

presented in Chapters 4 and 5.



CHAPTER 4

DETERMTNATTON OF INFORMATION

DEEMED USEFUL BY THE CFAIS

Questionnaire returns were taburated to determine
which items of information had value for investor and share-
holder analyses. rn order that an item be considered
useful, it must have been capabl. of being inferred to be

desired by more than 50 per cent of the population. Thus,
the sample proportion, using a confidence coefficient of 95

per cent, must exceed 0"6269 to justify an item,s inclusion
in the study. when the item could not be so deemed useful
this was indicated by an asterisk (o) to the right of the
proportion" lrihen the hypothesis was accepted in either the
Essential- or the Desirable category, a d.ash (_) was placed
in the remaining columns, signifying that the hypothesis had

been accepted. in the earlier category,'
Cross-cultural comparisons \^/ere mad.e with Cattanach's

U.S" studyr using formulas (C-6) and (C-7) from Appendix C.

while some differences did occur, and. are noted in the
accompanying text, none were statistically significant at
the 0.5 level. Accordingly, it was decided to not present
the comparative u.s. figures for each questionnaire item"

I Appendix Cr pp. 132-140.

47
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In order

\,üere SUmmariZed

Appendix A for a

Lo conserve space, many of the questions

in the tables, Reference is made to
complete copy of the questionnaire.

Section A--General

This section comprised questions ïegard.ing the. scope

and the format of the annual report. The. respondent was

asked to indicate whether he agreed or dÍsagreed with each

statement, or t if he had no belief regarding the utirity of
t.he item, to check the no-opinion col'mn" Table 4-l d.etails
the proportion of the cFA's desiring the individual items of
information.

The cFA t s \^/ere near unanimous in their opiníon that
detailed infor¡nation regarding subsid.iary firms, discrosure
of the details of executory contracts, and unfilled orders
rdas useful to their analyses.

Management often has considerabre choíce, amongst

"generalry accepted accounting principles", as to how the
resurts of operations are to be calculated or presented..

The cFA¡s favoured disclosure of the accounting principles
adopted by management, and a minimization of the number of
avail-able alternatives. Disclosure of changes in accounting
methods can bring out. changes in management¡s financial and

operating policies, while unexprained changes tend. to
destroy the significance of trends and other analytical
tools based on historical seguences in reported data.
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Question
Number

A-1. a.

A-2.

A-3"

A-4. a"

õ
.l

g.
h

A-5.

Table 4-1

General- Information Considered

Usefu1 by Respondents

Information

Extension of the auditor's opinion to incl-ude
the financial highlights

Extension of the auditor's opinion to include
the historicaL sur.nmarv

Extension of the auditor's opinion to include all
the financial information in an annual report

Disclosure of the accounting principles used by
a firm

Name (s) of
Lines of business
Operating revenues
Operatj-ng profits
Accounting basis of the major classes of assets
Ownership percentage of the parent company
Officers and. direccors
Method of allocating joint costs among the

subsi-diaries

There shoul-d be a singl_e set of accounting
principles with a minimum number of
acceptable alternatives

Incl-usion of budget.ary data

Estimated gross sales, total
Estimated gross sa1es, by component group
Estimated capital investment, total
Estimated capital investment, by componenr group
Estimated net income, total
Estimated net income, by component group
Estimated long-term financing to be undertaken

during the coming year

Extension of the auditor's opinion to include
budgetary data

Discl-osure of the rights and obligations that
arise due to executory contr:acts

Proportion of
Respondents

Considering the
Information

Usefuf

0.524 *

.549 *

"463 *

t. 000
1.000

"952
"9 /6

1.000
1. 000

Q??

"Y¿Y

ar|q

"366 *
2.^^ *

.31_7 *

. 3l-7 *

.366 *
"317 *

.317 *

.073 *

r.000

a-1't

Ä

e.
F

Y.
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Table 4-I (continued)

Question
Nurnber Information

Proportion of
Respondents

Consider:ing the
Information

UsefuÌ
A-12. euantity of r:nfil-led orders

A-13. Funds statement

ô qq,

o "7L4

* Fail to accept hypothesis that p > O.5O at .05
Ievel of significance
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canadian practice has long favoured disclosure of the
accounting principles folrowed by a firm, although t.here has

been no canadian pronouncement dealing with discl_osure in
this area to the depth of the u.s.¡ApB opinion No. 22

Dðsclosuz'e of Accounting polícies, issued in April, Lg72"

However, even it does not require di_sclosure of the quanti-
t.ative implications of dif ferent principles.

Table 4-2 indicates a strong preference regarding the
form of disclosure of minority shareholder interests and the
income of unconsolid.ated subsidiaries. The response to
question A-8, dealing with the form and extent of d.etail in
the income statement, lras not as definitive. several
respondents indicated their unfamiliarit,y with the terms

"single-step" and "multiple-step", regarding the i¡rcome

statement, and the reply must be considered as inconclusive.
The response to section A indicated that the cFA's do

not simply want "rnore" information; they express definite
preferences for certain items of informatj_on and not for
othersr âs well as preferences for the manner of presentation
of given items" only a minority expressed a desire for the
ínclusion of budgetary information, apparently regarding
this projective functi-on as one to be best performed by the
ínvestor, rather than by management. of the few who favoured
the inclusion of budgetary data, even fewer still indicated
that it. should be attested to by the audit.or. unforLunatery,
no companion question existed in cattanach's u.s. studv to
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Question
Number

TabLe 4-2

Preferred Method
of Disclosing

Selected Information

Question

Prnnnrtì nn nf Þacnnn¡lonl-q

Having No
Agreeing Disagreeing Opinion

A-8. The singJ-e step form of income
statement is more useful 0.184 0" 211* 0" 605tnan cne muttr_pJ-e step
income statement

A-9. I{hen minority shareholder
interests exist, their
share of profits should be
listed with other items of 0"071 0"881 0"048
expense rather than listed
as a separate cost after
income taxes

A-10" Income from unconsolidated
subsidiaries should be
shown with other items of
íncome and expen="" r"aiãr 0'r7l 0'683 0"146

than as a separate item
after income taxes

* Fail to accept hypothesis that p > 0"50 at .05
level of siqnificance
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provide comparison between Canadian and American opinion in

this latter regard.

Questions A-L and A-2, concerning extension of the

auditorrs function in other areas, however, had been

favoured in the American study, though the differences were

not statistically significant. The greatest dispersion was

on question A-1 which was favoured by 64 per cent of the

American CFArs sampled and 52 per cent of the Canad.íans.

Section B--Income Statement

In this and subsequent sections, the respondent was

asked to indicate whether an item was (1) essential,
(2) desirable, (3) somewhat desirable, or (4) unnecessary

for their analytical purpose" In order that some quanti-

tative analysis might be made of these subjective terms,

definitive guídelines were provided for their use. For this

study: (1) Essential was to be used for " o o c those items

which are absolutely necessary for your purpose" , That

your analysis is seriously hampered by their absence."

(2) Desirable was to be used for ". those ítems which

are not absolutely necessary but provide additional informa-

tion which is useful (but not essential) for your analysis."
(3) Somewhat desirable v/as to be used for ". those items

which provide information which has only limited usefulness

but does facilitate analysis. o " (4) The "unnecessary"

column was to be used for those items which provide ",
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little if any insight [and] are not useful o o "

To be considered "essentiâ1", the information con-

tained in a question must be capable of being statistically
inferred to be considered useful by more than 50 per cent of

the population of Chartered Financial Ana1ysts. üIith a

confidence coefficient of 0"95, allowing for sampling errors
amongst the respondent CFA| s, the minimum acceptable sample

proportion was 0.6269.2 At this level there was one chance

in twenty, (5%), that an item considered useful by the sample

of respondents would not be considered useful if a census of

of the complete population was taken" If the population

proportion could not be so inferred to exceed 50 per cent

.at the "essential" Ievel, the item was next considered at the

"desirable" level" To be included as "desirable" the

question must not have been considered essential, but must be

capable of being inferred as being from a population wherein

the total of the "essential" and the "desirable" columns

would exceed 50 per cent.

Similarly, the questions remaining were tested for
inclusion in the "somewhat desirable" category" Those which

failed to meet the criteria for inclusion in the third,

"somewhat desirable" category, were not included in subse-

quent analysis, since an insufficient number of respondents

thought them useful (i"e., it co-.¡ld not be statistically
inferred that 50 per centr or more, of the population of

'Appendix Cr pp. 132-L40.
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CFA¡s would consider the item useful).
The focus of attention of the majorit.y of fínancial

statement readers of today is the income statement,. In
earlier years it was considered to be mereJ-y a statement of
transition or reconciliation between two consecutive balance

sheets Today it. is more than an itemized listing of
revenues and the expenses incurred to earn those revenues.

