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ABSTRACT

The accounting literature of the nineteen seventies
has contained many views on whether public companies should
be permitted or required to disclose forscasts of financial
information. This thesis reports on two studies undertaken
to shed light on two different aspects of the issue.

In the first study an experiment was conducted to
test the effect of earnings forecasts in an annual repoxrt on
investment analysts' predictions of earnings per share and
:*ock price. The results indicated that the earnings fore-
casts did have an effect on the general level of analysts!
forecasts. There was no strong evidence, however, that the
forecasts had an effect on the confidence of analysts, or on
the concensus among analysts. The conclusion was reached
that the earnings forecasts were useful to the analysts.

In the second study 240 antual reports were examined
to ascertain the incidence and nature of forecasts of company
results. References to future resulis were categorized using
a taxonomy specially developed for this purpose. It was found
that forecasts were widespread in the sample, varied as to
their form, and normally not very specific. The dominant
pattern in the forecasts was one of strong predictions of
increases, growth, or improvement. Of several company character-
istics, only size and industry appeared to be related to the
incidence of predictiions of earnings increase. Predictions
concerning next year's earnings were usually accurate, but no

more accurate than predictions generated by simplistic rules.
iii
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CHAPTER I
BACKGROUND AND LITERATURE SURVEY

1. Introduction

It is generally accepted that Canadian society
allows corporations to exist and operate in order to fuifill
certain needs of society. Essentially, corporations are
permitted to gain control of certain scarce resources and
expected to efficiently converti these resources into goods
and services of value to society. Corporations are able to
gain control over scarce resouxrces only because investors,
i.e., shareholders and creditors, are willing to invest in
the corporation in the hope of reasonable returns on their
investments. To provide protection against loss for present
and potential investors and to encourage efficient allocation
of the country's resources, society insists that corporations
periodically issue reports including certain information. The
specifics of the reports vary depending upon whether the firm
is public or private, and whether the firm is about to issue
securities, but the general motive is the same. The motive is
to provide actual and potential investors with information
relevant for an appraisal of the firm and for an appraisal of
the value of an investment in the firm.

For some time now, the basic reporting requirements
have included an annual income statement and balance sheet
based upon historical data. Although some have seriously

questioned the usefulness of these traditional statements
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(Ross, 1967), they are evidently thought by many to be at
least somewhat useful for appraising the past operations of
a firm and its financial position at a point in time (Backer,
1970; Financial Analysts Federation, 1972). Several sugges-
tions for improving corporate disclosure have been put forward
in recent years. Noiiceable among these have been the con-
cepts of current value accounting, general price level ad-
jusiments, segment reporting, accounting for human assets,
and the disclosure of forecasts. It is the last-mentioned
suggestion, i.e., that firms discliose forecasts, that is the
subject of this thesis.

Various terms have keen used in writing about the
general topic of forecasts, e.g., earnings foreécasis, budget
disclosure, disclosure of future-orignted informaticn, finan-
cial forecasts. Standardized terminology is not yet apparent
in the discussion of the topic. The possible distinctions
among the various *erms is not important in this chapter,
however, and the terms will be used intexchangeably to refer
to suggestions for more systematic public disclosure of cor-
porate plans and results.

North American interest in the topic, as evidenced
by writings in the financial literature, became widespread
during the early nineteen soventies. Interest in Canada led
to the major study by Kidd (1976) for the Canadian Institute
of Chartered Aczcountants. That the interest remains high

today is evident from the continuing xesearch effort of the

CICA (Thomas, 1977).
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The reminder of this chapter provides a review of
the literature on disclosure of forecasts and indicates the

nature of the studies reported in this thesis.

2.. Early Non-Empirical Literature

Cooper, Dopuch, and Keller (1968) credited Rice
(1947) with being the first to suggest the value of firms'
disclosing budget information. Cooper, Dopuch, and Keller
concluded that there was no extensive support in 1968 foxr
budgetary disclosure but that interest was growing. Their
perception was correct. In the ensuing four years there
appeared a number of articles dealing with the possibilities
and problems of reporting budgets.

The context in which early avthors suggested the
disclosure of forecasts varied. So also did the specific .
suggestions as to type and format of infecrmation, and the
role of the public accountant. The variety of concerns and

suggestions of early writers was considerable.

Coughlan (1959) advocated the calculation of income

by individual projects rather than by period of time. He
argued that project assets should be valued at the present
value of net receipts and that project income should be rec-
ognized as earned according to the rate of return for the '
individual project.

Birnberg and Dopuch (1963) developed a conceptual
framework for disclosure which is at least implicitly accepted

by all advocates of budget disclosure. Birnkerg and Dopuch




advocated that management articulate their goals and expecta=
tions and that results be reported in terms of these goals.
Green (1964) suggested disclosure of the year's
expected fixed costs and coniributicn goal along with quarterly
ceatribution targets snd actual performance.
Wilkinson and Doney (1965) wrote from ithe perspective
of enlarging the audit furnction so as to better serve as an

audit of managexrial performance. They suggested that the

ty

auditor should express an opinion on the reasonableness o
management's forecasi financial statements and that the
auditor should evaluate managemeni's past performance by
analyzing the differences beiween expectations and realization.

For Cooper, Dopuch, and Keller (1968) the main inter-
est in budget disclosure was in the perspective it provided
regarding some alternatives for modifying existing accountiing
practice. They agreed with Wilkinson and Doney {1965) tha* pro
forma financial statemenis should be disclosed. They suggested
that the auditor should attest o management's explanation of
the variances between aciual and budgei. They also suggested
that perhaps capital budgets and other supplementary data
should be included, and that interim reporits and comparisons
might be desirable if conditions changed significantly.

Pincus (1968} also argued for the updating of fore-
casts and suggesied that forecasts be expressed as ranges to
indicate a margin for error. Similarly, Morrison (1970) sug-

gested the directors' probability distribution be published.

Mitchell (1969) and Solomon (1969) advocated the

o
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disclosure of budget financisl statements, but Solomon urged
the forecasts be restricted to prospectuses for the time being.
Solomon also added that management's underlying assumptions

and forecasting methods should also be disclosed.

The majority of early articles argued that budget
financial statements, cast in the format of traditional
historical statements, were the logical candidates for fore-
cast disclosure. Edey, however, was cited by Tompkins (1969)
as having urged in 1963 that management publish forecasted
cash flows. Norr (1970) and Backer (1970) suggested planned
capital expenditures should be disclosed. Norr claimed that
investment analysts want this information and Backer indicated
that bankers making long-ierm loans want it.

Several early authors commented on the possibility
of public accountants' attesting to managements' forecasts,
but few explored the problems in depth or made concrete
suggestions for executiing such an attestation (Mautz and
Sharif, 1961; Roth, 1969; Stettler, 1968; Gibson, 197i;
Wilkinson and Doney, 1965; Linowes, 1965; Nurnberg, 1971).

Exceptions in this regard were Ijiri (1968), and Tompkins

(1969). 1Ijiri took a conceptual approach, pointing out the
need for budgeting principles and procedures and budget-
auditing standards and procedures. Tompkins extended Ijiri's
concepts somewhat.

The early literature generally suggested that the
public accountants' recle should be to attest that the project-

ed financial statements follow logically from the underlying




assumptions and that generally accepted accounting principles
have been applied in a manner consistent with the previous
year's historical statements. Morrison (1970) and Grenside
(1970), however, commenting upon English accountants'! attest-
ation of profit forecésts, argued that English accountants
should also pass judgement on the reasonableness of the
assumptions. Nurnberg (1971) said the same .rom & North
American perspective.

Many authors other than those cited above contrib-
uted to the early discussion by analyzing the pros and cons
of forecast disclosurel or the possible extension of the
public accountant's attest function.?

North American interest in forecast disclosure was
heightened in the late sixties and early seventies by

regulations and recommendations developed in the United

Kingdom. The London Stock Exchange required forecasts in the

prospectuses of firms listed or seeking listing; The City
Working Party, a voluntary group of United Kingdom financial
organizations, allowed forecasts in takeover bid circulars;
and the Institute of Chartered Accountants of England and
Wales issued recommendations to guide members in their in-
volvement with corporate forecasts.

North American observers were kept informed by
several authors who described the situation as it developed
in the United Kingdom: Pacter (1969), Hicks and Johnson
(1969), Graham (1969), Grenside (1970), Fraser (1971), and

Gibson (1971).

o AAMRT - ¢

v o s < e et

PaShTT

e AN AN R AR P A R 3 A £ WO
K K
. '

g e i e s &

s

o

v
[

S ‘.



3. More Recent Non-Empirical Literature

According to the Financial Analysts Federation's
Special Committee on Corporate Forecasts (1973, p. 12)
opinion in the United States favoring the broader dissemination
of corporate forecasts was crystallized at the November 1971
Symposium on Ethics in Corporate Reporting (Burton, 1972).
The brocad concensus emexrged that corporate forecasts was the
most significant current issue in corporate disclosure to the
investor and, coincident with the symposium, Securities and
Exchange Commission Chairman Casey announced the SEC would
undertake a review of its policy which prohibited forecasts
in filings with the Commission.>

When it became obvious that the SEC might permit or
require some kind of corporate forecasts various interest
groups and academics stepped up their research of the issues.

Presentations of the different points of view were made at the

SEC Public Hearings in the Mattexr of Estimates, Forecasts or

Projections of Economic Performance and Related Subjects,
Novemher 20 to December 12, 1972; and at a major conference
on April 2 - 3, 1973 (Prakash and Rappaport, 1974).

The Financial Executives Research Foundation (1972)
and the Financial Analysts Federation (1973) commissioned and
published research studies which formed the foundations of
their positions. |

A number of articles discussed the question of
legal liability arising from forecasts (Basi, 1976; Gillis,

1973; Herwitz, 1974; Mandel and Altschul, 1977; Sidley and




Austin, 1972).

Other authors continued the discussion of extending
the public accountant's attest function (Carmichael, 1973,
1974; Committee on Basic Auditing Concepts, 1972, p. 30;

Fess and Martin, 1973; Gormican, 1973; Kripke, 1972). Nctable
among this group was Guy {(1972), who built upon the work of
Ijiri (1968) to develop an auditing methodology for projected
financial statements.

Numerous writers analyzed the advantages and dis-
sdvantages of forecast disclosure: Accountants International
Study Group (1974), Anton (1976), Bissell (1972), Brown (1972),
Burton (1976), Cook (1973), Corn (1974), Henry (1975), Kapnick
(1972), Kripke (1972), Markwalder (1974), Nickerson, Pointer,
and Strawser (1974), Shank and Calfee (1973}, Sycamore (1974).
Hipgrave (1976) reviewed the situation in Canada and discussed
the opportunities for operations researchers in forecast pre-
paration and third psrty review.

The issue was also discussed by authors whose topics
were much larger in scope: Bedford (1973, p. 36), Committee
on External Measurement and Reperting (1973, p. 246),
Hendriksen (1977, p. 545), Skinner (1972, p. 360), Study Group
on the Objectives of Financial Statements (1973, p. 46),
Select Tommittee on Compazny Law (1973, Ch. 19). The last-
mentioned study was of particular interest to Canadians be-
cause the committee of the Ontario Legislature concluded that

the advantages of some formal type of financial forecasting

out~weigh *he disadvantages and that earnings forecasts

o .

s S a4 oA 1-imen

-

Bl

iy



should be independently reviewed, probably by public

accountants.

The situation in the United Kingdom was fuxrther
examined by Carmichael (1973) and Davison (1973).

Since 1972 there have appeared several more rigorous

analyses of the possikle usefulness and the impact of forecast

disclosures, and more detailed suggestions as to appropriate
forecast procedures, reporting principles, and formats.
Stewart (;973, Ch. 8) did an economic analysis to assess
possible benefits to the individual investor and the impact
on the resource allocation funciion of the capital markets,
Stewart's conclusion was that public disclosure of forecasts
would likely result in only marginal economic benefits and
costs, and that perhaps the most important single benefit
would be the appearance of equity which would be created by
public distribution.

Gonedes, Dopuch, and Penman (1976) did an information
economics analysis to assess whether a rule requiring forecast
disclosure is consistent with Pareto optimal allocations of
resources. The analysis reached no unambiguous conclusion,
but did suggest that many widely accepted justifications for
disclosure have, as yet, little theoretical support.

A third economic analysis of forecast disclosure
was presented by Hakansson (1977). He concluded that even
though full disclosure may lead to some economic ineffi-

ciencies, it is difficult to argue against overdisclosure in

view of the fart that the majority of investors are likely to




benefit, at least in the short run.
Ronen (1974 a) developed a hierarchy of objectives
that showed the relationship of management forecasts to

overall objectives for external reporting. The same author

examined the theory of discounted cash flow accounting
(Ronen, 1974 b) and used one firm to test the feasibility of
preparing discounted cash flow accounting statements

(Ronen, 1974 ¢).

