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The June 7, 1976 issue of Business Week is 
must reading for every owner and man
ager of a small business. Even though the 
article, “Focus on Balance Sheet Reform," 
deals primarily with the problems of big 
corporations, the comments and conclu
sions apply to small businesses to the 
same, if not greater, degree. Lenders have 
always been more thorough in their re
view of the financial statements of 
closely-held entities than those of large 
publicly-held corporations — and all the 
points raised in the article will be brought 
to the fore by every banker in reviewing 
credit applications and renewal negotia
tions of small businesses.

The Need for Capital
Unlike publicly-held corporations which 
can raise needed cash by offering equity 
issues for sale to the public, small busi
nesses usually have only two sources to 
which to look when money is needed for 
working capital or expansion — the own
ers of the company and the banker. In 
most cases, it will be the latter who 
supplies the necessary funds.

With the renewed interest in the balance 
sheet the owner or manager of a small 
business must be well prepared to answer 
questions that have not been asked for a 
while. There was a time when the income 
statement was considered more important 
— despite the fact that the effects of infla
tion were, in many cases, responsible for 
the nice increases in earnings. Most 
bankers still insisted on scrutinizing re
payment ability, but even that considera
tion was tainted by the psychological ef
fect of comparative income statements 
which showed progressively increasing 
earnings.

“Leverage" became a laudable attribute 
until interest rates climbed to the point 
where the debt became a millstone around
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the neck. Even though reasonable lever
age is still a most desirable position for the 
company, it can get a lender into a lot of 
trouble very fast. Therefore, bankers are 
getting back to basics and looking very 
closely at ratios on the balance sheet. And 
they are going a few steps further into the 
new direction — asking questions that 
help bring certain balance sheet items into 
line with economic reality.

Some Joy — Some Grief
Adjusting the balance sheet for the effects 
of inflation is bound to have some pleasant 
results in some areas, but also to cause 
some real grief in other areas. Since the 
underlying idea is REFORM, any changes 
made in balance sheet accounts have to 
find their way into the income statement, 
and it will be there that most of the grief 
comes about.

In going over the various accounts on 
the balance sheet it is apparent why cash is 
usually listed first. It is probably the only 
item that will always be expressed in 
current-value dollars at the balance sheet 
date. Besides being the "anchor" of just 
about any transaction, it is immune to 
adjustments regardless of whether the 
current-value, replacement-value or 
purchasing-power approach is used.

Accounts receivable, so long as they are 
truly “current," are so close to being con
verted into cash that any adjustments for 
inflationary changes would probably be 
immaterial. However, more and more 
sophisticated lenders will be asking for 
detailed and aged lists of accounts receiv
able to help them decide whether this 
account should be accepted at face value 
— other than making customary allow
ances for bad debt losses.

Long-term notes receivable, on the 
other hand, will have to be discounted for 
the loss in purchasing power.

Marketable securities have traditionally 
been stated at acquisition cost, possibly 
with a footnote disclosure of current mar
ket value. Naturally, the purchase price 
may be completely unrealistic — depend
ing on when the securities were acquired. 
Needless to say, if they were purchased 
before the last recession their restatement 
can cause a lot of grief, while if they were 
acquired at the “bottom" of the market, 
there will be pleasant effects on the in
come statement. Investments in uncon
solidated subsidiaries, as well as pur
chases of 5% or 10% of the stock of totally 
unrelated companies will be considered to 
be a proportionate share of the equity of 
the other company, rather than the 
amount of the reporting company's origi
nal investment. Since presumably the 
other company is also on a “current
value" basis, the investment would thus 
be stated at a realistic value.

Inventories are probably first-rate can
didates for adjustments, since they are 
stated at totally misleading figures. The 
first in, first out method probably comes 
closer to a realistic figure, but the tra
ditionally conservative pricing at the lower 
of cost or market works to defeat the con
cept of current values. The last in, first out 
method, which has been adopted for tax 
saving considerations by many com
panies, is so far removed from replace
ment values that the adjustment will 
probably be quite sizable. Whatever 
method is used by the business, to trans
late the balance sheet into current values 
will require stating inventories at the 
amount it would cost today (the balance 
sheet date) to replace the items.