The income statement is a summation of all that has taken

place within and concerning the firm during the current
fiscal period"

Sal-es

The CFA¡s indicated (fable 4-3\ that infor¡nation

concerning tlr-e operating revenue of the fi.rm was desirable.

to them. For the larger multi-product or multi-national
firm, their replies suggest that aggregate data is no

longer sufficient for meaningful analysis. Individual
segments of an enterprise commonly experience varying rates

of return, degrees of risk, and opportunities for growtlr_"

Knowledge of such segmented data provides the means of
improved analysis and appraisal of possíble future earnings "

Cost of Goods Sold

For the

expense are to

of the income

industrial- concern,

be found in the cost

statement. Here are

the major items of

of goods sold section

to be found the major
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items of concern to both management and analyst--direct
labour and material, often the only items of expense which

are directly traceable to the product. Table 4-4 shows

that the cFArs considered information rerating to all items

of the cost of goods sold to be desi-rabre. The respondents

were near unanimity in their consideratíon as d.esirable of
the disclosure of depreciation and depletion separately by

class of assets.

General Expenses

Table 4-5 shows that the CFA¡s at,tach signíficant
importance to the reporting of research and devero¡rment

(R&D) costs as well as the costs of marketing" The one

item of information considered by the respondents as only
"somewhat desirable" concerned capitalization of the costs

associated with the development of new versus existing
products 

"

Other Information

For a firm to be evaruated as a conti.nui¡rg concern,

comparable to others in its ind.ustry, and. with itself over

time, it is essentiar that, extraordinary items of income

and expense be separately ídentified" To the extent that
this is not done in the statements themselves, the distinc-
tion is left to the analysts, who speak imprecisely about

"the quality of earnings"" Nonrecurring items¡ ërs well as
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transactions which are atypical of normal activities, should
be set forth separately, faciritating their exclusion from

the projection of historical earning poweï.

Table 4-6 indicates the importance the cFA's attach
to extraordinary items. They arso considered desirable the
presentation of an estimate of the effect of the dífferences
between taxation accounting and. financiar accounting.
Details of the amortizat.íon of pension plan past.-service

costs rúere also considered to be desirable"
The determínation of the number of outstand.ing shares

for a period can be of crucial importance given the emphasis

which is placed, rightry or wrongryr orr the single figure,
earnings per share (EpSi. Where the number of shares out-
standing has re.mained constant throughout the period there
is, of courser rro problem" BuL when share capital trans-
actions have been numerousr ârl equal number of possjJcle

methods of calculation exists. Discrosure in this arêâ - ãq

well as that of the "fuIly diluted" earnings per share

figure, was considered by the cFA¡s to be essential.
The cFA's hrere conscious of alternate income tax

presentations" Particularly for the effects of tÍming
dífferences; 742 considered disclosure of income t.ax effects
to be desirable.
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Section C--Balance Sheet

Current Àssets

The current assets of a firm are an indicator of its
liquidity and the ability of its management to utÍl-ize the
firmrs capitar on a short term or interim basis

The cPA's perceived no advantage to disclosing
separately the items such as marketabte securitíes which are
alternately shown as the single total, "cash" (Table 4-7).
u.s. respondents considered such a breakdown as only some-

what desirable, but they did. consider it useful, whereas the
Canadian cFA's clearly rejected it as a positive contribution
to their analysis.

Fixed Assets

The capital or fi:<ed assets of a firm provide produc-
tive capacity for manufacture and distribut,ion. Tabj-e 4-g

shows that the cFA's considered aLl ite.ms of discrosure in
this category to be useful, including the separate d.is-
closures of the major crasses of fixed asset.s and their
depreciation.

Other Assets

Table

reporting of

reporting of

4-9 indicates that the CFA's felt that separate

intangible assets was desÍrabIe, as was the

a current year amortization fi.gure. Separate
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disclosure of

considered to

Liabilities

deferrals and prepaid items, however, was

be only somewhat desirable"

Liabilities are the alternative to additíona1 capital
investment on the part of shareholders. Long-term debt is
a substitute for additional equity when present shareholders
do not wish to dilute their control- of a corporation, oï
when leverage may be favourabty employed (i.e., operations
returning the firm a profit greater than the cost of tlre
borrowed funds). Short-term d.ebt is used traditionally for
short-term purpose, e.g", Èo provide additionar workincr

capital for seasonal- activity peaks.

Table 4-10 shows that the cFA's regarded. alL items
as desirable, with the detail-s of convertible d.êbenture

conversion privileges being considered essential. rnforma-
tion regarding future payments under capitali.zed leases was

almost unanimously considered d.esirable; this is consistent
\,,/ith the cFA's reply to question A-r1, where there was

unani:nous agreement that. information regarding the obliga-
tions under executory contracts should be disclosed.

Shareholders' Equity

The shareholder is the owner of the firm, however

minute his individual interest may be. whil-e the ho]der of
preferred shares is, in many respects, in a sjmilar position
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to that of a creditor, it is the coïrmon shareholder who is
the true, residual owner.

Share Capital Accounts Detailed analysis of the

capital accounts is an integral facet of the analysis of a

firm" Particular emphasis is placed on changes which

occurred during the current period" Table 4-l] indicates
that all ite.ms in this area were considered bv the respondents

as either essential or d.esirable.

stock option plans, wherein the recipient is granted

the right to purchase a stated number of shares of the

corporation, at a fi:<ed price, within a given period of time,
have been popular methods of rewarding employees. The cFA¡s

deemed information concerning such plans to be desirabl-e"

Retained Earnings The retained earnings account

comprises, primarily, an accumul-ation of the net íncome of
prior years to the extent that it has not been d.istributed
in the form of dividends" The cFA's considered information
relating to dividends per share, and direct charges (prior
period adjustments) to t,he retained earnings accountr âs

essential to their anaryses. Disclosure of the details of
transactions in treasury stock, while such transactions are

not permitted in many canadian jurisdictions, weïe considered

desirable" CFA's ranked as essential the information dealing

with restrictions concerning the distribution of retained
earnings " such restrictions are most commonly the result of
the terms of a long-term debt issue, prohibiting the payment
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of excess dividends or establishing a maximum value for the
debt/equity ratio. Government, though, can also be a source
of restrictions; many u,s" corporations were restricted in
their r972 dividend dístributions by the phase rr controls
t,hen in effect

Section D--Funds Statement

Questions dealing with the statement of fund.s \^¡ere

kept to a mini-mum as the majority of the items therein were

earlier reported upon as they first appeared. in either the
income statement or the balance sheet"

The cFAts agreed that the funds statement d.oes provide
important financial information not readily d.iscernjble from
the balance sheet and income statement (Table 4-r2). Their
consideration of the funds statement as essential is
consistent with question A-r3 wherein they considered that
the lack of a funds statement seriously hampers their
analyses" The cFA's clearry preferred "Funds" to be defined
as working capital rather than as cash or net quick assets.

Surnmary

Analysis of the quest.ionnaire returns indicates that
the chartered Financial Analysts believe that the items of
information surveyed are generally usefur in theÍr anaryses.

Not that the c¡'A's seek information for information,s sake;

their responses indicate definite prefeïences as to the
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manner and format of presentation for specific items. They

also identified certain items of information as makinq no

significant contribution to their analyses.

In Section A, concerning the scope of the annual

reportì of a total of twenty-eight itemsr or sub-items, of
information, fifteen (542) were desired by a significant
proportion of the respondents while thirteen (462) were not

so desÍred" of the thirteen items that were not desiredo

twelve were concerned. with two areas; extension of the

auditor's opinion, to cover items that are not presently

includedrand the presentation of budgetary data.

The remaining sections dealt, with a total of seventy-

two items, of which fifteen (20e") were considered essential,
fifty (7OZ) as desirable, five (72) as somewhat desirable,
and two (3?) were not considered useful-. Clear1y, the CFA¡s

do not rank all it,ems as being of equal importance, and

have concern for the quality as well as the quantity of
disclosure in annual reports.