Clark and Elgers (1973) worked from investment
portfolio theory to conclude that financial reports would be
more useful to investors if they included expected data and
the sources of variability in these expectations. The authors
developed a tentative format for budget reports incorporating
probabilistic iaformation. Clark and Elgers based their con-
clusions in part on the empirical evidence gaired from eight
case studies.

Ijiri (1975, Ch. 9) examined ways in which the
reliability of management forecasis may be improved by
standardizing forecasting processes. He argued the need for
forecasting principles to standardize forecasting processes,

and outlined the areas to be covered by such principles.

Cramer and Sorter (1974, p. 343f) presented illus-

trative financial statements including earnings forecasts:
The Amexrican Institute of Certified Public

Accountants issued two important releases: Guidelines for

Systems for the Preparation of Financial Forecasts (1975 a)

and Presentation and Disclosure of Financial Forecasts
{1975 b).
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These did not advocate nor discourage the publication of

forecasts. They did, however, provide advice on preparation,

R R S

presentation, and disclosure for members and firms that are

involved in forecast disclosure. The AICPA is still studying

it Mg e et

the matter of third party review of forecasts.
Writing on the topic of forecasts has not been

nearly so prol n Canada as in the United States. The

B T e Mo oy M g ek dilmbem

The study was commissioned by the Research Department of the
Canadian Insiitute of Chartered Accountantis. The concerns
and aims of the Research Department were expressed in the
foreward to Kidd's study:

~ Because relatively little has been
writtenr in Canada about publishing
earnings forecasts, and because of
doubts about the "transferability" of
UK or US experience and thinking, this
Research Study was initiated with the
following terms of reference:

1. To provide a comprehensive discussion
of the problems and issues relating to
the publication of earnings forecastis
in Canada, and thus to facilitate
informed discussion by all interested
parties.

Assuming that earnings forecasts are
in future to be included in annual
reports of public companies, in
prospectuses, in take-over circulars,
or in interim reports, to study and
reach conclusions on the following
questions:

(a) what information should earnings
forecasts include in each of these
four circumstances?
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(b) should the company's auditors be
associated with them in any or all
of these four circumstances, and
if so:
(i) what should their report state;
and

(ii) what procedures should they
perform in support of their
report?

(c) if the auditors are not to be associated
in any area, how can association be
a

The terms of reference deliberately
precluded the author from reaching =z
conclusion as to the desirability of
publishing earnings forecasts. The aim
was that all the pros and cons of
publishing earnings forecasis should
be set out so as to facilitate discussion
of this vital issue by interested parties.
The terms of reference alsc excluded the
study of forecasis prepared for internal
purposes and detailed consideration of
forecasting techniques. The focus was
intended to be on the publication of
earnings forecasts.

The Kidd study was divided into three main parts.
Part I began with a brief chapter on terminology and the
effort required to prepare an earnings forecast. This was
followed by chapters tracing the experience, opinions,
regulations, and literature concerning earnings forecastis for
each of Canada, the United Kingdom, and the United States. A
chapter written by V. P. Alboini summarized the Canadian legal
environment for public forecasting. The final chapter of
Part I summarized the arguments for and against the disclosure
of earnings forecasts. In light of the availability of Kidd's

historical survey of developments in various countries and of

the pros and cons of disclosure, these are not developed in

[
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any detail in the present study.

Part IT of the Kidd study was based upon the major
assumption that earnings forecasts will be disclosed. The
first chapter was devoted to developing a statemeni of object=
ives for earnings forecasts, identifying characteristics which
earnings forecastis should possess, and defining .n earnings
forecast. Subsequent chapters presented specific standaxds
to be followed in the preparation, presentation and dis=
closure of earnings forecasts. Special attention was given
to updating forecasis, forecasts during active corporate
solicitetions, and alternatives to regular and comprehensive
disclosure.

Part 111 of the Kidd study was based upon a further
major assumption: +that some earnings forecastis will be
subject to third pariy review. While recognizing that other
groups might become involved, Kidd considered third party
review only from the point of view of public accoéuntants. An
objective and appropriate scope for the review were suggested,
as were general review standards and specific standards for
field work and for writing the reviewer's comments.

Though his terms of reference preclud.d Kidd from
reaching a conclusion on the desirability of publiishing earn-
ings forecasts, he did make some personal observations in a
postscript. The major points may be summarized as follows:

- Public disclosure of earnings forecasts is noti a panacea,

nt

but it can go a long way towards filling current perceive

information needs and can be an effective vehicle for the
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communication of useful corporate information to the public.

- Any system for disclosure of earnings forecasts should be
introduced slowly, and should be allowed to evolve graduzal-
ly as experience is gained.

- Disclosure of earnings forecasts should perhaps be precluded
in periods of high inflation.

- Not all companies will be able to disclose earnings fore-
casts within the suggested standards.

- It will not be possible to have third party review under the
suggested standards for all earnings forecasts and therefore
third party review should not be required of alil earnings
forecasts.

- Adoption of either the UK oxr US sysiems would not be reason-
able in Canada. The standards suggested by Kidd call for
fuller disclosure.

- A system of voluntary disclosure, rather than mandatory
disclosure, and informal sanctions, rather than formal
regulation, is best for Canada.

Kidd reports briefly on an empirical study of annual
reports of Canadian companies. This will be discussed in a
later section of this chapter.

The Kidd study having been received, the CICA
Accounting Research Committee is now studying the question cf
earnings forecasts (Thomas, 1977). The CICA Auditing Standards
Committee has approved earnings forecasts as a topic for study
but has not as yet begun such a study (Thomas, 1977).

The Society of Management Accountants has also
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launched a study (Casey, 1977). The Accounting Principles

and Practices Committee has approved the study, which will

discuss the preparation of financial forecasts and be directed

principally at management accountants in Canada.

Throughout the debate over publication of corporate

forecasts attention has focused upon the following issues:

~ The usefulness of management forecasts, especially to
analysts and investors.

- The reliability or accuracy of management forecasts.

- The effect on company relationships with competitors,
employees, suppliers, and customers.

- The effect on the behavior of management and corporate
effectiveness and eificiency.

~ The effect on analysts and investors and the operations of
the securities markets.

- The effect on the behavior or auditors and the credibility

of the accounting and auditing processes.

- The costs of preparing and auditing public forecasts.
Mitchell (1969) and the Special Committee on

Corporate Forecasts (1973) are representative of the majority
of authors, those who discussed the pros and cons and came
out in favor of more systematic disclosure of forecasts.
Kapnick (1972) and the Financial Executives Research Found-
ation (1972) are representative of authors who arrived at the
opposite conclusion. Kidd (1976) presented the advantages

and disadvantages of forecast disclosure without promoting

one view or the other.
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Empirical investigations of the issues were not i )
common during the early years of discussion of earnings
forecasis. 3uch studies have become more numerous in r;ceni
years. This section is devoted to a review of the empirical
research which bears most directly on the issue of financial
forecasts. It concludes with a description of research most
closely related to the present studies. Unless otherwise

indicated the studies were conducted using United States

data.

a. Studies of Forecast Accuracy

A large number of empirical studies were concerned : -
with the accuracy of forecasts made by management or invest- : :
ment analysts. Excepi as noted the accuracy studies were Y

done with management forecasts taken from the Wall Street

Journal and analyst forecasts from invesiment reports or

Standard & Poor's Esrnings Forecastex.

Daily (1971) and Clark and Elgers (1973) studied
unpublished management forecasts. McDonald (1973), Dev and
Webb (1972), and Fraser (1971) examined published management i
forecasts, the latter two in the United Kingdom. ;
Analysts' forecasts were the focus for studies by
Richards (1976) and Stewart (1973). The accuracy of management ?
and analyst forecasts were compared in a study by Basi, Carey, %
i

and Twark (1976).
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Management forecasts were compared for accuracy with
forecasts of various mechanical models in studies by Copeland
and Marioni (1972) and Lorek, MacDonald and Patz (1976), and
as a tangent in studies by Green and 3egall (1967, 19656}.
Analyst forecasts were compared ito those of
; mechanical models for accuracy in studies by Cragg and t
Malkiel (1968), Elton and Gruber (1972), and Smith and ;
Murphy (1976). ;
The last-mentioned study, using forecasis made by
2 prominent Canadian investment house, was the only accuracy
study done with Canadian data. ZIn this siudy it was concluded
that the enalysts outperformed the mechanical models, that .

analysis' first forecasts were better for some industries than

*h

or others, and that anzlysts! second forecasts were betier

SUR

than their first forecasts. :
Results of the accuracy studies in general were
mixed. Some studies concluded that forecasts by management

and/or analysis were reasonably accurate while other studies

e R d s kb e

concluded that these forecasts were quite unimpressive.

The interest in forecast accuracy ameng accountants
has brought to the accounting literaiture three empirical works
concerned with the improvement of forecast accuracy. Elliott
and Uphoff (1972) used an econometric model, Mabert and

Radcliffe (1974) used the Box-Jenkins forecasting technique,

N At . o L bbb e o S

and Chiang and Liao (1977) used Monte Carlo simulation. All

three studies indicated promise for their respective method-

ologies in improving forecast accuracy.
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T o

b.  Opinion Surveys

Another large group of empirical studies bearing on

forecast disclosure were survey or interview studies cenducted
Lo ascertain the perceptions and/or opinions of various inter-
ested groups, e.g., investment analysts, public accountants,
corporate executives, bankers, and management accountants.

Of these studies only three were done with the

earnings forecast issue solely in mind. The study by A. T.

b et b ik bt ot e i, i SR T, o A e

Kearnev, Inc. (1972) for the Financial Executives Research

Foundation documented the essentially negative attitude of

United States executives towards public disclosure of financial
forecastis. Among other issues the survey dealt with manage-

ment's views of existing disclosure behavior, the accuracy of

management forecasts, their usefulness, and the problem of i

Yegal liability.

[

The second major survey was undertaken by Stewart
(1973) for the Financial Analysts Federation. It recorded
the views of analysis which, though mixed, could be character-
ized as favoring more systematic disclosure of financial fore-
casts. The study -examined the existing use of management
forecast information and the perceived usefulness of manage-
ments! forecasts to analysts.

The third study, by Skousen, Sharp, and Tolman

ol R A Sl A I S A e s G B oA 1 AT et 38 W S AL
A

; (1972), sought the views of analysts, public accountants, and
corporate executives. Although executives were quite confident
of the accuracy of their budgets, they were not in favor of

public disclosure. The authors felt that analysts gave less

i
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thoughtful responses than the other two groups and showed a
lack of agreement on the question of usefulness. Analysts
indicated that management budgets would be useful to them but
questioned the usefulness to less skilled users of financial
reports. Public accountants felt that they could establish
procedures and standards for reporting on budget data, but
identified several potential problems with budget disclosure.
On the whole, the study did not support budget disclosure.

Other surveys gathered opinions on forecast dis-
closure not as a primary objective but as part of a broader
study of corporate disclosure: Backer (1970, 1971), Buzby
(1975), Chandra (1974, 1975), Carpenter, Francia, and Strawser
(1971), Rice et al. (1973), Stanga {1976).

Asebrook and Carmichael (1973) gathered opinions on
the exiension of the attest function to cover forecasts. In
a broader study of the attest function Imke (1967) also got
opinions 6n this issue. Corless and Norgaard (1974) surveyed
financial analysts for their reaction to different possible
types of attest reports. ‘

Three survey studies gathered Canadian opinion on
aspects of forecast disclosure, though none had this topic as
its primary focus. Belkaoui and Kahl (1977) asked fifteen
professors to rank and value thirty items of potential dis-
closure by Canadian chartered banks. The item "Pro forma EPS"
was ranked twenty-third with an importance score of 2.7 out of

four.

Benijamin, Francia, and Strawser {(1973) surveyed
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different groups of accountants on their perceptions of
selected accounting issues and financial reporting practices.
The item "Inclusion of forecasts in annual reports" was one
of eight items in the "proposals" category, one of four
categories. Canadian management accountants rated this item
second out of twenty-seven in deficiency, i.e., the difference
between what should be and what is. They ranked it only six-
teenth in importance. however, indicating they were not very
concerned about the issue.