Plant and equipment are invariably 
stated at original acquisition cost less ac
cumulated depreciation. Adjusting these 
figures to current values presents a whole 
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new set of problems. It would be unrealis
tic and wrong under the concept current 
or replacement values to simply substitute 
the current cost of replacing machinery, 
equipment, and buildings for the histori
cal cost. The emphasis should be on pro
ductive capacity, substituting the type of 
equipment currently available that would 
produce the same output. Some very sur
prising results could happen when man
ufacturing equipment is (for purposes of 
restating balance sheet values) replaced by 
more modern and technologically ad
vanced machines that could match the 
production of the currently used, possibly 
outmoded, machinery. Naturally, ac
cumulated depreciation as well as current 
changes for depreciation expense must be 
adjusted along with the plant and equip
ment account, and useful lives must be 
reviewed with an eye towards future 
technological advances rather than the 
physical usefulness of the asset.

Land and income-producing real estate 
fall into the same troublesome category as 
plant and equipment. Land and natural 
resources are unique, since they cannot be 
reproduced or increased. Most lenders 
will look at land from the standpoint of 
realizable value, provided there is a rea
sonable expectation that the land will be 
sold. Raw land may be valued at its ulti
mate realizable value less the cost of de
veloping it for its intended purpose. 
Natural resources lend themselves to val
uation on the basis of expected return and 
future cash flow. Rental properties are 
subject to established appraisal proce
dures, and most lenders will automatically 
substitute their own valuation estimate for 
whatever appears on the financial state
ments. Accountants have, with proper 
disclosure, substituted appraised values 
for historical costs in this area for a while. 
The dilemma has been the disposition of 
the appraisal surplus and its amortization.

The "Fuzzy" Intangibles
Undoubtedly the most controversial area 
is that of intangibles which occupy a per
manent place on the balance sheet. 
Goodwill, or the excess of the total pur
chase price given for a going business over 
the values assigned to specific assets, is 
not eligible for amortization under the tax 
laws. Therefore, most small businesses 
keep this capitalized investment on the 
balance sheet forever — long after the 
actual value of any goodwill has passed. 
Despite the fact that it is not a tax
deductible expense, the value of goodwill 
should be written off over a realistic period 
of time and charged to the cost of doing 
business. No matter how well established 
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the acquired business was, unless the ac
quiring business can earn the confidence 
and continued patronage of the customers 
of the predecessor, they will not remain 
customers and there will be no beneficial 
effect of goodwill. To a lesser degree this 
would apply even to a "captive” market 
(where the acquired company had an ex
clusive process, product or license) since 
nothing seems to be irreplaceable any 
more in today's world of rapid technologi
cal advances.

The Debt Structure
Moving over onto the liability side of the 
balance sheet, current accounts payable 
and accrued expenses will be viewed 
much like current accounts receivable — 
they require the use of cash within such a 
short period of time that any reevaluation 
appears unnecessary and an exercise in 
futility.

Long-term debt, on the other hand, is a 
hotly debated item. There is true leverage 
in a mortgage that has 40 or 50 years to 
run. If inflationary trends continue even at 
a modest pace, the last payment due in the 
year 2016 or 2026 may be peanuts in the 
cash flow statements of those years. Ac
countants are not ready to do anything 
about long-term debt, but lenders tend to 
ignore it except for taking annual pay
ments into account for their evaluation of 
the repayment ability of the applicant. A 
possibility for adjusting long-term debt to 
current values is to discount a debt at 
current interest rates and show the gain or 
loss as if the company were to retire the 
debt now. However, barring very unusual 
circumstances, few businesses would be 
inclined to accelerate the repayment of a 
long-term debt obligation, and thus the 
adjustment appears futile. Nevertheless, 
in due time businesses, regulatory agen
cies and the accounting profession will 
have to come to grips with this problem if 
reform is to apply to the total balance sheet 
rather than just the asset side.

The use of reserves, particularly valua
tion reserves and deferred tax items, on 
the balance sheet is not wide-spread in 
small businesses and it may suffice to say 
that most reserves will probably disappear 
altogether under the concept of current 
value restatements.

The Effect on Income
That leaves the question of the disposition 
of these adjustments necessary to bring 
the balance sheet in line with economic 
reality. Since reserves are a taboo, all ad
justments will have to be shown on the 
income statement — for better or worse.

What is a true measure of income — or 
for that matter, management perfor
mance? Disregarding for the moment the 
concept of replacement values, it is the 
best possible match of operating income 
with the related costs attributable to the 
same period. But does a FIFO inventory 
priced at the lower of cost or market really 
reflect the cost of doing business? The 
LIFO method produces a much more 
realistic cost picture, since the purchases 
and manufacturing expenditures reflected 
in cost of sales are at the most recent 
prices. But LIFO leaves the balance sheet 
with unrealistically low values that require 
an adjustment to replacement costs. 
Clearly that adjustment is a period cost 
which could greatly distort the cost of 
sales for the current year, unless the open
ing inventory is restated under the same 
criteria—an adjustment below the bottom 
line. Depreciation is another significant 
cost figure and if plant, equipment, land, 
natural resources and rental properties are 
restated on the balance sheet depreciation 
charges must reflect these adjustments.