CHAPTER 5

DISCLOSURE OF THE DESIRED ]NFORMATION

IN ANNUAL REPORTS

The items of information deemed useful by the CFA's

(Chapter 4) were compared to a sample of corporate annual

reports to determine the proportion of firms disclosing the

desired items of information" For each item the proportion

of the respondents that considered it useful is stated, and,

for Sections B" Ct and D, whether the CFA¡s considered it
essential (E), desirable (D), or only somewhat desirable (SD)

The figures for disclosure in the U.S" are, in all
instances, from the l-972 study of R.L" Cattanach. t Canadian

figures are based on the evaluation of a random sample of
50 annual reports for the fiscal year 197I, drawn from the

Financial Post "Top 100 Cl-ub"r âs detailed in Chapter 3"

The right-ha.nd col.umn (Cdn " -U. S . ) contains the remainder

obtaj-ned by subtraction of the U.S" proportion from the

Canadian proportion" This figure is preceded by a minus

sign j-n those instances where the U.S. proportion exceeded

the Canadian proportion" Where no companion question

existed in Cattanach's study this omission is indicated by

l- -l(. !.
Stockholders
dissertation,

Cattanach, "An
and Potential-
Arizona State

Inquiry Into the Informational- Needs of
Investors, " (unpublished Doctoral
University, I972).
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period leaders (. . ) in t.he 'tu. s. " and the "canadian-u. s. "
columns opposite the particul_ar question.

Tests for statistical significance of the dispersion
between the sample proportions were conducted using formulas
(c-6) and (c-7), Appendix c. where the proportion of firms
disclosing a particular item of information differed signifi-
cantly between the canadian and. u.s" samples, a dagger (t)
was placed to the right of the dispersion fígure. rn these

instances the magnitude of the difference is sufficient that
it would be reasonable to fail to accept the nul-l hypothesis

that there is no difference in the true proportions in t.he

two populations (Canada and the U.S") "

Section A--General

only t.hree of the items contained in this section
of t.he questionnaire were disclosed in a majority of the
canadian annual reportsr âs shown in Table 5-1. Funds

statements, which are now compulsory in both canada and

the u.s.n were contained in each of the fifty reports. The

names of subsidiary companies \¡rere provided in 60 per cent

of the reports" Disclosure relative to executory contracts
was made in 94 per cent of the reports. canadian disclosure,
as compared to u. s. , \^ras signif icantly greater in two areas :

(1) the percentage of ownership in a subsidiary company, and.

(2) the identification of the officers and directors of the
subsidiary company. of the remaining items, with the
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exception of the disclosure of the lines of business of
subsj-diary companies (342), the desired information was

only rarely provided in the reports.
Table 5-2 deals with the manner of presentation of

specific items of information. Vlhile the CFA¡s clearly
preferred the minority shareholders' share of income to be

listed separately, this was done in little :nore than one-

half of the reports surveyed" The CFA's felt less strongly
regarding the separate listing of income from unconsolidated

subsidiaries; the degree of report disclosure was also l-ess.

Section B--Income Statement

Section B concerned itself with the income statement.

For ease of presentation, the items \^/ere grouped under four
headings: sales, cost of goods so1d, general expenses, and.

other income statement information"

Sales

Table 5-3 details the sales infor¡nation indicated by

the CFA|s as being desirable for their anal_yses" fn no

ins'tance was the information provided by a majority of the

firms surveyed. canadian disclosure was, wi.th one exception,

l-ess complete than t.hat of the u.s. rt is possible that some

of the firms surveyed derive all or substantially all of
their revenue from one product or l-ine of products, and.

therefore coul-d not segregate thei-r income by component group.
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82

rt was impossible to determine r on the basis of the reports
alone, which firms might not be comprised of separate,
divisible, groupsi an assumption r¡/as made that a breakdown

of sales by component group was possibre for all firms " This
assumption was not unreal-istic aiven the comments of the
directors which accompanied the financial statements them-
selves, and the fact that of the 50 canadian corporate annual
reports surveyed onry three reported sales of less than

$100 million"

Cost of Goods Sold

rnformation concerning the cost of goods sold that was

considered desirable by the cFA's is shown in Tabre 5-4.
vùhile the proportion of cFA's favouring an item ranged from
63 per cent to 82 per cent, the percentage of firms reporting
the items was constant at zero, canadian as wel-l as u.s.
while some firms did attempt an allocation of the sares
dollar, none provided a segregation of the cost of qoods

sold account.

General Expenses

The canadian annual- reports were signifi.cantly more

complete in their discrosure of depreciation and d.epletion
figures as indicated by Table 5-5 " rt is possj_ble that for
Question B-4 (oisclosure of depreciaLion and depletion
methods by class of assets) Cattanach sought highly detailed
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B5

information concerning methodology and therefore found no

firm which met his criteria. rn appraisar of the canadian

reports, however, a modicum of detail was accepted as

comprising discl-osure. For euestion B-3 (separate disclosure
of depreciation and depletion), howeverr Do such explanation
suggests itse]f , To I'separately disclose,' is a readily
identifiable attribute, apparentry the American firms did
not so disclose"

The assumption was made in analyzLng this section
Èhat all of the firms surveyed engaged in research and.

development to some extento and similarly that al1 incurred
marketing costs in getting their products to the consumer"

Disclosure in both these areas was minimal. separate
reporting of research and development costs Ì,¡as the ite.m

most desired by cFA's, 92 per cent indicating this informa-
tion as desirabl-e f or their analyses. onry one of the f ijty
canadian firms (22) discl-osed their research and development

costs as compared to 19 per cent of the u.s. firms, a statis-
tically significant di.fference.

Other Information

The canadian firms varied widely in the degre.e of
disclosure of other income statement informati.on. Table 5-6

shows that in some instances canadian disclosure was much

more complete than was the American, while for other items

the reverse was true. canadian discl-osure of the effect of
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differences between financial and tax accounting methods

was significantly greater than for the u.s. firms¡ âs also
was the case for pension pran past-service costs. The

differentiation between federal and local income taxes
being less in canada than it is in the united states, none

of the canadian firms included this breakdown ín their
report.

canadian discrosure was most notably deficient in the
area of the methodology of the calculation of earnings per
share (EPS) figures. This information, considered essential
by the cFA's, was disclosed in less than one-third of the

reports surveyed. Amongst the u.s" firms, approximately two-
t.hirds disclosed the methodorogy used., a statistically signi-
ficant difference.

The cFArs considered disclosure of information con-
cerning income taxes payabre, timing d.ifferences, and the
tax effects of operating losses to be desirable. canadian

firms were near universal- in their presentation of this
i¡rformation "

Section C--Ba1ance Sheet

section c dealt with items of information containe.d

in the balance sheet. The items \iüere grouped into five areas:
current assets, fixed assets, other assets, liabilities, and.

shareholders' eguitv.



BB

Current Assets

Table 5-7 shows canadian disclosure of information
regarding current assets to be generally less complete than

that of the u " s. f irms,, For three of the eight items

enumerated, canadian dÍsclosure was less extensive. while
the basis of inventory pricing (rower of cost or narket,
cost, market, etc.) was disclosed by 94 per cent. of the

canadian firms; only 28 per cent d.isclosed. the method of
cost determination (i.e., the assumed flow pattern, Fífo,
average, weighted average) as compared to 84 per cent of the
U.S" firms"

Fixed Assets

only two-thirds of the firms separately d.isclosed the

major classes of depreciable property, according to Table 5-9"

This was a statistically significant d.ecrease from the u"s.
discl-osure (97"ø) " No firm, Canad.ian or American, disclosed.

either the me.thodology used to evaluate investment proposals

nor gave an esti:nate of current value for fixed. assets"

Other Assets

Table 5-9 shows that the Canadian fi_rms sampled

disc1osed information rel-ating to intangible assets and their
amortization more often than did those in the u.s. canadian

firms, however, r^rere not as pïone to disclose detairs of
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prepaid expenses

by the CFArs as

Liabifities

and deferred chargesr ârr item considered

only somewhat desirabÌe"

The Canadian firms \dere, for three of the seven

liability items, more complete in their disclosure. Tabl-e

5-10 shows that 96 per cent of the firms sampled disclosed
the cost of debt. Generally this applied only to long-
term debt" The cost of short-term credit was only rarely
disclosed by either the Canadian or the U.S. firms.

Appraisal of the completenessr or the degree of
disclosure, of detail concerning, finance contracts and

compensation plans was made more difficult by the fact that
firms may have disclosed part, rather than al-rn of the
information" The assumption mad.e was that for those firms
to which a given item was clearly applicable (e.g., many

had no outstanding debenture issues nor debt of any kind),
disclosure of any part of the agreement was considered to
represent disclosure of the whole" This assumption was

necessitated by the fact that it was virtually impossible
to have determined whether or not the provisions that v¡ere

disclosed represented all of the major issues of the
agreement" For instance, with regard to deferred
compensation plans; most firms detailed the current contri-
bution to the pension and profit sharing fundsr âs well as

reconciling changes to the stock option plan(s). None of
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the firms, canadian or u.s", detailed the major operating
provi_sions of their employee benefit programs.