Dirksen and Scheibelhut (1976} surveyed members of
the Toronte Society of Financial Analysts to determine their
preferences for annual report disclosure. Opinions were sought
on fifty-three items in ten categories. One category was
"Forecast Data" consisting of seven items. Of the seven items
the only item which respondonts said was of great and more-
than-average importance was estimated capital expenditures.
Two items were said to be of average importance: prospects
for industries and economies in which the firm operates, and

possibilities and amounts of future cash flows due to contin-

gent liabilities. The four remaining items were all considered

to be of less-than-average importance: planned marketing
expenditures, expected fuiure sales levels, forecasted earn-
ings per share, and expected future company employment levels.
The general conclusion was that analysts thought it was of
less-than-average importance to have forecast data included

in annual reports. The absolute level of importance attached

to various items was not reported.
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Results of the opinion surveys in general were

mixed. Analysts did not show a high degree of concensus,
especially in earlier studies, but were consistently more
enthusiastic about forecast disclosure than public accountants
or corporate executives. The executives were quite solidly
opposed to formal forecast disclosure, fearing legal liability,
extra cost, and loss of competitive advantage. Public account-
ants were generally of the opinion that some form of attest-
ation could be done but that considerable effort weculd be

required in the develcopment of principles and standards.

c. Efficient Market Studies

A third identifiable group of empirical studies
investigated the effect of earnings forecasis on aggregate
stock market behavior: Foster (1973), Gonedes, Dopuch and
Penman (1976), Patell (1976). Following the tradition of
efficient market research (Gonedes and Dopuch, 1974), these
studies sought to ascertain whether management earnings fore-

casts, as published in the Wall Street Journal or as trans-

mitted through investment analysts and Standard and Poor's

Earnings Forecaster, had information conient, i.e., whether
b

significant new information was conveyed and reflected in
changes of stock prices or volumes. The results in general

indicated the earnings forecasts did have information content.

rdf Experimentg Qoncerning Effects of Forecasts on Users

The fourth group of empirical studies were
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laboratory experiments designed to test the effect or different

accounting alternatives on users of accounting information.
These are of particular interest because one of the studies
reported in the present thesis was a laboratory experiment
testing the effect of management forecasts in annual reports
on the predictions of Canadian investment analysts.

Chevalier (1977) was interested primarily in whether

different culture groups require the same type of information

[N

n financial statemenis. During an experiment in which
Canadian graduate students were making investment decisions
subjects were asked to evaluate thirty information items
typically published in financial statements and ten items not
typically published. Participants in general indicated that
unpublished items were of higher importance than published
items in making their investment decisions. Both French and
English subjects indicated they gave much weight in their
decision to the three forecast items which were included

among the ten unpublished items: capital investment budget,
budgeted earnings per share, and budgeied revenues. French
subjects indicated a significantly higher need for the capital
investment and earnings per share budgets than did the English

subjects. Chevalier concluded that the results appeared to

favor the inclusion of budgeted figures in financial statements.

Hofstedt (1972) conducted an experiment with MBA
candidates and executives in which the subject assumed the
role of an investor, read and analyzed excerpts from an annual

report, and answered certain questions and made certain
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predictions about the firm represented in the report. The
principal prediction made by the subject was next year's

earnings per share.

Different subjects were given different sets of

annual report information, and one of the factors which was
manipulated was the consistency beiween the tone of the
president’s letter (optimistic or pessimistic) and the
historical trend of earnings per share {increasing or de-
creasing). The research report did not indicate the exact
contents of the president's letters. It appears that at least
some future-oriented information was included, but that
specific sales and earnings forecasts were not included.

The results indicated that the president's letter
had a strong influence on the readers' feelings about the
future profit performance of the firm. There were also in-
dications that the effect of the letter may have varied with
other factors, including the earnings per share trend and
investor sophistication.

Each subject was also asked to list any additional
information he would like in his role as an investor. On
average subjects mentioned about three items they would like.
0f all items mentioned by the executives seven percent were in
the category of forecasts by management: sales, profits,
capital spending, R. & D. Of all items mentioned by MBA
candidates ten percent were in this category. Hence, subjects
indicated some desire for management forecasts for the task of

investment analysis.
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In an unpublished study Cianciolo (1975) reported |

an attempt to determine what significance the small investor i

I (L

laces on forecasted financial statements and the inclusion
P

of an auditor's report. Subjecis were given different data : f?

packets of financial information sbout two hypothetical firms. ! i

Data were in the form of broker advice and a simulated annual

- repori. Data which were varied for different groups of
subjects included broker advice, one-year financial forecasts,
and auditor's reports. Subjects were asked to indicate in

which of the two firms they would prefer to invest, and the

B s e WP T e W e s, Rew

strength of this preference.
The resulis indicated that broker advice dominated

the decisions, but that the forecasts and auditor's reports

had some influence, depending on the ccmpany, type of forecast

S e bt s Sl A Oy

and type of auditor's report.
In an unpublished study Deakin (1972) attempted to
determine whether qualitative managerial representations in

s the annual report or the audited financial statements would
: P
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enable an investor to make a better invesiment decision, or
whether the items complimented each other. Bank trust invest-
ment officers were subjects. They were asked to allecate an
investment fund between four American Stock Exchange Firms so
az to maximize their return relative to the market fox the

coming twelve months. A model was developed to evaluate the

s B s S R, o T L § O by 0n W Ll

relative value of a portfolio at any point in time, and hence

the return.

.

: In part one of the study, one of four different
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information packages was given to each subject. Two of the
sets contained qualitative managerial representations in the .
form of a president's letter and product descriptions. The
president's leiter made general predictions about the company's
future prospects, but did not contain a specific dollar esti-

mate of earnings. Results of part one showed no significant
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differences in returns or in proportional allocation of invest-
ment funds among the four treatments.
Part two of the study used managerial representations
that had been modified from the originals. They gave either
é a more favorable or less favorable outlook for the future.
They did not contain specific dollar estimates of earnings.
Significant shifts in proportional investment were found only

when the two groups receiving the modified managerial repre-

sentations, but nc financial statements, were compared. This

indicated an effect for managerial representations under some

[

conditions, and the possibility of an indifference range in
investor awareness.

Incidentally, subjects were asked, "It you werxre
preparing such a study, what information would you include?" :
Of fifty-six subjects, six suggested an industry forecast, §
five suggested an economic forecast, and three suggested a
company forecast.

In an unpublished study (Brandon, 1972) an attempt

was made to determine whether certain methods of forecast

disclosure provide useful information. The subjects, inter- {

mediate accounting students, were asked to estimate future
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earnings per share on the basis of information containad
in financial statementis. Some of the financial statements
contained point or interval estimates of future earnings per
share. Some also included an historical record of manage-

ment's forecasting accuracy. All {

e

nancial data, historical
and forecasted, were generated by a computer simulation model.
The model also generated "actual" results which were used to
gauge the accuracy of subjects! predictions and hence the
usefulness of forecast data.

The

by

irst time the experiment was run no single

iy

method of disclosure proved to be superior as a basis for
predicting earnings per share. It was suspected that this
may have been due to the subjects' unfamiliarity with fore-
cast disclosure. The experiment was run again with prior
education being given to subjects on the nature of the infor=

mation contained in the forecast disclosure. The resulis of

the second test indicated that forecast disclosure was useful

faad

nformation to subjecis when preceded by prior education.

In general the experimental studies described above
suggested that management representations in annual reports
were found to be useful by subjects attempting to analvze
companies in order to make predictions or decisions. This
was found to be true for management forecasts where they were
presented.

The experimental study of the present thesis,

described in Chapters II and III, is similar to the previous

studies in general intent, but is different in several

h
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important respects. First, the subjects of the present
study were investment analysts at Canadian brokerage houses.
None of the previous studies dealt with brokerage house
analysts. The reaction of brokerage house snalysis to man-
agement forecasts is of intersst because these analysis play
an important role in the invesiment decision process. Their
recommendations, through investor decisions, have an impact

on resource allocation in the country. In the only related

experiment in the Canadian context (Chevalier, 1977) the

subjects were students rather than analysis and forecast
information was presented as "unpublished financial infor-
mation" rather than as part of an annual report. Second,
the treatments for the present study included annual reports
which containad complete pro forma financial statements for
the following year. Some previous studies utilized esrnin
forecasts, but none presented subjecis with forecast finan
statements. Third, special efforts were made in the present

1
x

study to make the experiment as realistic as possible.
Analysts were contacted in person, and they participated
while at their place of work during normal business hours.
In addition the annual reports were printed and bound so as
to appear similar to those issued by many actual companies.
Thus, by examining the effect of a different type
of forecast disclosure, on a different group of annual report
users, the present study contributes to a greater understand-

ing of the effects of various forecast disclosures on varicus

users.
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e. Studies of Incidence of Forecasts

The last group of empirical studies to be reviewed
is that which deals with the incidence of disclosure of
management forszcasts. This group is of particular interest
because the second study reported in the present thesis
examined in a detailed manner the incidence in Canadian
annual reports of management forecasis of overall company
results.

The wide-ranging survey on financial reporting by
Backer (1970) touched briefly on the incidence of earnings
forecasts. On the basis of interviews it was determined that
firms vary in the extent to which they disclose profit fore-
casts and in the manner they disclose them, and that annual
reporis often contain generalized and fragmentary forecasts,
but that they .arely contain an explicit earnings forecast
(p. 199). About one-third of firms were said to disclose
profit expectations publicly, while another forty percent
were said to comment on the reasonableness of analysts!
profit expectations (p. 206).

The study by Rice et al. (1973) also involved inter-
views with management which provided insight into forecast
disclosure practices. It was found that many companies
attempt to prevent irresponsible analyst forecasts by question-
ing erroneous assumptions and demonstrating faulty logic.

About one-third of the sample indicated that, as the year

progressed, they tacitly confirmed earnings per share forecasts
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of analysts when forecasts were stated as a range (p. 28).

Several studies have examined the overall quality
"of disclosure in annual reports and have in the process
produced some data on the extent of disclosure of forecast
items. Buzby (1974) constructed an index of disclosure con-
sisting of thirty-eight items and examined the annual reports
of eighty-eight small and medium size companies to determine
the extent of disclosure. '"Forecast of next vear's earnings
per share" was one of the items. Of the eighty-eight annual
reports, one contained a specific dollar estimate or range
for EPS, sixteen gave an indication of the expected direction
of change in EPS, and the remaining seventy-one contained no
such disclosure (p. 431).

"Capital expenditures--~-coming year" was another item

in the Buzby study. Twelve annual reports made some disclosure

of this item while seventy-six did not. "Factors which will
affect next year's performance" was another item. Sixty-three
annual reports contained some disclosure of this item while
twenty-five did not.

Barrett (1976) constructed an index of disclosure
consisting of seventeen items and examined the annual reports
of 103 large publicly held firms in seven countries, of which-
Canada was not one. One of the seventeen items was "Capital

Expenditure: Planned". Barrett found that British firms dis-

closed more about the planned level of capital expenditure than

did United States firms (p. 13). For the other five countries,

it was found that twenty of sixty-nine firms made some disclosure
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of this item, with the incidence being much higher in reports

i den wpan svearel s s

containing fully consolidated financial statements (p. 23).

At

Stanga (1976) asked financial analysts to assess

the importance of seventy-nine information items and he then

examined the annual reports of eighty large industrial firms
to determine the extent of disclosure of these items. The
six forecast items and the percentage of firms disclosing
same, as reportri by Stanga (p. 45-46), were as follows:

projected sales for the next fiscal year (0.0), projected

B ey el o i, M Ta Ay B T e A S A% R i B A

earnings for the next fiscal year (1.2), planned research

P A

and development expenditures for the next fiscal year (6.5),

ST

planned capital expenditures for the next fiscal year (20.0),
amount and expected sources of financing planned for the next
fiscal year (6.2), planned advertising expenditures for the

next fiscal year (2.0).

Belkaoui and Kahl (1577) asked professors of

business administration at a Canadian university to assess
the importance of thirty information items and they then
examined the annual reports of the ten Canadian chartered
banks to determine the extent of disclcsure of these items.
The only forecast item was "disclosure of pro-forma earnings
per share". None of the annual reports examined contained
this information item.

Dirksen and Scheibelhut (1976) asked Canadian

financial analysts to assess the importance of fifty-three

U

information items divided into ten basic types. They then

o

examined the annual reports of thirty-four large Canadian
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non-utility companies and an equal number of United States

P e S T

firms matched with the Canadian firms for size. ' ’:w
One of the basic types of information was "forecast

data"; it contained the following seven items: forecasted

[P

earnings per share, planned marketing expenditures, planned

capital expenditures, expected future sales levels, expected

future company employment levels, prospects for industries . 4
and economies in which the firm operates, possibilities and

amounts of future cash flows due to contingent lizbilities.

ey e A s

Detailed statistical results were not reporied, but

the authcrs indicated that about eighty percent of the reports

g
\

contained data on industry prospects (p. 46). Excluding data

UV

on contingent liabilities, which must be reported, the only
other forecast information presented with any degree of fre-
quency was information on committed capital expenditures.