There may be quite a few "below-the- 
bottom-line" adjustments, and there 
should be a distinction between current
period gains and losses resulting from re
statements of balance sheet accounts and 
"holding" gains and losses, where the 
effect on the income statement is not yet 
realized through sale or other disposition.

An Invitation to Defraud?
The pressures that are bringing about 
these changes in accounting concepts and 
procedures come from financial analysts, 
investment advisors and big banks. They 
have long contended that they are the 
ultimate and only true users of financial 
information and that they have never been 
given the information they really needed 
to make decisions on investment recom
mendations and the granting of credit. 
They have long substituted their judg
ment for the historical cost figures that 
appeared in the financial statements.

Now management and their account
ants are asked to furnish data which are 
largely based on assumptions. Account
ants will be facing a very difficult role. The 
public has always been entitled to rely on 
the opinion expressed by CPA firms that 
the financial position of the company is 
fairly presented. Audit procedures and 
generally accepted accounting principles 
are designed to protect the public against 
management fraud — preventing man
agement from "window-dressing" its fi
nancial statements. And in a number of 
law suits the public has left no question 
about the fact that it means to take the



 matter of reliance at face value. It remains 
to be seen whether the current trend to
wards substituted values will prove to be a 
haven for those who aim to make their 
companies look a few shades better than 
what the situation really is. It appears that 
the responsibility for the "fair presenta
tion" of financial data will have to be 
shared by those who contribute input to 
the revamped composition of the balance 
sheet. It is one thing to restate inventories 
at current market values if all items are 
purchased but quite another thing when 
the stock is composed mostly of manufac
tured goods and an entirely new ballgame 
when it comes to substituting a completely 
new set of manufacturing equipment and 
plant for the existing facilities if such a 
substitution is to be measured by product
ive capacity rather than merely re
calculating the plant investment on the 
basis of replacement costs.

With the new emphasis on the balance 
sheet, with adjustments in the income 
statement going both ways, and with all 
effects of restatements finding their final 
resting place in stockholders' equity, the 
temptation to manipulate may be greater 
than ever and much harder to control.

Bankers are in a much better position 
than financial analysts because they are 
closer and can ask specific questions and 
require detailed analyses that go beyond 
the financial position at a fixed date. They 
can find out about transactions consum
mated just before the balance sheet date 
for the sole and specific purpose of im
proving the company's current ratio. They 
make it their business to find out how fast 
inventories turn over and what and WHO 
makes up the list of current receivables. 
Repayment ability is still the overriding 
consideration for the extension of credit, 
even if the revamped balance sheet shows 
a greatly improved debt-equity ration.

Miss, 
Mrs.
or 
Ms...
... this message is just for you
All too often, professional women tend to avoid high technology compa
nies like ours. They seem to have an unwarranted concern about the tech
nical aspects of the business environment.

We think this is a mistake. For those of you interested in adding to your 
accomplishments, the rewards can be far-reaching.

Actually, there is little difference in the business operations of non-tech
nical and technical organizations. In both cases, the requirement for a 
sound working knowledge of business fundamentals is identical. Our 
legal, financial, and other business professionals are just that . . . profes
sionals in specialized areas of business.

In our organization, of course, some experience in a manufacturing or 
technical environment is desirable. However, there is no need for a pene
trating knowledge of our engineering technology.

What It Means to the Small Business 
Businesses, as well as the accounting pro
fession, will be forced into making some 
rather radical changes to accommodate 
the true users of the financial statements 
— creditors, potential lenders and in
vestment advisors. For the owner or man
ager of a small business, these changes 
may be much less dramatic and probably 
some time in coming. But it will be good to 
realize that the banker downtown is look
ing at the balance sheet with a much dif
ferent eye — through a pair of glasses that 
make automatic adjustments to current 
values.

So look on the positive side. Direct your career thinking towards a high 
technology company like ours. We are sure that those with good spe
cialized business skills, and an ability to 
grasp our manufacturing fundamentals 
will find the work challenging and your 
accomplishments recognized.

Make sense? Then send your resume to 
P. R. Smith, Management Placement, 
Pratt & Whitney Aircraft Group, Office 
142 East Hartford, Connecticut 06108

An Equal Opportunity Employer 
Male and Female
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