The one item of riabirity information considered
essential by the cFA's, the conversion provisions of
convertible debentures, was disclosed by all of the canadian
firms surveyed to whom the item was applicable. Future
payments under capitalized leases were also furly disclosed.
ïn addition there were nine firms (l8z) that had not
capitalized the lease obligation but d.id, elsewhere in the
reporto make mention of the future paym.ents reguired.

Shareholders¡ Equity

only in the reporting of the caÌl provisions of
preferred stock (7Bz) vvas the rate of disclosure of
information concerning capital stock less than 100 per cent,
per Table 5-11" lrlhire i-n several_ instances the details of
changes to share capital could only be pieced together from
explanations provided in different areas or footnotes of
the report, it is noteworthy that in one out of every four
of the u.s" statements such changes in the outstanding
shares could not be reconciled by reference to information
provided in the annual report.

canadian firms were r-ess informative concerninq
cash dividends per share; close to one-haIf l_eft the
arithmetic to the reader. statistically significant was

the increased discrosure of the number of shares currentl-v
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exercisable under an option plan (93% versus 5B%). The

area of restrictions to retained earnings saw substantiall_y
greater canadian discl-osure" The least changed item,
provision of information concerning the duration of
restrictions, more than doubled (9s" to 2rz) while infor-
mation concerning the amount of the restrictions was given
four times as often.

Section D--Funds Statement

The funds statement was deemed essential by the
cFA¡s and was included in the annual reports of alr the
firms surveyed (Table 5-r2), in keeping with prescribed
canadian practice" None of the canadian reports provided
a segregation of funds for purpose of expansion, as

opposed to replacement, of capital assets. only one of the
fifty firms defined "Funds" as cash; the other forty_nine
presented a statement of the sources and applications of
working capital.

Summary

Generalry, there appears a positive correration
between the desirability of an item of information and its
frequency of discl-osure. of the fifteen items ranked by

the cFAts as essential, ereven (73?) were disclosed in
more than fifty per cent of the reports surveyed. of the
forty-nine items deemed desirabre, only twenty-t\^¡o, (45a)
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were disclosed in more than fifty per cent of the reports.
None of the five items deemed only somewhat desirabre was

disclosed by more than 14 per cent of the firms.
Disclosure of balance sheet information was

general-]y superior to that of income statement items. The

total proportions, by desirability rating, of the items
discl-osed in a majority of the annual reports surveyed
were:

Essential (E)

Desirable (D)

ïncome
Statement

333

272

Balance
Sheet

782

622

There \,'üere twenty-seven instances in which the
difference between the proportion of canadian and American

firms disclosi-ng an item of information was statisticalry
significant (i.e., it was reasonable to fail to accept the
hypothesis that there is no real difference in the two

populations, pr = pz). fn eighteen of the twenty-seven
ì-nstances, canadian disclosure was greater than that of the
U.S" firms surveyed.

The difference between the two samples (canada-u"s.)
was greatest in the f ol_lowj_nq areas:



Information
U" S.

Separate disclosure of depreciation
and depletion 0

Disclosure of depreciation and
depletion method by class of assets 0

Allowance for uncollectable
accounts 72

100

Percentage of Firms
Disclosing the fnformation

Canada

54

48

Method of inventory cost
determination

Tndication of the amount of the
restrictions on retained
earnings

The findings suggest that disclosure by the
canadian firms surveyed was more complete than that of the
American firms " rvhere the difference in disclosure of an

item of information was statistically significant, canadian
firms twice as often (rB/27 versus gizl) exhibited the
greater degree of disclosure.

The correration between desirability and discl-osure
may be a function of the desire of managiement to satisfy
the desires of usersr or the cFA's may tend to regard the
information which they normarly receive as being essential,
while that which is only rarely provided is considered to
be of lesser importance" There can be but l_ittre doubt
that the respondents have been conditioned by the exi-sting
financial environment. yetu in many areas the analysts

L2
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clearly express a desire for an item of informatj_on, state
that it is usefur to their analyses r let not a single firm
provi-des the information in its annual report. clearÌy,
in these areas there exists opportunity for improvement
to the dj_sclosure in corporate annua.l- reports.



C}IAPTER 6

SU}IMARY, CONCLUSTON, AND RECOMMENDATTONS

FOR FURTHER STUDY

comparison of items of financiar disclosure deemed

useful by chartered. Financial Analysts wiLh a sample of
corporate annual reports sugg'ests that annual report
disclosure is inadequate insofar as the information needs

of cFA¡s and, hence, shareholders and investors are
concerned.

Summary

corporate financial reports are often criticized
for failing to provide users with information that they can

reÌy on as a consistent measure of corporate performance

and progress" The question was posed: To what extent is
the information requisite to evaluation of corporate
economi-c performance discl-osed in corporate annual reports?
To answer this question procedures were designed to:
(1) survey the expressed informational needs of a serect
group of users of corporate annual reportsn and (2) determine
the extent to which the users, reguirements were met by
published annual reports.

L02
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corporate annual reports represent the principal
external fi-nanci-ar communication of the fi-rm. They are
generaÌly thought to be prepared to satisfy primarily the
needs of stockholders and investors. A procedure first
to identify these need.s and second to measure how werr
these needs are satisfied by current annuar_ reports was
developed.

Due t'o the size of the stockholder group and the
problem of identification of individual members within the
group' direct assessment of stockholders,need.s was deemed
impractical. Similarly, determination of al1 of the j_tems

of information that stockholders believed to be usefur was
infeasibre- stockholders and investors are not represented
by any single organization that could serve as their proxy
to make their needs known. professional securiti_es anarysts,
however, comprise a group whose interests and needs are
closely aligned with those of the individual investor.
Thus, this qroup may be regarded as spokesmen or surrogates
for stockhorders and other groups of interested investors.

Viewing professional analysts as proxies for
individual investors is possibl-e because of the inherent
complexity of financial statement analysis, which suggests
that professionar assistance is prerequisite to intelligent
interpretation of financial reports " Most individuar_ and
institutionar investors utilize the resur-ts of professional
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security analysis in making investment decisions because

they personally rack the requisite technical expertise and

experience. This is not to suggest that professional
anarysts are the primary group for whom financial statements
are prepared,' rather it is to recognize that for an

individuat investor to make an informed investment decision,
he requires the same type of information as does the
professional analyst. Hence, if the needs of the most

sophisticated of users can be met, other investors shal_l_

most likeIy be provided with at. reast as much information
as they can effectively utilize"

The serection of chartered Financial Anarysts as

surrogates for the individual investors rested rargely on

their competence as users of financial reports, and their
knowledge of the accounting practices .involved in the
preparati-on of annual reports. To obtain the cFA designation
a person must complete a formal training prograrn, which
includes a series of three examinations, and. have demon-

strated. competence in the fields of accounting and financial
statement analysis. Thus the cFA occupies a unique position--
knowledgeable of the prob]ems of the information supplier as

well as of the problems of the user.

To determine the items of information that cFA's
consider useful to their analyses, a questionnaire was

prepared, based on one used in a 1971 American study
(cattanach). The questionnaire encompassed the major items
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of j-nformation presentì-y disclosed in pubrished financial
statements as well as items that have been seri_ously

suggested, in the current riterature, for disclosure. A

copy of the questionnaire was mailed to each of the 203

CFAr s resident in Canada.

The first section of the questionnaire considered
items that are either not currently required to be disclosed
in annual reports, o:'.t if discl0sed, are not presently
included in the auditor'!s opinion. The intent was to deter-
mine: (1) whether the information should be di-sclosedo
(2) if presently disclosed, whether discl-osure shourd be

expandedr or (3) whether the scope of the attest function
shourd be extended. The second, third and fourth sections
concerned the income statement, the balance sheet, and. the
funds statement, respectively. rn these sections the
respondent was asked whether he regarded disclosure of the
particular items of information to be essential, desirableo
somewhat desirabl-e, or unnecessary. since these terms may

convey different meaning to different indivi-duals,
definitional guiderines were provided ín the questionnaire"
The emphasis in all sections of the questionnaj_re was nox

on what /s disclosed, or hou the information should be

di-sclosed, but rather on what should. be discrosed.