The studies on incidence of forecasts reviewed to

N A it b i

this point did not have as their central concern the disclosure

5|

of financial forecasts. They were concerned with disclosure

e e et o

in a broader sense. The five studies reviewed bhelow did,

however, focus directly on disclosure of management forecasts.

PR,

A. T. Kearny, Inc. (1972) surveyed executives to
ascertain attitudes towards public disclosure of business
forecasis. One section of the report (pp. 31-38) was devcted
to the topic of current disclosure practices. The authors % "i
concluded (p. 33): ¥*The release of forecasts is not wide- 7
sgread among companies. Only 12 percent of the respondents

release any of the forecasts included in the study and even
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fewer release assumptions in any form. The release practice
"relative to each type of forecast is shown in Table X."

Table X is reproduced as Table 1 in this study. The authors
qualified this conclusion, however, when they said (p. 35):
"The actual release practice is greater than that indice led
by Table X. For example, two companies interviewed stated
that although it is no* company policy to xroutinely release
forecasts, they do release forecast data on occasior.. The
special circumstances surrounding the release were the desire
to reduce security price fluctuations in the market and to

obtain increased exposure in the fin : zial press.”

TABLE 1
TABLE X FROM A. T. KEARNEY, INC. (1972)

RELEASE PRACTICE

Number Per Cent
Which of Total
Tvpes of Forecast Release Responding

Corporate Sales 29
Corporate Earnings 24
Changes in Capital Structure 22
Sales by Division
Corporate Expenses
Earnings bv Division
Expenses by Corporate Chart

of Accounts
Expenses by Division
Changes in Productivity

Total Companies Releasing

Forecasts 1 42 12

NN NDNWO N

(1) The total release is less than the total by
type of forecast due to some companies releasing
more ‘than one forecast.
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Concerning the means by which companies release g :
forecasts, the authors stated (p. 36): "Companies employ a ;,» i
z
variety of communications media in releasing the forecasts, E
as shown in Table XI." Table XI is reproduced as Table 2 in
this study. Lfi
i ]
. P
TABLE 2
A
TABLE XTI FROM A. T. KEARNEY, INC. (1972)
COMMUNICATION MEDIA USED FOR RELEASING FORECASTS T
Number(l) Per Cent o
of of Total ‘
Media Companies Responding
Individual Analyst Interviews 19 66
Annual Meeting 16 55 B
Analyst Society Meetings 16 55 ”;?i
Small Group Meetings 11 38 L
Quarterly or Interim Reports 9 31 o
Press Release 9 31
Special Mailings 5 17
Annual Report 4 14
Othex 2 7
e (1) Only 29 of the 42 companies who release forecasts S
responded to this question. The total exceeds 29 b
because several media were used by companies.
Three parts of the study by Stewart (1973) bear on

the issue eof incidence of forecast disclosure. The first is

a nonrigorous survey of corporate forecasis published in the

Wall Street Journal between October 1971 and September 1972

(Ch. 9). The survey was not intended i» be exhaustive and no
detailed analysis of the data was attempted. The purpose was

simply to beli= the impression, sometimes givean, that
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corporations are extremely reluctant to make public forecasts i

and that there is very little, if any, public forecasting. ]

The author's conclusions were that some firms do disclose !

forecasts to the public, that the forecasts are being made by ;

a broad variety of firms, that forecasts are disclosed through )
analysts' meetings, interviews and press releases, that fore-
casts cover a variety of projeciion periods, and that sales,
earnings, and a variety of substantiating material are included

in the forecasts (p. 103).

-

he sacond relevant part of the Stewart study was
P Y

contained in an opinion survey of analysts and portfolio

[P

managers. From Exhibit 11-11 of the study (reproduced here
as Table 3}, the author concluded: “"Apparently corporate )
forecasts of some sort are available from a large number of
companies" (p. 145). From Exhibit 11-8 (Table 4 here) the
conclusion was drawn that "the most commonly forecast items
were sales and earnings per share foxr the coming year" ;
(p. 142). Exhibit 11-4 (Table 5 here) indicated analysts® ‘
opinions on the incidence of various forecasting formats. i
Exhibit 11-6 (Table 6 here) indicated opinions on the media i
through which forecasts were received by analysts.

The third relevant part of the Stewart study was
contained in a report of interviews with senior investment i
executives. In summary, this group believed that most corpo-
rate financial projection information rarely geis out to

g analysts, stockholders, or the general public; that managers

very seldom make detailed forecasts available to anyone




outside the corporstion; that any public announcements are
usually very general and lack detail; that companies do
provide external implicit forecasts by adjusting analysts!
own forecasts; and that the flow of information to analysts

and the public is very uneven.

TABLE 3
EXHIBIT 11-11 FROM STEWART (1973)

AVATLABILITY OF FORECASTS

Forecast Information Received From Companies
Followed by Analysts

% of Companies From

Which Some Type of % of All
Forecast is Received Analysts
0% - 25% 31%
26% - 350% 27%
51% - 75% 28%
76% - 100% 14%
TABLE 4

EXHIBIT 11-8 FROM STEWART (1973)

CONTENT AND FUTURITY OF COMPANY FORECASTS

For companies making forecasts, which of these
items are being forecasted and what time period
do they usually cover?

18 Months
3 Months 12 Months or more
Sales 10% 67% 7%
Profit Margins 10 48 4
Earnings Per Share 11 66 2

Cash Flow 4 41 7
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TABLE 5

EXHIBIT 11-4 FROM STEWART (1973)

FORMAT OF CORPORATE FORECASTS

Presently some companies make certain types of forecasts
available. For the companies you follow, do analysts
receive forecasts in the form of:

Freaquently Sometimes Rarely

General Statement of Trends 65% 24% 4%
Confirmation of Analysts’

Forecasts 23 49 20
Range of Dollar Figures 12 54 25
Specific Dollar Figures 2 11 74

TABLE 6

EXHIBIT 11-6 FROM STEWART (1973)

DISCLOSURE MEDIA FOR CORPORATE FORECASTS
__RECEIVED BY ANALYSTS

Frequently Sometimes Rarely

Published Financial Reports 21% 38% 31%
Shareholder Meetings 16 46 27
Press Conferences 9 48 31
Analyst Society Meetings-

on the Racord 19 50 12
Analyst Meetings-Private 29 43 16
Management Interviews 47 36 8

In an unpublished study Brandon (1972, pp. 29-31)
described briefly a survey conducted to determine the extent

of financial forecasts in the annual reports of Uniied States

corporations. A total of 588 reports for the calendsz ov
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fiscal year 1969 were examined for any disclosure concerning

the future, incluaing expectations, plans, objectives, budgets,

v

anticipated profits, losses, or growth, and eccnhomic cutlook. rf

Table II of the study (Table 7 here) showed the classification

T L

of annual reports according to three major groupings and

several secondary classifications. Brandon concluded that
very few firms made specific forecastis, e.g., "Management
anticipates that earnings will increase 10 percent in 19707,

but that a much larger number disclosed general forecasts,

o s b ek e EEL e  A i C Babe

e.g., "We expect that 1970 wiil show improved profits for our

firm" (p. 30). b

TABLE 7 :
TABLE II FROM BRANDON (1972)

CLASSIFICATION OF THE NUMBER AND PERCENT OF FORECASTS IN .
A SAMPLE OF ANNUAL REPORTS ;

Number Total Percent i

1) Specific estimates of 1970 21 3.59 ;
2) General estimates of 1970 324 55.09 )
a) the profits/earnings/sales
are expected to be good/ ;
improve 170 '
b) reference to the general ;
economy--managemeint expects !
profits to be good/increase 138 i
c) reference to division or
product break down of growth
d) difficult/cannot predict
1970 due tc uncertainty
3) No specific reference to 1970 243 41.32
a) earnings are expected to
continue to grow/improve
in the future 136
b) management is optimistic
and expects to meet the :
challenges/objectives in \

o <

[ SUWN

the future 47 i
c¢) no direct reference is made !
to the future 60 :

Totals 588 100.00 ‘

Gt o0
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In another unpublished study Keller (1973, pp. 50-63)
described an énalysis of the 1971 annual reports of 337 of the
largest publicly owned United States companies. Due to
difficulties in placing information into narrow categories,
Keller reported the results under four broad classifications,
presented several examples for each classification, and
repoxried few detziled statistics. The results, by classifi-
cation, may be summarized as follows: (1) Financizl statements
and schedules. Liabilities, reserves, and commitments were
found in each report and were covered by the auditor's opinion.
(2) Speculation and prediction. Judgements about the future
were common in the reperts. Optimistic speculation was found
in 99.1 percent of the reports, largely in the form of state-
ments relating to the growth of demand, sales, earnings,
revenues, or profits. Terms such as "bright future cor outlook"
were alsc common. 3) Implications concerning the future. A
discussion of the various activities of the corporation, im-
plying that these activities will continue into the future,
was usually presented in the annual reports. (4) Plans for
the future. Plans, distinguished from speculation by an
indication of intention to do something, were eithexr referred
to or provided in each of the annual reports. The incidence
of disclosure of vlans of different kinds was varied.

Finally, Kidd (1976, p. 18) states, "The public
disclosure of information which would likely constitute an
earnings forecast has been common in Canada in annual reports,

press releases and public announcements." Support for this
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statement is presentad by Kidd {(p. 253) in the following
sentence, "A random sample of 130 annual reporis of Canadian
publicly listed companies was examined and approximately 30

percent contained comments which disclosed either future

iy

sales or earnings expectations." N»> further description o
the research design or statistical results were reported,
but excerpts from several annual reports, dated 1972-75,
were provided to illustrate the diversity of future-oriented
comments being made.

In summary, the litersiure contains several studies

f forecast

[}

which dealt to some extent with the incidence
disclosure. None of these studies, however, presented a
detailed examination of annual report forecasis of corporate
results. Particularly, none presenied such an examination

for the annual reports of Canadian firms. Thus the discussion
to date of forecast disclosure has procesded with an incomplete
understanding of actual practice. “he annual report study of
the present thesis, described in Chapters IV and V, helps to
remedy this situation by providing a detailed analysis of
management forecasts of overall company results as found in

240 Canadian annual reports.

5. The Present Studies

This chapter has described the literazture on dis-
closure of forecasts and has explained how the present studies

contribute to the literature. The early literature tended to

be largely cpinion, with little empirical support. More
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recently various empirical studies have shed light on certain
aspects of the topic. The next four chapters of this thesis
present the results of two additional empirical studies con-
cerning the issue of forecast disclosure.

The first of the present studies was a laboratory
experiment which dealt with the effect of earnings forecasis
in annual reports on the predictions of security analysts.

The experiment differed from earlier one n that it con-
centrated directly on management forecasts in annual reports,
utilized complete pro forma financial statements, and employed
brokerage house investment analysts as subjects. The main
finding drawn from the experiment was that the forecasts in
the annual reports did influence the analysts in their pre-
dictions of earnings per share and stock price. The research
method for this siudy is described in Chapter II and the
results are presented in Chapter III.

The second of the present studies was an analysis
of the contents of 240 annual reports to determine the extent
of disclosure of vredi-tions of company results. The study
differed from earlier ones in that it examined Canadian annual
reports in detail, utilizing a new taxonomy developed to
categorize management forscasis. The main findings were that
forecasts of corporate resulits were widespread among the sample
companies, varied as to their form, almost always optimistic,

and normally not very specific. The research method for this

study is described in Chapter IV and the results are presented

in Chapter V.




Chapter VI summarizes the purposes or the two
studies, their methods, and their findings. It relates the
findings to the literature, draws general conclusions, and

makes suggestions for further research.
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FOOTNOTES

For comments on the various pros and cons of forecast
disclosure see Alexander (1969), Archibald (1971),
Bodenhorn (1961), Burton (1968, 1969), Committee on
External Reporting (1969, pp. 85, 88, 118), Committee
on Foundations of Accounting Measuremen® {1971, p. 30},
Committee to Prepare A Statement of Basic Accounting
Theory (1966, p. 27), Coughlan (1960, 1962), Davidson
(1969, Edwards (1971), Heller (1961}, Hicke and
%ohns?n (1969), Nielson (1960), Ross (1967), Wanger
1970} .

For comments on the extension of the attest function
see Bavis (1962), Clarke (1968, 1970), Task Force 2000
(1970), Willingham, Smith, and Taylor (1970).

Since 1971 the SEC has made several statements and
proposals on financial forecasts (Kidd, 1976, Ch. 5).
It has not as yet established a final position on the
matter, but has elicited views from all concerned and
is about to receive recommendations from its Advisory
Comm%ttee on Corporate Disclosure (Beresford and Neary,
1977).