Analysis

Tabulation of the returned questionnaires indicated
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that the cFA's desired virtually arl of the items of
disclosure presented to them for their consideration. The

only items not considered useful for their analytical
purpose concerned: extension of the auditor's opinion
to incrude such i-tems as the financial highlights, presen-
tation of budgetary data, and. the definition of "Fund.s,,

as other than working capital. cross-curturar comparisons
were made with cattanach's u"s" study" whire some

differences did appear between the desires of the canadian
and the u"s" cFA¡s none \^¡ere statistically signif icant at
the 0.05 level"

To determine the extent to which the desires of the
cFArs were being met by current practice, a sample of
fifty corporations was drawn from the Financial post ,,Top

100 club" and their LgTr annual reports \4¡ere analyzed.
The objective of the analysis was not to determine how wel-l
each of the statements furfilled the need.s of the user,
but rather to determine the percentage of the firms
disclosing the items of information deemed useful by the
cFA¡s- No attempt was made to assess the adequacy of
discl-osure of each of the annual reports. All that could be

said was that a report disclosed rrx,, per cent of the desired
items of information. whire such a statement might be of
interest it wourd be misleading in that it wourd fail to
recognize that not all items possess an equar degree of
utiJ-ity "
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The annuar- reports surveyed failed to provide much

of the information required by the statement users. The

findings of the study suggest that disclosure by the
canadian firms surveyed was ress deficient than that of
the u"s" firms" of twenty-seven instances in which the
di-fference between the two sampres was statistically
significant, canadi-an disclosure was the more comprete in
eighteen instances, twice as often as for the u.s. firms
(LB/27 versus 9/27) 

"

only rarely was the proportion of firms disclosing
an item of information greater than the proportion of the
cFA¡s who had considered the item useful_" Disclosure of
income statement information was materially less
extensive than was disclosure of balance sheet items. This
was particularly true of the sares and cost of goods sold
sections where a total of seventeen items were ranked by

the cFArs as desirable. onry three of the seventeen were
disclosed by more than 20 per cent of the firms, while six
of the items \,vere not discr-osed by any firm surveyed.

rn generaln the findings support the conclusion that
the informational- needs of shareholders and investors as

indicated by their representatives--chartered Financial
Analysts--are not being met by current annual reports.
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ConcÌusion

The findings of the study would appear to support
the conclusion that corporate annual reports fair to
provide the user with suffici-ent information for evaluati-on
of corporate economic performance. of the items of
inf ormation that \,vere deemed usef ur by . the cFA I s one in
three was disclosed by less than 50 per cent of the firms
surveyed"

General Information

The items of i-nformation considered useful by the
cFA¡s that v¡ere disclosed in ress than 50 per cent of the
annual reports surveyed, accompanied by their discl0sure
percentâgê, were:

1" The accounting principles adopted by a firm,
2 per cent"

2" subsidiaries' lines of business, 34 per cent"
3" subsidiaries' operating revenues, 12 per cent.
4" Subsidiarj-esr operating profit, 6 per cent.
5" The accounting basis of the major classes of

assets of subsidiaries was disclosed by none of the firms
surveyed "

6" ownership percentage of subsidiary held by the
parent company, 22 per cent.

7 " rdentification of officers and directors of
subsidiaries, 12 per cent.



109

8" The method of allocating joint costs among the
subsidiaries was disclosed by none of the firms surveved.

9. Quantity of unfi]led orders, 2 per cent.
10. separate listing of income from unconsol-idated

subsidiaries, rather than incrusion with other items of
income and expense, 43 per cent.

ïncome Statement

The items of information that were disclosed in
less than 50 per cent of the annual reports surveyed,

classified according to their ranking by the cFA's as

essential, desirable, somewhat desirable, are:
Essential

1" The method of determining the number of out-
standing shares of stock used. in t.he d.etermination of
earnings per share, 30 per cent.

2. The method used for determining "fully
diluted" earnings per share, 2g per cent"

Desirabl-e

1" Dollar sales by component group, 24 per cent"
2" component group sares as a percentage of the

company total, f8 per cent.

3" component group contribution profits, r0 per cent.
4" Component group net operating profj-t as a

percentage of the company total, 6 per cent.
5" Component group return on assets employed,
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2 per cent"

6" Depreciation and depletion methods by class of
assets o 48 per cent.

7 " segregation of current research costs, 2 per cent.
B " segregation of research and d.everopment costs

associated with new product. developmentr âs distinct from
existing products, 2 per cent.

9" Research and deveropment costs associated with
pure research was disclosed by none of the firms surveved.

10" Marketing cosLs, B per cent.
11" rnformation detairing the cost of goods sold

figure was disclosed by none of the firms surveved.
Somewhat Desirable

1" capitalization of costs associated with the
development of new and existing products, 2 per cent.

2- segregation of federal income taxes from other
income taxes was disclosed by none of the firms surveved.

Balance Sheet

The items of information in the area of the bar_ance

sheet that were disclosed in ress than 50 per cent of the
reports surveyed, crassi-fied according to their ranking by
the CFAgs, were:

Essential

1" The duration of restri-ctions on retained earningsu
21 per cent"
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Desirable

1. Allowance for uncor-lectible accounts , L2 per cent"
2" separate disclosure of supplies, raw materials,

work in process, and finished goods inventories, 40 per
cent

3" Total cost, when inventories are priced using
the lower of cost or market method, was d.isclosed bv none
of the firms surveyed.

4" Method of inventory cost determination, 28 per
cent "

5. segregation of depreciation amongst the major
classes of depreciable property, 32 per cent.

6" Estimation of current value of an asset if
materially different from cost¿ or cost l_ess depreciation"
was made by no firm surveyed

7 " Reporting of intangibles in a separate section
of the balance sheet, 22 per cent.

8" The dollar amount of current year amortization
of intangible assets, 18 per cent.

9" ownership percentage of minority sharehord.ers,
by subsidiary, 19 per cent.

Somewhat Desirable

1" rnventory value as determined under Fifo when

average cost used (or vice versa), 2 per cent.
2. The methodology and criteria used to evaluaLe

investment proposars was disclosed by none of the firms
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surveyed.

3 " Separate

deferred charges, 14

Funds Statement

disclosure of the type of prepaid and

per cent"

Desirable

segregation between the funds for replacement

versus the expansion of plant and equipment was made by

none of the firms surveyed.

These demonstrated instances of the inadequacy

of corporate annual report disclosure form the basis for
the conclusion of the study that annual reports often fail
to satisfy the informational needs of chartered Financial
Analysts, and thereforeo shareholders and investors. The

foregoing items represent only the most obvious inade-
quacies; disclosure of other items might also be considered
to be inadequate, particularly if the criteria of adequacy
(50 per cent or g'reater disclosure) were changed. A larger
percentage would obviously resuÌt in the disclosure of many

additional- items of information being regarded as inadequate.

Recommendations for Further Study

The findings of the study suggest the usefulness of
ascertaining the opinions of the users of annual reports as

to the nature, extent, and importance of problems in
financial reporting" The crcA¡s recently-formed Accounting
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Research committee, for example, might give consideration to
this type of information in its efforts to resolve the
problems faced by the accounting profession.

The study was conducted under a number of constraints,
the first of which was distribution of the questionnaire
only to cFArs; the needs of other users of annual reports
\^¡ere consequentry not considered in the study. Determination
of the informational needs of these other users, and.

comparison of their needs with those of stockholders and.

investors, could. provide an insight into how well annual

reports furfill the needs of arl major groups of users,
rather than for only one select group.

The study considered only the needs of cFA¡s as users
of financiaÌ reports in determining whether or not annual
report disclosure was adequate. No attempt was made to
obtain the views of those groups directly influencing
financial statement d.isclosure--the crcA, stock exchanges,
gfovernment, and management--to determine whether the desired
information was readiry avail-able at reasonable costr or if
disclosure might possibry violate a firmrs competitive
position 

"

The study might also be expanded to cover one or more

sections of the questionnaire in greater detail. For

example: vlhy was budgetary data considered useful by less
than 40 per cent of the respondent cFA,s when it is generally
agreed that a major objective of financial analysis is to
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obtain an insight into a firmfs future prospects? Arso,
do items deemed essenti-ar by the cFA's actually possess
greater ut.ility than information regarded as desirable,
or somewhat desirable; or is the difference to be accounted
for by the fact that the respondents consider information
which they are accustomed to receiving as essentiar, while
a substantial proportion of the "d.esirable" and "somewhat

desirable" information is onry rarely discl-osed? Developmenl:

of an interval or ratio scale woul-d permit a ranking of the
items of informatj-on according to their desirability and

a quantitative assessment of the relative utility of any
given item of disclosure" such a scale would also permit
assessment of the extent to which individual firms disclosed
the desired information.

The study was concerned not with hou information
should be disclosed but, rather, uhaú information is
required by stockhold.ers and investors. The existing
financial statement formats were assumed to be an acceptable
manner of presentation for financial information: it is
possible that- the existing formats rây, in fact, be

inadequate. Research into the methodology of presentation
of financiar information would appear to offer a logical
extension to this study"

without careful determi-nation of the users, needs,
the efforts of those charged with the improvement of
financial reporting practice coul-d be seriously misdirected.
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Periodic research efforts to monitor the perceptions of the
fi-nancial community with regard to financial_ reporting,
in all its aspects, wourd appear to hold promise for the
future" At a minimum, such activity would make management,

as i,sell as the accounting profession, more responsive to the
needs of the users by establishing valuable channels of
communication 

"
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APPENDIX A

January 22, 1973

HOI^T OFTEN HAVE YOU QUESTIONED THE QUANTITY AND QUAL]TY OF FINANCIAL
ANNUAL REPORTS?INFOB¡4ATION PROVIDED IN CORPORATE

such quality and quanÈfty 1s the topic of this research, which isbeing undertaken in partial fulftllment of the requirements for thedegree of Master of Business Administration, The university ofManltoba.

Your oplnfons as a chartered Financial Analyst, regarding the util-ity of selected items of information will pro.ría. a means of eval__uating the adequacy of dlsclosure in annuai reports. The resurrsof Èhis reasearch, hopefulry, can read to impråvement in the quarityand the quantity of ffnancÍal reportíng in Cãnada.

Your response will be utl-ltzed only in the preparation of statistic_al surunarles; lndivídual replies will not ¡ä rererred to in any way,and wíll be destroyed follovring transcriptíon. The number on thequesÈionnaLre is only to provide a means of ídentifying non-respon-dents.

The questionnaire is necessarily rong, as the topic area fs quitebroad; however based on a pilot study, you may reasonabry expect tocomplete it in less than thirty minutes

Your early compleËion and return of the questionnaire wfll facir--I,tate the tÍmely completion of my projeci. Any additíonal commenËswhich you might care to provide are encouraged and will be apprec-Íated. rf you would like a sumnary of the ãtrray, please check thebox at the end of the questionnaire.

Thanking you fn advance for your co-operation and assrstance, r
remal_nn

Yours sincergly,t/I r\
\-r.\,/ - ¿\----.- .-----€-

I^]ILLIAM G. EAMER
1111 Polson Bay
t^Ilnnlpeg, ManlËoba
R2X 1M7

T2I
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SURVEY OF THE ADEQUACY OF ANNUAL REPORT DISCLOSURE

INTRODUCTION

Thfs questfonnaLre fs cornprfsed of four sectfons:
A - contafns sÈaÈenenÈs regardlng the scope and fornat of the annual

rePort.
B - seeks your oplnlons regardfng the desfrablllty aad nethods of

dlscloslng incone sCaEeEent data.

C - luqufres abouÈ lnfor¡natfon usually found fn the baLance sheet.
D - concerDs ftself l¡fth the funds sÈatement.

The quesclons fncluded perÈaln to the data presently dfsclosed 1n annual reports or that.
hae serlously been suggested for future disclosure. The dollar anounts of Èhe 1Ëens
under conslderatlon are to be regarded as signfflcant or naterlal. You are asked Èo
deternlne wheÈher or not they are useful for your analytlcal purposes.

Por this study, please confine your opfnfons to the lnformatfon whLch fs, or should be,
presented in corporate annual reports. I{hfle fc 1s recognfzed ÈhaÈ other sources do pro-
vlde valuable lnforrnation, the scope of thts study ts l1nlted to disclosure 1n annual
reporÈs on1y. Perhaps 1f dfsclosure 1n annual reports could be lnproved, less rellance
çrould have to be placed on other informatfonal sources"

SECTION A - GENERAI,

In this sectfon, you are asked to please check the agree, disagree
or no oplnlon column, dependlng upon your opinfon as to the use-
fulness of the iÈen covered by the statement,.

A-1. Ffnancial inforoation presented 1n the followfng sectfons of
the annual ¡eport should be covered by the audftorts opinlon.

a. Flnanclal highltghts
b. HlstorÍcal sunmary

A-2. . Extendlng the audltorrs oplnlon to cover all the financlaL
LnfornaË1on presented ln che annual report r¿ou1d be useful.

A-3. Where a range of posslbllfEtes exlsts, the accountlng
frfncfples used by a company should be disclosed.

L-4" Dlsclosure of che followfng infornraÈ1on concerning subsldiaries
fs useful for analytlcal purposes.

a. Nanes of subsldlaries
b. Lfne(s) of business
c. Operatfng revenues
d. OperaElng proffrs
e. Accountlng basls of Èhe DaJor classes of assets
f.. Omershlp percenÈage of the parenÈ company
A. Officers and dfrectors
h. MeÈhod of allocatlng JolnÈ cost.s anong the subsfdfaries

A-5 A sfngle set of accounting princlples wfth a mfnlmum number of
acceptable alËernatlve appllcaÈfons should be used.

a
b
c

f.
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A-6" InformaËfon concernlng a company's budget (earnlngs forecast)' for Ëhe coming year should be lncluded tn the financlal
atatenenÈs.

If you dlsagree or had no opfnfon, please proceed to questlon
A-8" If you agreed wfth thls sËaÈement, please ansr¿er parts
(a) through (g) that follow, and quesÈ1on A-7.

Budgetary lnfornatlon should lnclude esËlmates of the
followlng ltens:

ac gross sales--tota1
b" gross sales--by component group, vrhlch ln this study,

t¡ould be all subsidiaries or divlslons whÍch account
f.ot L5l or ¡nore of a comoanvts revenue.

e" capltal ínvestEent--Èotal
d" capftal invesÈment--by courponent group
e" r¡et lncone--total
f,. ret fncoxûe--by coroponent group
g" loug-term flnanclng Ëo be undertaken durf.ng the

year
A-7" Budgetary informatlon should be covered by the audÍtorrs

'Jò0
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þ
ôo
.ü
ø
r{

b

d

Í.

IconLng

opinfon.

A-8. The slngle step form of lncome statetrent 1s roore useful than the
rûu1tlp1e step lncoûre statenent.

Á-9" Wheu nJnorLty shareholder lnteresËs exist, thelr share of proffts
should be lisÈed r¡ith oEher ltems of expense raÈher than listed
as a separate cost after income taxes.

A-10" Incone from unconsolldated subsídiarles should be shor¡n with.o
ltens of income and expense rather than as a separale ltero after
fncome taxes.

A-11. The rfghÈs and oblfgatlons that arfse due Èo execuÈory contracts
(leases, purchase commlÈments, employment contracts, etc.)
should be disclosed.

^-12 
Reporting Èhe quanclty of unfllled orders provldes useful
laformatlon for analysls.

A-13 If no funds statemenË fs presented, the analysis of the company
fs serl.ouslv hampered.

SECTION B - INCOME STATEMENT

In the remalnfng sectlons, you are asked to please check one of Ehe four
coluDns for each questlon"

Colurnn l: should be used for those iËems whfch are absolutely necessary
for your purposes. In other words, for those items vhlch are
of such lmportance that your analysis fs serlously hampered by
Èhefr absence.

colu¡on 2: le Èo be used for those ltems srhich are not absorutely necessary
but provide additlonal lnformatlon r¿hlch ls useful (buc nor
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essenÈ1a1) for your analysls.

Colurnn 3: should be used for Èhose ltems whlch provlde fnfor¡natfon
srhlch has only llmtced usefulness, buÈ does facllitate the
analysfs of the flrm.

CoLunn 4: should be check for rhose ltems whlch you thfnk provlde lfttle
ff any, lnsfght 1nÈo Èhe flrro and cherefore are noÈ useful Èo
you" 12 3 4
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B-1. i.Ihen appllcable, should dfsclosure by component group,
ç¡hich in thls srudy, would be all subsidlarles or dLv-
lslons s¡hÍch account for I5"/" or nore of a conpany's
revenue, be nade as to the:

a. dollar sales?
b. sales as a percentage of the conpany total?
c. contribuËfon proflts before allocatlon of

coEllon cosÈs?
d. ûet opetating proflt as a percentage of the

conpany total?
e" return on assets enployed?

V2 When presenting the cost of goods sold section of
the lncone staternenÈ should reference be made to:

a. the begfnning flnlshed goods inventory?
b" traterlals, supplLes, eEc. purchased durlng

the year?
c. rùages, salarJ.es " etc" ?

d. deprecfatlon?
e" Any other costs entering into the Ëotal

cost of goods sold?

B-3" If both depreclaËfon and depleÈ1on exfst, should
they be dlsclosed separately?

B-4" Should the depreclatlon and depletlon merhods be
dfsclosed by classes of asseÈs?

B-5" In the event that a flrm uses a dlfferent accountlng
meÈhod for flnanclal and Eax purposes, should an
estinate be made of Ehe effect of the dlfference in
the current year?