CHAPTER 1I

EFFECT ON ANALYSTS: RESEARCH METHOD

1. ZIntroduction

This chapter describes a laboratory experimert
undertaken to test the effect of earnings forecasts on
analysts' predictions of earnings per share (EPS) and stock
price.

Briefly, each of forty-nine brokerage firm analysts
examined one of four different versions of a corporate annual
report. Each then predicited the company's earnings per share
for the following year and the market price of the company's
~ommon stock at the end of the year. Each analyst then listed
the most important factors he had considered in making his
predictions. The analysts' prediciions and lists of factors
were analyzed to determine the effect of earnings forecasts
on their analyses and predictions.

The basic objective of the experiment was to improve
our undarstanding of accounting users' needs for forecast
information or, in other woxds, to improve our understanding
of the relevance or usefulness of forecast information. The
necessity of understanding user needs was emphasized by the
Committee to Prepare a Statement of Basic Accounting Theory
(1966, p. 7) in presenting relevance as the primary standard
for evaluating accounting information and in suggesting areas
ture research (p. 69). The Study Group on the Cbjectives

u
of Firmancial Statements (1973) stressed the importance of
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usefulness to users as the primary criterion for evaluating
financial statements.
The present study, utilizing a laborutory experiment,
contributes o our understanding of the usefu'ness of forecast

accounting data in a particular situation. It was a study of

e

ndividual investor behavior, the type of study advocated by
Sterling and Harrison (1974; p. 153) and Wilcox (1972, p. 193),
rather than of aggregate investor behavior,

Several research approaches appear to have potential
for improving our understanding of user needs, but each has its
inherent shortcomings. Large scale surveys of users can ask
users which data they find useful. The difficulty with this
approach is that users may not be aware of and/or may not be
willing to disclose their data preferences and decision processes.
Intensive studies of the decision making processes of one or two
users can be undertaken. The difficulty here is one of drawing
conclusions about the preferences and decision processes of a
large group of users from the observation of a very small sample.
Studies of stock market data can shed light on the eventual
aggregate effects of accounting disclosures. The strength of
this method is at the same time its weakness, since conclusions
cannot be drawn concerning the possibly varying reactions of
different individuals and groups influencing the market.

Thus each of the above-mentioned research approaches
has its contribution to make and its limitations. This is true
also of the laboratory experiment method chosen for the present

study. By its nature an experiment is limited in what it can

reveal about real world behavior and resulis. An experiment
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presents subjects with certain information, under certain con-
ditions. To the extent that actual investment analyses are
conducted using different in{ocmation inputs, under different
conditions, the experimental resulis are only imperfect indi-
cators of the real world effacts of the experimental treatment.
In addition, an expériment tests the effect of only soms of the
many pcssibilities for accounting disclosure.

Its shortcomings notwithstanding, an experiment does
have distinct advantages for studying user reactions to dis-
closure alternatives. Most importantly, the researcher is
able to control the conditions of an experiment and is thus
‘moTe confident that any observed differences in subject
behavior are caused by differences in treatment rather than
by some unknown variable. In addition, an experiment allows
the testing of accounting disclosutres which are different
from those currently in practice.

The present experiment then sought to add to our
undeérstanding of the effecti of earnings forecasts onm invest-
ment analysts. Although it dealt with only certain disclosure
alternatives, under certain conditions, it does contribute to
our understanding of this complex issue.

Every experimenter seeks a balance between external

validity and internal validity, through the dssign and the

administration of the experiment. The experimenter strives

for a measure of realism so that the experimental results have
meaning for real life situations, while managing the subjects'
environment so that the results can confidently be attributed

to the treatments. At the same time, the experimenter must




design the experiment so that the time and effort reduired

of subjects is such that they are willing to participate.

The remainder of the chapter describes the research plan in
detail, indicating the steps that were taken to simultaneously

satisfy these crucial, but sometimes conflicting, objectives.

2.,‘$gbjects

Subjects for this experiment were investment analysts
at seven Canadian stock brokerage firms. A specific group of
larger firms was selected so that a large number of analysts
could take part in the study in a short period of time. At
each firm, all analysts who were willing and availabile to
participate were accepted as subjects.

Strictly speaking, the subjects chosen were not a
random samplé of any larger population, and the results of
the experiment cannot be used to draw conclusions about any
larger group. It would have been interesting to use a random
sample of all analysts in Canada, but quite infeasible to do
so. A random sample would have been spread all over the
country, making it impossible to administer the experiment to
all subjects within a short period of time except through mail
contact. It was considered vital to complete the administras
tion of the experiment quickly so as tc minimize the possible
effect on analysts' attitudes of changing economic and market
conditions. It was also considered important to avoid the low

response rate which could be expected with a mail questionnaire

(Stallman, 1969).
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Although the subjects were not a random sample of
any larger group it is not clear that they reacted differently
in the experiment than would any othexr group of professional
analysts, including a group chosen at random from all Canadian
analysts. The reader may therefore be inclined to draw con-
clusions about analysts in general from the results of this
study. Such inference is not necessary, however, to view the
results as useful. The subject group itself is an interesting
population ~ several analysts from some of Canada's leading
securities firms. The subject group itself, through recom-=
mendations to clients, likely has an imporiant influence on
investment decisions in this couniry. Whether they represent
any larger group or not is irrelevant; they are a group of

interest just in themselves.

3. Treatmenis

The treatments, or independent varisbles, in this
experiment were the annual reports which the subjects analyzed
before answering the questionnaires. Four different annual
reports were used, hence there were four experimental treat-
ments. All annual reports were for the same company and the
same year, and they contained exactly the same historical
information. They differed in only one respect: the extent
of the disclosure of forecasts. Reduced photocopies of the
four annual reports are presented in Appendices 1 to 4, and

the differences among them are explained below.

Figure 1 summarizes the differences among the
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treatments and indicates how the designations N, NO, YO and g,
YP were derived. %
FIGURE 1 i
EXPERIMENTAL TREATMENTS 1 1

Is forecast disclosed?
Yes

Detailed Plans and P
Assumptions? ‘
i ) — No_ T Yes .
Treatment| [Relatively | Treatment| Treatment| ;
N {Optimistic | NO | YO , :
{Relatively | Treatment !
Pessimistic | } YP ;

!
‘
i
s
i

The first treatment, called treatment N, contained
no forecast, i.e., it contained no explicit predictions orx

plans for the future. This trestment is presented in

Appendix 1.

The second treatment, called treatment NO. contained

relatively optimistic management forecasts of EPS and sales,
but very little detail as to the plans and assumptions under- s
lying the forecasts. This treatment is presented in Appendix 2.

The forecast consisted of a single paragraph, the last one of

the president's repoxt.
S The third treatment, called treatment YO, contained R

relatively optimistic management forecasts of EPS and sales, :

considerable detail as to the plans and assumptions underlying ;

i-
;-
5
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the forecasts, and forecast financial statements. This
treatment is presented in Appendix 3. The forecast in the
president's repo:>t began in paragraph eleven, "You will
notice that...," and continued to the end of the repoxrt. The
forecast financial statements were located adjacant to the
historical statemenis, and a forecasi column accompanied the
seven year review.

The fourth treatment, calied treatment YP, was
identical to treatment YO except that the management forecast
was relatively pessimistic. This treatment is presented in
Appendix 4. The president's report was exactly the same as
for treatment YO except for the forecasts of: sales, EPS,
number of new stores, and amount of new floor space. Forecasts
in treatment YP were considerably lowexr than those in treai-
ment YO. The forecast financial statements and the forecast
column accompanying the seven year review reflected the lower
forecasts.

The forecasts given in treatment NO were exactly the
samé as some of those given in treatment YO. Treatment YO
was constructed first (as described below), and then certain
sentences were selected for inclusion in treatment NO.

The four treatments therefore varied on two

dimensions: the amount of forecast data disclkosed by manage-

ment and the degree of optimism implicit in the forecast.

Concérning the amount of forecast data, treatment N contained
none, NQ contained some, and treatments YO and YP contained

more. As for degree of optimism, it was higher for
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treatments NO and YO (forecast EPS = $1.79) than for treat-
ment YP (forecast EPS = $1.48).

Development of the four annual reports was a major
undertaking, and was completed only after several drafts, a
pilot test, and critical evaluation by academic and security
industry experts. Following is s brief description of the
process by which the reports were developed.

A Canadian public company was identified which met
the following criteria:
~ It would not be affected by the proposed tax rate change for

profits earned on manufacturing and processing. (Otherwise
analysts' responses might have unnecessarily varied because
of vastly different assumptions about the 1973 tax rate.)

- It was not in an industry which, because of technology,
markets, or financing, required a very specialized expertise
on the part of analysts. (Otherwise only a few analysts
would havée been able to do a reasconable job of analyzing the
statements. The merchandising industry met the first two
criteria, and a firm from this industry was eveniually
selected.)

- It had been in existence for at least five years. (Otherwise
the additional difficulty of evaluating & new firm would have
complicated the analyst's task.)

- It had, over the previous five years, shown a consistent
year-to-year increase in earnings per share. (This was
considered desirable to set up the "optimistic" and

"pessimistic" forecasts so that both would be believable.
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The optimistic forecast would say, in effect, "continued
growth of EPS, and at an accelerated rate," while the
pessimistic forecast would say, in effect, "continued
growth in EPS, but at a slower rate." In actual fact EPS

for the year turned out to be $1.62, approximately mid-way

51

between the optimistic and pessimistic treatment forecasts.)

- Actual company annual reports for several years were avail-

able. (This was necessary in order to allow the researcher

to develop an understanding of the company as a basis for

constructing realistic forecasts for the experimental annual

reports.)

- The company was Canadian and was public. (It was considered

important to be able to tell the subjects that the annual
report they were analyzing was based on a real Canadian

public company. This would increase the realism cf the

situation for the analyst and increase the probability of a

typical anzlysis by the analyst.)

Once a suitable company had been identified, a
study of company annual and quarterly reports and published
analyses of the company and the industry were undertaken.
This was done to better acquaint the researcher with the
economics of the industry and the particular company.

The actual construction of forecast statements
began with an extrapolation of past EPS figures to arrive at
an "optimistic" EPS for 1973, and a "pessimistic" EPS. The
optimistic EPS was based on an assumption of EPS percentage

growth slightly higher than any year-to-year increase over
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the preceding five years. The pessimistic EPS was based on

an assumption of EPS percentage growth slightly lower than

any ycar-to-year increase over the preceding five years.
Detailed assumptions were then laid out for both the optimistic
and pessimistic cases, so that the resulting EPS figures would
be plausible. Basic assumptions were required in such areas
as: number, size and type of ncw stores to be opened, sales

per square foot in different store types, sales growth in old

e

stores, margins on sales in new and old stores, growth in
earnings of subsidiaries, sales of the major new subsidiary
and margin on sales, stock copticns to be exercised, effective
tax rate for current and deferred taxes, sale of fixed asssts.
From the basic assumptions and an analysis of past financial
statement ratios, complete financial statemenis were
developed for the optimistic and pessimistic cases.

The non-financial parts of the annual reports were
constructed from previous company annual reports (from which
all forecasts had been eliminated) and from the basic
assumptions referred to above.

It was felt that the above method of develeping
undisguised experimental annual reports, though time-consuming,
was necessary to ensure reports which appeared realistic and
which would inspire an analyst to do an analysis somewhat
similar to that which he might do with a real report.

Finally, several changes were made in the financial
and non-financial sections to disguise the identity of the

company. All numbers describing the company operations and
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results were multiplied by a constant. Names of people and
places were deleted. Extraordinary items and adjustments to
retained earnings were removed from the financial statements.
The names of the company and its subsidiaries were changed.

The disguise could not be expected to be 100 percent effective,
but it was intended to minimize the possibility that a subject
would simply fefer to a recent brokerage firm forecast for the
company and use that as his best estimate.

The annual reports were typeset and printed by
offset process on 11" x 17" book and cover stocks similar to
those used in financial statements. Reports were folded,
saddle stitched, and adges trimmed. The result was a set of
annual reports which were based on a series of realistic and
mutually consistent assumptions, and which looked like real
annual reports. It was hoped that the result would be a
conscientious effort by subjects to use the reports in a way
approaching realism.

The process of developing the final annual reports
was not, of course, as straightforward as the above description
would imply. For example, criteria for selection of the
company were developed gradually as many companies were con-
sidered and problems with some of them became obvious. Several
attempts were necessary before a set of assumptions was found
which was both plausible and which produced the desired EPS.

A pilot study was conducted with forty MBA graduates, using a
set of five different annual reporis (Duncan, 1973). Major

modifications were made as a result. Academic and investment
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industry experts suggestzd improvements as well.