B-6" CurrenÈ research and development expendlcures can
have an fmporEant lmpact on the future of a ffrnr.
should Èhese cosÈs be reporËed separately?
If you checked column 4, please conÈinue on Èo ques-
tfon B-7. lf you checked column Ir2 ot 3 pleasé
answer the following quesEions (a) through (d)"
Should an aÈtempt be made Èo:

a" segregate the costs assoclated r¿1th
new produc! developmenc?

b

d
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b. determlne Èhe cosÈs assocfated lrlth the
developroent and funprovenenL of existlng
produc ts ?

c. deÈernfne Èhe costs assoclaEed with pure
research?

d. capitallze the costs assocfaËed !¡Íth Èhe
developmenc of ner.¡ and exLstlng products?

B-7. llarkeclng costs 1ikewise can have an lmportant
effecÈ on the fuËure of a f1rm. Should thev be
reporÈed separately?

8-8. If federal lncome taxes were segregated fron other
fncone taxes when reported 1n the annual staÈenenË,q¡ould such a segregaÈion provide useful informatlon?

B-9. Should extraordinary ite¡rs be segregated fro¡o theresults of ordinary operatlons and shovm separaÈe1y
1a the lncome staËenent, with disclosure nade of
the nature and Ëhe amounÈs?

B-10. hlhen presenting earnlngs per share, should
df.sclosure be made as to the means of determln_
log the ouÈstanding shares?

B-11. If potentlally dllutive stocks or securftfes are
outsËanding, should Èhe financlal sÈaEements DresenÈ
the oethodology used in deterroinlng ',ful1y dliuted,,
earnings per share?

B-1-?. When past servlce costs associated w1Èh a pension
plan have not been complecely v¡rítten off, should
the statenents dlsclose the period of the t.lne over
which these cosËs are to be charged?

B-13. Do you thlnk thaL rhe followfng ltems relating to
the courponents of Lncome tax expense should be
dlsclos ed?

a. Taxes estlmated to be payable.
b. Tax effects of timing differences.
c. Tax effects of operatlng losses.

SECTION C - BALANCE SHEET

C-1. Cash on.hand, cash in the bank, and oËher near
cash ltems (narketable securlties, certfficates
of deposit, eËc.) are ofEen shor¿n as a single
toEal. Should they be dfsclosed separately?

C-2. Do you think that dlsclosure as to both the cost
and Èhe market value of markeËab1e securlËies
should be urade?
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C-3. The allowance for uncollectfble
noc shor.¡n 1n rhe financral ".;.i:;:::t"rÍ:rilïillatrount be dfsclosed separaÈely?

C-4. InvenÈorles usually conslsÈ of supplles, rawrûaterfals, work ln process, and finfsneá goods.Should Èhese ftens be disciosed separarely?

ç5. Should the prlcing basls for invenEorles (lowerof cost or markeÈ, Earket, cost, eËc.) be dlsclosed?
C-6. If fnventories are priced uslng Èhe lower of costor Dãrket neËhod, should ÈoEa1 costs be dfsclosed?

C-7. Is lnformatfon pertainlng Ëo the method of costdecer@lnation (Lifo, Fifã, average etc") useful?
C-8. If average cost fs used, should the value of thelaveutory as determined under Fifo be st¡o.n (or-vice versa)?

C-9. l{hen a clain for a refund of lncome tax exfsts,should Èhe leasons for Íts occurrence beexplained?

C-10. Should the Eajor classes of depreclabÌe propertybe reported separately?

If you check column 4, please contlnue on toquestlon C-11. If you checked column I, Z, or 3,please ansr¿er the followíng questlon.
a. Should the depreclation related Ëo Èheseclasses also be reporced separately ?

C-11. .Should Ëhe neÈhodology and criterfa used toevaluate invesEmenÈ proposals be disclosed?

C-I2. If the value of the flxed assets devlates mater_fally frorn cost, or cosE less deprecletion, shouldthe statements contain an estimâle of the currentvalue of the fteurs?

c-r3. should rhe type of prepaid expenses and deferredcharges be separately dlsclosed?

C-L . If fntanglble asseÈs exist, should Èhey bereporËed as a separale secÈfon of che balancesheet ?

C-15. Should the amorcl.zatlon of lntangfble assets forthe currenÈ year be reported?
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C-16. Is lnformatfon relalfng eo Èhe cost of short and
long-term credft useful?

C-L7. If debc ls secured, should the naJor elenents of the
eecurfÈy agreement be revealed?

C-18. Should the princtpal provlsfons of the varlous debt
agreements be revealed?

C-19. If convertlble debentures exlst, should the conv-
ergl.on provisLons be dlsclosed?

C-20. I{hen long-tern leases are capitallzed" ls fnform-
atfon relatlve !o Èhe future payments requlred by
these leases useful?

C-2L. When appllcable, should the traJor provisfons of
deferred compensation, employee beneflt plans,
and pensfon plans be dLsclosed?

C-22" If nfnorlty shareholders exlst, should their owner-
shlp percentage be fdentified by subsfdlary?

C-23" l{hen changes occur ln the nurnber of shares of stock
ouËsEandlng should the changes be explaloed?

C-24. Should the nu¡¡ber of Íssued shares of each type
of stock be dfsclosed?

U25. Should Ëhe nunber of authorfzed shares of each
type of stock be dlsclosed?

C-26. Should the par or stat.ed value of the varlous types
of stock be shor¿n?

C-27 " If preferred stock ls ouËstandlng should the call
provlslons (1f any) be disclosed?

C-28. If changes occur 1n the premlum/dfscount on share
capftal account, should these changes be explained
fn the financfal sÈaÈenents?

C-29" Should the cash dfvldends per shate be dlsclosed
fn the financlal staEements?

C-30. When flnancial events occur whlch permft dlrect
addltions to or deductlons from retafned earn-
fngs, should Èhese occurrences be adequately and
clearly explained?

C-31. If a pooltng of fnÈerests takes place, should a1l
prlor yearts lnformatlon shor¡n ln the ffnancial
aËatements be restat.ed Èo lncorporate Èhe pooled
companfes?
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CF32" If a cornpany holds both cortron and preferred stock
fn lts Èreasury, should Ehe purchase prlce and

aunber of shares of each be dlsclosed?

C-33. l{hen stock optlons are granted- durlng the year to
coroPany offlcers and ernployees, should Èhe relaÈ-
tonlhtp of the opÈ1on price to market prlce be

dfsclosed?

ç34. When stock opElon plans exlsË, should changes 1n

the plan durl-ng the year be lndicated?

C-35" Should the number of shares of stock granted under
a sÈock plan and exercisable at the end of the
flscal year be dfsclosed?

C-36" Hhen restrlctions on retafned earnfngs exlsË' should
reference be uade Èo:

a. the source of the restrfctlons?
b. the duratlon of the restrÍctfons?'
c. the amount of the restrlctlons?

SECÎION D - I'IJNDS STAÎB'fENT

D-1. Does a funds stateurent ProvÍde useful lnfornatlon?

Îf you checked column 4 please contlnue oD to
quesÈ1on D-3" If you checked column I, 2 ot 3,
please anslter the fol1o$ting questions (a) through
(c) and questlon D-2.

Should "Funds" be deflned as:
a. working caPltal?
b" net qulck assets?
c. cash?

V2" If a funds sÈaÈement 1s Presented ln Ëhe flnan-
cfal sËatements, should it be covered by the auditor's
opf-nlon?

D-3. Should a segregatlon be rnade beÈween the disPoslÈlon
of funds for replacement of planc and equipment and
the expanslon of plant and equÍpment?

THANK YOU FOR TAKING THE TIME TO COMPLETE THIS QTJESTIONNAIRE.
TO ME IN THE ENCLOSED ENVELOPE.

Sfncerely,

W"G. EAHER
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WOITLD YOU PLEA,SE REÎURN IT

Please check here 1f you desfre a eunmary of the study _



APPENDTX B

LTST OF CORPOR.ATIONS

Abitibi Paper Company Ltd"

Alcan Aluminium Limited

The Algoma Steel Corporation, Limited
Anglo-Canadian Telephone Co "

B P Canada Ltd

BeIl Canada

British Columbia Forest products Ltd"
Canada Cement Lafarge Ltd"
Canada Packers Ltd"

Canadian General Electric Co.

Canadian Tndustries Limited
Canadian Util_ities Ltd "

Consolidated Bathurst l,imited
Continental Can Co" of Canada

Distillers Corporation-Seagrams l,imited
Dominion Bridge Company, Limited
Dominion Foundries & Steel Ltd.
Domtar Ltd"

Du Pont of Canada Limited

Emco Lt.d"

L29
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Falconbridge Nickel Mines Ltd"
Federal Grain Ltd"

Ford Motor Co. of Canada

Genstar Ltd"

The Goodyear Ti-re c Rubber company of canada Limited
GuIf Oil Canada Limited

Hiram Wa1ker-Gooderham & Worts Limited
Hudson¡s Bay Oil & Gas Co"

The rnternational Nickel company of canada, Limited
ïnterprovincial pipe Line Co"

MacMillan Bloedel Ltd"

Maple Leaf Mills Ltd"

Massey-Ferguson Ltd"

Molson Tndustries Limited
Moore Corporation Limited
Pacific Petroleums Ltd.
The Price Company l,imited
Rio Algom Mines Limited
Robert Morse Corporation l,imited
Robín Hood Multifoods Limited
Rothmans of pall MaIl Canada Limited
Shell Canada Ltd.