4, Dependent Variables

The dependent variables for the experiment were the
answers which subjects gave to questions 1 to 4 on a question=
naire headed "Questions to be Answered After Anmalyzing the i
Annual Report", and questions 1 and 2 on a second questionnaire,
headed "Questions to be Answered After Making Forecasts.®

In essence, these quesiions asked subjects to make

T

single point predictions of next year's EPS and the year=end
common stock price and to indicate a range within which the

actual results would likely fall. The questions also asked

P T T Lo ur g

subjects to list and rate the importance of factors which had
been considered when making the predictions. Photocopies of
the two questionnaires are presented in Appendices 5 and 6

respectively.

5. Administraiion Procedure
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Contact with the subjecis was made through the
research director at each brokerage firm. In gaining the

cooperation of the research directors two conflicting object-
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ives had to be kept in mind. On the one hand, the information

R

given to the aizector had to be kept tc a minimum. Were he to

e

know the details of the experiment he could inadvertently

bias the outcome by explaining beforehand to subjects the

nature of their participation. At the same time he had to be

convinced to cooperate: to arrange a meeting of as many of
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his analystis as possible within a specific one-week period,
and to allow the analysts to devote an hour or so of workKing
time to participation in the study.
It was recognized before approaching the research
directors that there was really no significant direct payoff
for them in participating, and that some might feel nervous
about having the performance of their analysts publically
compared with those of other firms. It was decided therefore
to emphasize that results of the study would not identify
individual participants or firms and that resulis would be
made available to participating firms about a month after
completion of the study.
The plan then was to telephone each research
director in late August, 1973, and to acquire his cocperation
by telling him no mcre than the following:
~ The researcher's name is Carson Duncan.
~ He is a Ph.D. candidate at the University of Wesiern Ontario.
- Drofessor Ross Archibald suggested the researcher call him
for help in conducting a research study.

= The research project involves a study of investment analysis
technigques - forecasting techniques.

= The research can beée done only with the cooperation of several
research directors and analysts.

- What will be required is the participation of all full-time
stock analysts for approximately one hour some working day.

- The task of the analysts will be to analyze a company annual

report and answer a few questions.
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Results of the study will be made available to participating

firms.

Results of the study will not single cut individual partici-
pants or firms.

In some cases the research director put the researcher
i1 contact with a subordinate, implicitly agreeing to cooperate
but appointing someone else to arrange the details. In six of
the seven cases full cocperation was assured in the first
telephone conversation, and a time was agreed upon for the
researcher to visit and conduct the study. In one case, a
preliminary meeting was held with the research director and a

time then agreed upon fTor the researcher to return and conduct

the study. In 21l but one or two cases, cooperation was achieved

without divulging details of the study beyond those in the list
above. In the few instances where the firm contact insisted on
more detail, it was provided, but the contact was strongly urged
to keep these details secret until participa;iun of his analysts
was complete.

So that all subjects in all firms would be analyzing
the annual reports in roughly the same economic and market
environment, it was desirable to conduct the whole experiment
as quickly as possible once it was underway. The researcher
was able to schedule meetings with the various firms so that
the time elapsed between the first and last was only eight days
- August 27 to September 4, 1973.

The procedure followed in conducting the experiment

was much the same at each firm. The researcher arrived at the
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offices of the firm and was greeted by the research director
or his delegate. A few minutes were spent in small talk ox
in discussion of the study while the analysts were being

gathered together. The research director then introduced
the researcher to the assembled group and the researcher
gave a shoxrt talk.

"I am a Ph.D. candidate at The University
of Western Ontario, doing research on
forecasting by financial anslysts. It

is vital to my research that I get the
cooperation of research directors and
analysts like you. I am grateful to

Mr. = for agreeing to help and

I will be very gfateful foxr your
participation Loday.

"What I want you to do is take one of
the envelopes from this pile, go to
your office, open the envelope and
follow the instructions. When you
are finished, return everything to me.

"Basically, you will find an annual
report to analyze, and some questions
to answer. I réalize that you may
find the data somewhat inadequateée fox
a complete analysis, but if you do
the best you can that will be fine.

"Take as much time as you need.
Previous participants have generally
taken less than an hour. When you
return the first questionnaire, a
second one will be given to you.

It should take only a few extra
minutes to complete.

Do not communicate with other
participants during the study, and
please do not discuss this study with
analysts in other firms for at least
two weeks after today.

"This is not a test of your competence
and your answers will be anonymous.
Results will not be disclosed by
individual, or even by firm. A copy
of the results combining all analysts
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at all firms will, however, be sent
to the research director for your
information.

"Thank you once again for participating;
I would rather not go into any more
detail now; you should find the instruc-
tions clear. But if there are questions
I will try to answer them, and I will
be glad to discuss the study in detail
after you have finished your task."

In most cases analysis did exacily what they were
asked to do. In a few firms, one or two participants were
unakle to complete the task immediately due to prior commit-
ments. Their responses were picked up later by the researcher
or were mailed to him. In one firm it was deemed impractical
for the participants to complete the task while the researcher
waited. In this firm the contact person agreed to hand out
the second questionnaire upon completion of the first, and to
mail the completed responses to the researcher. Since these
responses were mailed on September 11, 1973 it is probable
that some of the analyses from this {irm were done as late as
that date, meaning the total elapsed time for the experiment
may have been as much as fifteen days.

Random assignment of subjects to treatments was
an important feature of the design. This was accomplished by
arranging the pile of envelopes from which subjects drew:

Each group of four envelopes contained one of each of the
treatments; within the group of four they were randomly dis-
tributed. This ensured that there would be no bias induced at
the individual firm by certain personality types always choos-

ing first and hence always receiving the same treatment. It




also ensured that over the whole experiment approximately
the same number of observations would be obtained for each
treatment.

Each envelope contained one annual report represent-
ing one treatment (see Appendices 1 to 4), and one sheet of
green paper. On one side of the green paper were insiructiions

followed (see Appendix 7); on the other side was the

first questionnaire (see Appendix 5). The questionnaire was
designed to gather the study's dependent variables. The

nsiruction sheet was designed to do two things: (1) reiterate
the important points made verbally to subjects in the meeting,
and (2} establish a common set of assumptions concerning the
economic environment Tacing the firm to be analyzed. These
assumptions were provided so that analysts would concenirate
on analyzing the annual reportis, and so that their responses
would tend to differ largely as a result of different reactions
to the annual reports rather than as a result of different
economic assumptions they might have held.

The selection of economic assumptions was based
upon a study of analyses of the mexchandising industry and
merchandising companies. Assumptions were provided for
factors which seemad to be popular inputs to merchandising
analyses (gross national product, consumer spending, retail

sales), or which seemed to be particularly volatile for 1973

(inflation, unemployment).

The first questionnaire was coded so the answers

could be ilentified with the appropriate treatment. The code

N R s £t e o e i AAS Sl AR At S A Bkt b ek W ohar s G e e s W & <l € e By

et e e mn e SN Ahe i o e 4 b S

[ TP —




60

was contained in the "date" printed at the bottom of the bage.

To allow matching of the two questionnaires by subject, both
questionnaires for a particular subject were given a common
number at the time the first was being collected and the

second distributed.

6. _ﬁypoihesﬁs

The general question addressed in the experiment
was what difference if any would management disclosure of
earnings forecasts make. It was suspected that the forecasts
would influence the subjecis who received them and that the
subjects would therefore respond differently tc the question-
naires. It was expected that the forecasts might influence
subjects' reésponses along three dimensions: Tirst, the genetal
level of estimates for earnings per share and stock price;
second; the degree of confidence felt by subjects in making
these estimates; third, the degree of concensus among analysis

concerning these estimates.

2. ;Geﬁg;al Fevel Q£ Estimates

he first dimension, general level of estimates,
was of interesti because if it could be established that
analysts' predictions differed between treatments It would
indicate that the forecast information was useful. Useful in
this context meant that the information was used by analysts
in formulating theixr forecasts or expectations about the firm

and its stock. This was one of the concepts of usefulness

1
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presented by Pankoff and Virgil (1970, p. 2) and supported
by Greenball (1970, p. 49). The concept said nothing about
whether better investment decisions would be made by individual
analysts using the forecast data, or whether the economy's
resources would be better sllocated by the collective invest=
ment decisions of all analysts and investors. Experimental
differences would simply indicate that the forecast data had
been used, because subjecis believed, consciously or uncon-
sciously, that the information was useful to them in their
task of prediction.

Questions 1 and 3 on the first questionnaire elicited
a general level of estimates for EPS and stock price from each
treatment group. There was no way of knowing, before the
expgriment was conducted, what general level of estimates
would be made by the subject group N. It was possible that,
on the basis of purely historical company information and
analyst assumptions about the future of the economy and the
company, treatment N would produce estimates at any level.
Estimates for EPS might generally have been higher than the
$1.79 forecast in treatments NO and YO; they might have been
equal to $1.79; they might have been between $1.79 and the
$1.48 of treatment YP; or tﬁey might have been lower than
$1.48. Estimates of stock price likewise might have taken
any level for treatment N, because the price-earnings ratio
as well as the EPS estimate could have taken any value.

Thus it was impossible, before the experiment, to

hypothesize whether treatments NO, YO, and YP would eliciti
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generally higher or lowexr earnings estimates than N. It was
hypothesized, however, that the forecasts would make a dif-
ference in generszl levels of earnings estimates. It was -

expected that, no matiter what the estimate of treatment N
subjects, forecasts would tend to move NO, YO, and YP subject
estimates in the direction of management's forecasts. It was
felt that management®s "optimistic" and "pessimistic" forecasts,
$1.79 and $1.48, were sufficiently far apart that significant
differences would appear even if treatment N produced an
estimate exactly equal to one of them. It was predicted that
the general level of earnings estimates for YO would be higher
than that for YP. This hypothesis implied that the general
level for YO would be higher than that for M if the level for
N were lower than that for YP.

It was similarly impossible to hypothesize whether
treatments NO, YO, and YP would elicit generally higher oxr
lower stock price estimates than N. It was predicted, however,
that the general level of stock price estimates for YO would
be hiigher than that for YP. This prediction was based on the
prediction concerning earnings estimates, plus the hypothesis
that treatment YO would elicit a price-earnings ratio at least
as Yarge as that for ¥YP. With the above exception, no strong
hypotheses were held concerning price-earnings ratios.

It was suspected, though not strongly held. that
treatment YO would evoke generally higher EPS and stock price

estimates than NO. It was expected that subjects would regard

the $1.79 management forecast as rather high, and that they
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would tend to discount this forecast less when more detail

was provided.

b. Confidence_ in Estimates
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The second dimension, degree of confidence, was of

[

for basically the séme reason as the first. Stallman

emphasized the importance of user confidence

i

as a measure of the usefulness of accounting infcrmation.
Questions 2 and 4 on the first questionnaire were
designed to measure the degree of confidence which subjects

had in their own estimaies of earnings and stock price. Strong
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hypotheses were not held in this area, but it was suspected
that treatment YO would result in greater subject confidence

than NO because of the greater detail provided.

c. Concensus on Esitimates

The third dimension, concensus among analysts, was
of interest because of the possible bearing on stock market
efficiency. investor concensus on the value of the firm
is increased by additional disclosure, price fluctuations
could be reduced and market efficiency increased (Singhvi and
Desai, 1971). Conclusions in this area based on experimental

results must be very tentative, however, since experiments
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focus on individual behavior rather than aggregrate market
behavior (Gonedes and Dopuch, 1974, p. 106).
For any treatment group, the dispersion arocund the

central tendency was defined as the measure of the concensus
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of the group with respect te that estimate. These measures
were derived, therefore, from answers to questions 1 and 3 on
the first questionnaire.

The only strongly held prior in this area was that
the concensus generated by treatment YO would be greater than
that generated by NO. It was expected that the greater detail
provided in YO would tend to bring analysts into greater agree-
ment in their estimates of the company's earnings and stock
price.

To summarize, the following hypotheses were tested
using the results of the experiment. Hypotheses 1, 2, 3, 8,

and 9 were held with more conviction than the others.

Hl. The general level of EPS5 predictions is higher for

analysts receiving detailed optimisiic earnings forecasts
than for analysis receiving detailed pessimistic forecasts.
The general level of stock price predictions is higher for
analysts receiving detailed optimistic earnings forecasts
than for analvsts receiving detailed pessimistic forecasis.

The general level of price-earnings ratios for analysts

least as high as that for analysis receiving detailed
pessimistic forecasts.

The general level of EPS predictions is highex for
analysts receiving detailed optimistic earnings forecasts
than for analysts receiving optimistic forecasts without
detail:

The general level of stock price predictions is higher for
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analysts receiving detailed optimistic earnings forecasts
than for analysts receiving optimistic forecasts without
detail.