Silverwood fndustries Ltd"

Southam Press Ltd"

The Steel Company of Canada, Limited
Thomson Newspapers Lt.d"
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TransCanada Pipe Lines Limited

Union Gas Co" of Canada

Westcoast Transmission Co.

Westinghouse Canada LLd"



APPENDIX C

Statistical Methodology

Questj-onnaire Analysi s

selection of a confidence interval for the sample
proportion required an estimate to be made of the true
proportion in the population constituting all cFA's. since
an estimate which was too low could yield results which
would not provide the desired rever of accuracy, it was

decided to determine the maximum deviation possible in the
study" rn questionnaire section A, the respondent was asked
to indicate whether he agreed or disagreed with the item
presented. A repry indicating "no-opinion" was classified
with those disagreeingi, as in either event the respondent
was not in agreement with the given statement. The maximum

possi-bIe standard deviation would occur in instances where

exactly one-half of the respondents agreed wi-th a statement
while the other harf either disagreed or had no opinion.
The standard deviation of the population can be calculated
using the formula:

Io=rrpq (c-1)

twilriam A. spurr and charres p. Bonini , statistical Arwlyst s foz,Business Decisions, (rlomewood, r]]inois: Richard D. rrwin, rnc. , Lg67),p.305"
132
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where p represents the proportion of respondents agreeing

with the statement, 50 per cent, and g the proportion dis-
agreeing, 50 per cent t ot (I-p) " Substituting these

proportions into equation (c-1), the maximum possible value

of the population standard deviation is:
g = /0"5 x 0J

= ,õJ5

0" 5

The standard deviation of the sampler or the stand.ard

erroro which measures (inversely) the precision of the sample

estimate, i.e. o how closely the sample proportion is Iikely
to approach the true population proporLion, can be calculated

using the formula:

P¡a¡,/n (c-2)

where ph represents the hypothetical proportion expressing

agreement, qh is l-ph, and. n represents the size of the

sample" Thus, given the size of the sample 3 and the

minimum acceptable proportion, the standard error \^/as

computed using formula (C-2) z

2tbíd"

" J bLd."

260.

308.Eo
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o,.=W
vã

= 0 " 07715

The concern of the study was with the al-ternate
hypothesis that the true proportion was greater than 0"50;
therefore a one-tailed test was appropriate. The

multiples of the standard error (the z value) can be

computed using the formula:

(c-3 )

using a confidence coefficient of 95 per cent, the z value
5

is I"645 , thus:

1"645 = (ps 0"50)/0"077L5

and

ps = 0"6269

Hence the decision rules were established:

Hypothesis Rule Action
H 0(p f 0"50) ps s 0.6269 Exclude from analysis as

not being significantHr(P > 0"50) ps > 0.6269 rnctude i; análysis

utilizing these rules, the probability of a Type r error,
i"e" n the probability of includj-ng j-nformation which should

JþLd..

5lbid., Appendix D.



135

be excluded, is 0.05" There is a 5 per cent chance that the

nuII hypothesis (Ho) would be rejected in error and that

information which should have been excluded from analvsis

would be included.

The decision rules are predicated on the assumption

that the minimum acceptable population proportion is 0.50,

below which level insufficient support exists for the

statement and its inclusion in the analysis could not be

Iogically justified. Excluding all questions where the

sample proport.ion in agreement was less than 0"6269

recognizes the fact that given a sample of size forty-two
and a confidence coefficient of 95 per cent any lesser

proportion could, statistically, have been drawn from a

population having a proportion l-ess than 50 per cent and

would therefore, by definition, be excluded from the study.

For exampler âssume that of forty-two respondents to

a particular question, 55 per cent signified agreement.

Using one-tailed test with a 95 per cent critical
probability, it may be calculated that a proportion of 0"550

could have been drawn from a population proportion as low

as 0"423" Hence the null hypothesis would not be rejected

and the item would not be included in the study.

The chance is only approximately I in 20 that a

sample of size forty-two exhibiting a proportion greater

than 0"6269 woul-d be drawn from a population having a

proportion of less than 0"50. Table C-l shows how the
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Sample Size

Using a 95

TABLE C-l

and Minimum Sample

Per Cent Confidence

Proportion

Coefficient

Sample Size l{aximum Required
Sample Proportion

25

40

42

45

50

60

0 " 6645

0" 6300

0 " 6269

0 " 6226

0 " 6163

0 " 6062
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decision rure is dependent upon sample size. Based upon

the calculations of formuras (c-2) and (c-3 ) , the required
sampre proportion decreases as the size of the sample is
increased. This reriability measure d.oes not incrude the
effect of bias due to nonsampling errors in design,
incomplete coveragie or bias of respondents. G Nor may it be

inferred, other than as above stated, that the opinions
of the respondents necessary coincide with those of
financial analysts at large.

Cross-Cuftural Study

cross-curtural comparisons were performed utilizing
equivalent statistical criteria. The standard error of
the difference between two independent sample proportions
may be calculated using the formula:

(c-4 )

however, it i-s more convenient to work with the square

of formula (c-4), the sampling variance of the difference:

-JþLd" , p. 268"

'J-þLd." , p" 308.
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ñ- sl
=62+P", P",

(c-s )

(c-6 )

be compared

a two-tailed

" The two-

o2
P=,

As ol = pq/n in each case, formula (C-5) may be rewritLen
vs

AS:

6'DI)'sr - s2

pg pcr
---+-nr n2

where 1 and 2 refer respectively to each of the two samples "

The nuII hypothesis under test is that there is no

difference in the true population proportions, H0 (p, = Pr) "

As the values of pr and p z are unknown, the best estimate

of their value is the weighted mean of the sample proportions,

using the sample sizes as weights " Entering these values

in formula (C-6) and extracting the square root provides

the standard error of the difference"

Modifying formula (C-3) provides:

lfD'sr 'sz
z= (c-7 )opp'sr - s2

which yields a test value for z which may then

with the critical value for z' of 1.96 (using

test and a 95 rrer cent confidence coefficient)

-JþLd..,

'JþLd. I

?ôq

310.

p.

P.
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tailed test is appropriate here because this area of the

study is concerned with differences in the absolute sense

(positive or negative) rather than in only one direction,

as previously"

Assume, f.or example, that the ratio of respondents

favouring a given question \,vas: Canadian, 30/40 and

American 50/60" The weighted mean proportion is, therefore,

p - 30/40 + 50/60 = B0/l-00 = 0"8" The sample variance may

then be calculated using tormula (C-6):

az -Pq+PqP=, P", nl Dz

- 0"8 x 0"2 + 0.8 x 0"2
40 60

= 0 " 00667

Next, extracting the square root yields the standard error

of the difference:

o = /0"00667Dl)-sr -sz
= 0 " 08167

and entering these values in formula (C-7):

0"83t - 0.7s' 0 " 08167

= L"02

indicates that the observed difference deviates from the nul1

hypothesis by L"02 standard errors" A deviation of this size

is expected. to occur by chance alone in 31 per cent of all-

possible samples. In other words, the probability is

approximately 31 per cent that this large a spread between
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the two sampre proportions coutd occur by chance arone,
v/ere the null hypothesis, H0 (p1 = p2), true" As this result
is not significant using a 95 per cent confidence coefficienr,
it is reasonable to fail to reject the nurl hypothesis, and
to attribute the difference between the two samples to
mere chance.

Sample of Annual Reports

The required size of the sampre of corporate annual
reports was calculated (with the confidence coefficient
remai-ning at 95 per cent and again assuming the maximum

possible sample deviation or error of 0.5) usinq the
following formula:

(c-B)

= (0"5) "/ L(0.10)2/ e.s6)2 + (0.s) 2/toll
=49

Where n is the sample size, S; is the standard deviation of
the sample, h is the desired width of the confi-dence
interval, z is the confidence interval coefficient, and N is
the size of the population.

tOJohn Neter and wif riam wasserman, Fund.ønental sLatistics !.onBusiness and Econom.tcs, (New york: Allyn and Bacon, Tnc. ¡ l-966), p. 310.

n : s;/ Ør/" r) + (s-7N) 10