Confidence in predictions of EPS is higher for analysts
receiving detailed optimistic earnings forecasts than for
analysts receiving optimistic forecasts without detail.
Confidence in predictions of stock price is higher for
analysts receiving detailed optimistic earnings forecasts
than for analysts receiving optimistic forecasts without
etail.
Concensus among analysts in i EPS is higher for
analysts receiving detailed timist earnings forecasts
than for analystis receiving forecasts without
detail.
Concensus among anslys stock price is
higher for analysts receiving optimistic earnings
forecasts than for analyst eceiving optimistic forecasts

without detail.

The Second Questionnaire

The intention in administering the second question-
naire was to see whether subjects receiving treatmenis NO, YO,
and YP would explicitly mention the management forecast as one
of the factors going into their own estimates. It was expected
that subjects would notice the forecasts, use them in formulat-

ing their estimates, recognize that they had done so, and

mention the forecasts as one of the factors they had considered.
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It was expected that subjects receiving more detail, in YO or
YP, would be more inclined to mention it than those receiving
less detail, in NO.

This concludes the description of the method by
which an experiment was conducted to ascertain the effect
of management forecasts on analysts' predictions. The next
chapter presents the resulis of this study. Chapter VI
relates the findings to the literature and draws general

conclusions.
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CHAPTER I1iI
EFFECT ON ANALYSTS: RESEARCH RESULTS

This chapter presents the resulis of the experiment
described in the previous chapter. It describes briefly the
subjects who participated in the study and the effoxrt they
devoted to the task, and then discusses the results of the
study in terms of the hypotheses described in chapter two.
The detailed raw data upon which this discussion is based are

presented in Appendix 8.

1. Subﬁects;, Characteristics and Effort

Table 8 shcws the distribution of subjects by firm.

-
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NUMBER OF SUBJECTS
BY TREATMENT AND BY FIRM

Firm .
Treatment A B C D E F G Total
N 2 2 3 1 1 2 1 12
NO 2 3 2 1 2 0 2 12
YO 1 1 3 1 3 1 2 12
YP 2 331211 13
Total 7 911 4 8 4 6 49 ”

A total of forty-nine subjects were drawn from seven

‘brokerage firms. Two firms contributed the low of four subjects;

one firm contributed the high of eleven. The median contribu-
tion was seven subjects. Distribution of treatments within firms

was not perfectly even {note firms B, E, and F), but the important
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objective of even overall distribution of subjects to treat-
ments was accomplished, as all treatments had twelve subjects
except YP which had thirteen.

" Table 9 shows the distribution of subjects by years
of experience. Subjects had as littlé as three months eéxpeii-
ience as a professional analyst, and as much as thirty=three
vears. The median for all subjects was 3.5 years, ranging
fooim 2.0 years for treatment YO to 4.0 years for treatments

N and YP.

TABLE 9

- NUMBER OF SUBJECTS
BY TREATMENT AND BY YEARS OF EXPERIENCE

Years of ___ Tréatment v

Experience N~ NO YO Y Total
Less than :

1.0 -

2.0 =

ey)

VOO YOOV OO O

o
-
-

NNB DN

8.0 -

More than I
Total 12 12
Median in Years 4.0 2.5 2.0

-
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Tabhie 10 shows the distribution of sibiects by time
spent on analysis of the annual report. The median time
spent by all subjects was 45 minutes, ranging from 37 minutes
for treatment ND to 50 minutes for treatments YO and YP.

Subiects receiving the detailed management forecasts

took slightly longer on average to complete their analyses




and make their estimates. This might have been due in part
to the fact that treatments YO and YP contained more material

to read and analyze. The time difference could also be partly

explained by the fact that subjectis receiving treatments YO
and YP had, on the average, less experience than N and NO
subjects - a median of 3.5 years of experience versus 4.0.
The Kendall rank correlation coefficientl for experience and
time spent was about .2 with a significance level between

.05 and .10 (one-tailed test).

TABLE 10

NUMBER OF SUBJECTS
BY TIME SPENT ON ANALYSIS

ime Spenpt - Treatment
Minutes NO YO
Less than 26 2
26 - 35 1 4
36 - 45 2
1
3

46 - 55

56 - 65

More than 65
Total

Median in Minutes 37

§ ngeral Level ofigstimates: Earningg

Table 11 gives the general level of subjects’

estimates of earnings per share and stock price, by treatment.

Table 12 presents significance levels2 pertaining to the data

in Table 11.




TABLE 11

MEDIAN ESTIMATES (IN DCLLARS) FOR
EARNINGS PER SHARE AND STOCK PRICE

EPS Estimates. . tock Price Estimates

Treatment and
~ Management Best Upper Lowex Best Upper Lower
Forecast of EPS Estimate Bound Bound Estimate Bound Bound
N N/A 1.41 1.525 1.375 20.775 23.75 17.00
NO 1.79 1.705 1.895 1.555 25.50 29.56 20.00
YO 1.79 1.645 1.70 1.475 25.3C 28.45 22.50
YP 1.48 1.45 1.50 1.35 21.00 27.00 17.00

TABLE 12

SIGNIFICANCE LEVELS FOR SEIECTED COMPARISONS IN TABLE 11
(ONE=TAILED TESTS)

Best Estimate of Best Estimate of
Earnings Per Share Stock Price
Treatments a o :
Compared U test t test U test t test
N and NO <.001 <.001 <.05 - .026
N and YO <.001 <.001 <.01 .009
N and YP >.05 .135 >.05 .287
NO and YO >, 05% .281 - >.05 .489
NGO and YP <.001 <.001 >.05 .074
YO and YD <,01 .001 >, 05° .036

, ®The Mann-Whitney U test is described in Siegel
(1956, p. 116¥).

The t test is described in Dixon and Massey
(1969, p. 116f).

Cvalue of U exceeded only slightly the critical
value for .05.

The first thing to note in Table 11 is the response
of subjects who received treatment N. Prior to the experiment,
it was not known what general level of estimates treatment N

would evoke. The data show that, on the average, subjects

receiving treatment N made best estimates of 1973 earnings per
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share of $1.41. On average, they were reasonably confident
that earnings per share would not rise zbove $1.525, nor fall
below $1.375. Their corresponding best estimate, upper bound,
and lower bound for market price were $20.775, $23.75 and
$17.00 respectively.

The data for treaiment N provids & benchmark with
which to compare the resulis of other treatments. Since
treatment N contained no forecast, the effect of providing
some forecast versus none can be seen by comparing the results
from othex treatmenits with those from treatiment N.

The expectation was that providing forecasts would
make a difference in the general level of earnings per share
estimates; thati estimates would tend to move towards the
forecast provided by management. This clearly happenad.
Whereas subject group N estimated earnings per share of $1.41,

subject group NO (who were given a management forecast of

$1.79) estimated $1.705, subject group YO {who were also given

a management forecast of $1.79) estimated $1.645, and subject
group YP {who were given a management forecasti of $1.48)
estimated $1.45. It appears that subjects in each of the
groups receiving a management forecast discounted this infor-
mation somewhat in forming their own estimates, but they did,
in general, use it in forming these estimates.

The shift in best estimates of earnings caused by
treatments NO and YO are both substantial and statistically
significant. Treatment NO raised the estimate by $.295 (21

per cent) over the level for N. Treatment YO raised the
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estimzie by $.235 (17 per cent) over the level for N. 1In
@ach case the probability that the forecast really had no
effect, in spite of the resulis, is less than .001.

Treatments NO and YO caused not only best estimates
¢f earnings to rise but also upper bounds and lower bounds.
Upper bounds tended to rise even more than did best estimates,
while lower bounds tended tc rise less than did best estimates.

Treatment YP provided subjects with a management
forecast for earnings ($1.48) which was quite close to that
which subjects with no forecast were to estimate on their own
($1.41). Thus it would not be expected that estimates of
earnings by YP subjects would differ greatly from those by
N subjects. They did not. The median best estimate for YP
was $1.45, only $.04 (3 per cent) higher than that for N.

In fact there is a probsbility greater than .05 that the
apparent difference was not atiributable to treatment YP, but

rather to chance. The upper bounds and lower bounds of YP

subjects were in fact slightly lower than those of N subjects.

In summary, treatments containing forecasts did
cause best estimates of earnings to differ from those of the
benchmark treatment N. In the cases of NO and YO, where the
management forecast was considerably higher than $1.41, the
difference was sizeable and very significant. In the case
of YP, where the management forecast was only slightly higher
than $1.41, the difference was minor and not very significant.

Hypothesis 1 predicted that the best estimates of

earnings for treatment YO would be higher than those for YP.
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The difference was both large ($.195 or 13 per cent) and
statistically significant (probability less than .0l). Upper
and lower bounds for esarnings estimates were also higher for
YO than for YP.

Treatment NO also produced earnings estimates (best,
upper bound, and lowexr bound) which were higher than those for
YP. 1In fact, the estimates for NO were higher than those for

YO. though the statistical significance of the difiference was
not high. This result was conirary to Hypothesis 4. It had
been reasoned that subjects who received more detail would be
encouraged ito put greater reliance on management's forecastis
and thus move their own sstimate closer to managementi's.

There are at least three possible explanations for the opposite
resuli. First, perhaps the diiference is the result of chance.

In replication YO estimates may turn out to be higher than NO
estimates. Second, perhaps treatment NO contained the key
item(s) of detail for subject acceptance of management fore-
casts, and the additional detzil in YO added nothing to the
impact on subjects of managementi's forecast. Third, perhaps
treatment YO contained in its additional detail some item(s)
which had the effect of reducing subject acceptance of manage-
ment forecasts, so that the overall effect of managemeni's
forecast and explanation was less than in the NO case. Of

course, more than one of these explanations may have been

operating simultaneously.
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3.. General Level of Estimates: Stock Price

Tables 11 and 12 show that results for the general
level of stock price estimates parallel those for earnings
per share as to direction of difference, but significance
levels are not as high.

Treestmenis NO and YO produced stock price estimates
considerably higher than did N, with high significance. Treat-
ment YP produced estimates only slightly higher than did N,
with lower significance.

Hypothesis 2 was supported when itreatiment YO
produced estimates higher than YP with a significance level
of zpproximately .05. Treatment NO also produced stock price
estimates which were higher than those for YP.

Unlike the EPS situation, stock price estimates for

NO were not consistently higher than those for YO. Best esti-

mates were practically the same, while upper bounds were higher

for NO, and lower bounds were higher for YO. This result did
not support Hypothesis 5; the possible explanations suggested

above for the non-support of Hypothesis 4 apply here as well.

4. Price-Earnings Ratios

By dividing each subject's best estimate of earnings

per share into his best estimate of stock price a price-earnings

(P/E) ratio was calculated for each subject. This ratio is the

explicit or implicit multiplier used by subjects in going from

an earnings estimate to a stock price estimate. Responses to
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the second questionnaire indicated that most subjects did
explicitly use a P/E approach in estimating stock price. Of
forty-seven completed questionnaires, forty-three contained
some reference to "P/E" or "mulitiple" among the factors
considered in making the stock price estimate. Two of the
other four guestionnaires made reference to earnings.

Table 13 shows the median price-earnings ratios by

treatment. Hypothesis 3 was supported in that the P/E for
d

YO was not lower than that for YP. The overall differences
among P/E ratios by treatment was not great, and the Kruskal=
Wallis test3 indicated a probability of approximately .8 that
the observed differences could have occurred by chance. The
differences therefore were not significant. This indicated
that while subjects took notice of the earning forecasts in
estimating éarnings, they did not give the forecasts double
effect in estimating stock price by applying a significantly

larger P/E ratio to their larger earnings estimate.

TABLE 13

MEDIAN PRICE/EARNINGS RATIOS INDICATED BY
BEST ESTIMATES OF EPS AND STOCK PRICE

Treatment P/E Ratio

N 14.05
NO 14.8
YO 15.5
YP 14.25

’ "‘!‘-“‘, ‘“‘4‘(}?‘:4'9“‘1?1:?‘ !l .
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5. Confidence_ in Estimates

S A W A L

Table 14 summarizes the measures of subject con-=
fidence calculated from answers io questions 2 and 4 on the
first questionnaire. Two measures of a subject's confidence
were calculated. The first was the difference betwesen the
amount given for the upper bound of his estimate and the
amount given for the lower bound. This measure was cal-
culated for each subject for earnings per share and for
stock price, and the median measures for each treatment are
presented in columns 2 and 3 of Table 14. Thus. the averzage
subject who received treatment N placed a $.20 confidence
band a2round his best estimate of earnings per share, and a

$7.13 confidence band around his best estimate of stock price.

TABLE 14

MEDIAN DIFFERENCES BETWEEN UPPER AND LOWER BOUNDS;
MEDIANS OF THESE DIFFERENCES DIVIDED BY BEST ESTIMATES

e i e 1y

Median Difference Between Median of Differences
Upper & Lower Boundz ($) Divided by Best Estimates
Earnings Stock Earnings Stock
Treatment Per Share Price Per Share Price
(1) (2) (3) (4) (3)
N .20 7.13 -155 ,334
NO .30 8.00 177 .450
YO .25 8.05 .156 .293
YP .20 9.25 . 143 .405

All Subijects .20 8.00 . 146 .366

b At i
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The second measure of a subject's confidence was
the fraction resulting from the division of the confidence

band, as described above, by his best estimate. This measure

e amirim hensl S % - o

was calculated for each subject for earnings per share and
for stock price, and the median measures are presented in

columns 4 and 5 of Table 14. Thus when the confidence band

bt 15,3 Mk e SRR ke D

to best estimate ratios were calculated for subjecis who

v

received treatment N, the median ratio for earnings per share
was .155 and the median ratio for stock price was .334.

The advantage of the second measure over the firszt
was that it adjusted for the general level of estimate. It
might be expected that as best esiimates increased so would

the absolute values of the confidence bands. By expressing

each confidence band as a fraction of its best estimate, the

second measure eliminated any such bias which might exist.

i -

No strong hypotheses were held concerning differ=
ences in confidence which various treatments would inspire,

and the data indicate that no significant differences in

iy

i
E confidence appeared as a result of the treatments. When the
:

Kruskal-Wallis test3 was applied to the four measures of

confidence in Table 14 nothing approaching statistical

P

. .. . 4
significance was discovered.
Hypotheses 6 and 7 did suggest that treatment YO

would produce greater confidence than treatment NO. Columns

A, ek et g

4 and 5 in Table 14 indicate that this was the tendency, but

even a t test on the data for these two itreasiments would not

AL ANy 4065 Sl SIS el et o e < ¢

e B e e e - — - s e g e




78
allow rejection of the null hypothesis of no difference at
the .10 level.

The overall conclusion from Table 14 is that the
treatments had no systematic effect con subjects' confidence.

It is interesting howevexr to note the degree of
confidence felt by subjects as a whole. At the median, the
confidence band for the EPS estimate was .146 of best
estimate. This means that on thes average subjects were
reasonably confident that actual EPS would be within approx-
imately seven percent, plus or minus, of their best estimate.
Some subjects were; of course, more confident that this;
others were less confident. It does seem that subjects were
quite confident of their earnings predictions. )

As might be expected, subjects as a whole were less
confident of their stock price estimates than they were of

o of confidence band to

[l

their earnings estimates; the rat
best estimate was .366 at the median; compared to .146 for
EPS. This may be explained by the fact that stock price
estimates were based not only on earnings estimates but also
on estimates of other stochastic variables. Notable among
these other variables were the state of the stock market in
general and the market opinion of merchandising stocks in
general. At least one reference to one of these variables
was made by seventy-iwo per cent of the subjects responding

to the stock price portion of the second questionnaire.

T



6. Concensus on Estimates

Table 15 summarizeszs the measures of concensus

[

calculated from answers to questions 1 and 3 on the first
questionnaire. The firsi measure of concensus was the

standard deviation of best estimates made by any treatment

vy s

group. The group which received treatment M made best
estimates of earnings per share which had a standard devi-=
ation of $.130. The standard deviation for best estimates of
stock price was $4.17 for the same group. The second measure
of concensus was the coefficient of variation of best sstimates; s
that is, the standard deviation divided by the mean. Thus for

treatment N, the standard deviation of $.130 divided by the

ol dnane

|- . mean of $1.414 produced a coefficient of variation of 9.2
percent for best estimates of EPS. The coefficient of vari-
ation for best estimates of stock price was 19.9 percent for

treatment N.

TABLE 15 o

STANDARD DEVIATIONS AND COEFFICIENTS OF VARIATION FOR
BEST ESTIMATES OF EARNINGS PER SHARE AND STOCK PRICE

Standard Deviation Coefficient of Variation

~ (Dollars) (Percentage) o
"Earnings Stock - Earnings " Stock i
) Treatment Per Share Price Per Share Price
N .130 4,17 9.2 19.9
NO .173 7.867 16.2 29.3
YO .123 5.79 7.4 22.0
YP .132 4,27 9.0 19.1

¥l e ] o 7 AP A e
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The advantage of the second measure was that it
adjusted for the general level of estimate. It might be
expected that as the general level of besti estimates increased
so would the absolute value of the standard deviation. The
coefficient of variation removed any such bias by expressing
the standard deviation as a percentage of the group mean.

The pattern emerging from Table 15 is that the group
receiving treatment YP developed about the same degree of
concensus as did the group receiving ireatment N. Group YO
developed more concensus on earnings per share estimates but
less on stock price estimates. Group NO developed less con-
census than any other group on both earnings and stock price
estimates.

Significance levels for comparisons of the data in
Table 15 are presented in Table 16. They indicate that most
of the differences in variances are not highly significant.
The highest probabilities of real difference are associated
with treatment NO. It seems that treatment NO did in fact
lead to 3 lessening of concensus among the subiects who
received it versus the other treziments. This may indicate
that such disclosure could tend to have the effect of increas=
ing stock market velocity and hence decreasing market efficiency.

Hypotheses 8 and 9 had predicted that treatment YO
would result in more concensus than would treatment NO. This
was the case for both EPS and stock price estimates, although

the significance levels for differences between the variances

were only in the .10 to .25 range.

3
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TABLE 16

SIGNIFICANCE LEVELS FOR COMPARISONS OF BEST ESTIMATE VARIANCES?

Treatments Earnings Stock
Compared Per Share Price
N and NO L10-.25 .025-.05
N and YO >.25 .10 -.25
N and YP >.25 >,28
NO and YO .10-.25 .10 -.25
NO and YP .10-.25 .025-.08
YO and YP >.25 .10 =.25

8F ratio test is explained in Dixon and Massey
(1969, p-111).

There was no strong indication that detailed fore-
casts produced degrees of concensus different from those of
treatment N.

As was the case wiih measures of subject confidence,
measures of concensus for stock price estimates differed
greatly from those for EPS estimates. The coefficients of
variation for stock price estimsates are more than double those
for EPS estimates. Again this would imply that in going from
earnings estimates to stock price estimates subjects con-
sidered a number of other factors, and that they differed
rather substantially over the importance, magnitude, and

effect of these factors.

7. References to Forecasts ir. Second Questionnaire

Previous sections of this chapter have indicated

clearly that the management forecasts made a difference, that




is, the forecasts were noticed and used by subjects in
estimating earnings per share and stock price. It might
have been expected then that subjects receiving forecasts
would, in answering the second questionnaire, explicitly
mention the forecast as one of the factors influencing their

estimate. Table 17 shows that some of these subjects did

just that. Of thirty-six subjectis receiving forecasts, fif-
teen, or 41.7 percent, made reference to the forecast as one
of the factors used in making their estimates of earnings
per share, and five, or 13.9 percent, said the forecast was
a factor in their stock price estimate. Every subject who
listed the forecast as a factor influencing stock price
estimate also listed it e¢s a factor influencing earnings per

share estimate.

TABLE 17

SUBJECTS MAKING REFERENCE TO MANAGEMENT FORECAST
AS A FACTOR INFLUENCING THEIR ESTIMATES
OF EARNINGS PER SHARE OR STOCK PRICE

Subjects Making
Reference to Forecast

Number of Subjects
Completing Second

Earnings'Per Share Stock Price
Treatment Questionnaire Number Percent  Number Percent
NO 12 3 25.0 8.3

YO 11 4 36.4 18.2
YP 13 8 61.5 15.4

Total 36 15 41.7 13.9
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As expected, subjects who received the more
detailed forecasts in treatments YO and YP mentioned fore-
casts more often than those who received less detail in
treatment NO. Of those who received detailed forecasts, 50
percent, twelve out of twenty-four, mentioned the forecast
as a factor. Of those who received forecasts without detail,
only 25 percent, three out of itwelve, mentioned the {precsst
as a factor. A one-tailed Chi-square test5 indicates a .10
to .15 probabiliiy that such & difference could have zarisen
due to chance alone. The fact that many subjects mentioned
the forecast as a factor influencing their estimates strengthens
the conclusions drawn from analysis of the first questionnaire,
that is, that the forecasts were noticed and did have an effect.

One might wonder why the number of subjects mention-
ing the forecasts was not greater. Could it be that only a
certain proportion of subjects receiving forecasts were af-
fected by them, and that these subjects were the ones to cause
differences among groups to appear, and that these subjects
were the ones to mention the forecast as a factor influencing
their estimates? The evidence does not suppori such an expla-
nation. Table 18 shows that subjects mentioning the forecast
as a factor influencing their estimates were no mcre likely
to have made a high estimate (or a low estimave) than subjects
who did not mention the forecast as a factor. Thus it was not
just the estimates of the subjects who mentioned the forecasts
that caused results to differ among treatments. Subjects in

general were influenced by the forecasts, but only some of
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the subjects explicitly mentioned forecasts in the second

questionnaire.

TABLE 18

SUBJECTS LISTING AND NOT LISTING FORECAST AS A FACTOR
BY GENERAL LEVEL OF EARNINGS PER SHARE ESTIMATE

Earnings Per Share Earnings Per Share

Estimate Lower Estimate Higher
Than Median for Than Median for
Subject's Group Subject’s Group

Forecast

Listed &as

a Factor 7 7

Influencing

Estimates

Forecast Not

Listed as a

Factor In- 11 10

fluencing

Estimates

It must be concluded then that some subjects who
received a forecast were influenced by it without realizing
it and/or were influenced by it but did not acknowledge this.
In either case, the implication is clear for research which
seeks to discover user models through asking users what they
do, and what factors influence their estimates. Research of
that type must be carefully designed to elicit facts which
the user may not wish to disclose oxr of which he may not be

aware,

8. Summary

A laboratory experiment was undertaken to test the
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[T Ty ST

effect of earnings forecasts on analysts' predictions of
earnings per share and stock price. Analysts examined one

cf four annual reports which differed only in their dis-

B LR T

closure of forecasis. Analysts' responses to two question-
naires were then analyzed {to ascertain the effect of the

forecasts.

B

The results clearly supporied the strongly held

hypotheses (H1, H2, H3) concerning general level of estimates

R N s

Jade
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nd price-earnings ratios. Less stirongly held hypotheses in

his area (H4, HS5) were not supported, but on the whole it

el
U

“r

was clear that the forecasts had made a difference; analysts

definitely used the forecasts. This main finding was

strengthened by responses to the second questionnaire. ; :f
The results provided some suppori for hypotheses ::ié

concerning confidence of analysts (H6, H7), but no strong {

ta ]

was apparent in this area. Lo

ot

pattern of effec

The results provided some support for hypotheses :
concerning concensus of analysts (H8, H9), but again no -2

strong pattern of effect was apparent.

Within the context of this specific experiment, the
above conclusions can be drawn with considerable confidence. .-

Indications are that the experimental design and implement- ;

ation were such that a high level of internal validity was
achieved. Generalizing the results to a wide variety of real .

world situations is a different matter, however. This exper-

P

iment addressed only a few specific questions in a very com=-

plex area. Even for these questions the experiment dealt

-
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only with a particular set of subjects, who examined a
particular set of data, which pertained to one particular
company. Strictly speaking, any relationships observed in

the data cannot be said to exist beyond the specific con-

ditions of this expexriment. This limitation notwithstanding,

the study does add to our understanding of the effects of

earnings forecasts.

Chapter VI summarizes the purpose, method and

gy

findings of the experiment, relates the findings to the
p

litersture, and mzkes suggestions for further research.
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FOOTNOTES

The Kendall rank correlation coefficient is explained in
Siegel (1956, p. 213f).

The Kruskal-Wallis one-way analysis of variance test
(Siegel, 1956, p. 184f) was performed to determine the
overall significance of the differences in best estimates
shown in Table 11. For best estimates of earnings per
share the probability was less than .00l that the observed
differences could have occurred by chance. For best
estimates of stock price the probability was just over
.05. Thus in both cases the overall differences were
significant.

The Kruskal-Wallis one-way analysis of variance test is
explained in Siegel (1956, p. 184f).

The probabilities of chance occurance were in the .3 to
.9 range.

The Chi-sguare test is expleined in Dixon and Massey
(1969, p. 237f).
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CHAPTER 1V
INCIDENCE IN ANNUAL REPORTS: RESEARCH METHOD

Chapter I explained that although several stiudies
have touched upon the issue of forecast disclosure in annual
reports, the literature contains no report of a major study
which had as its main focus a detailed examination of annual
report forecasts of corporaste results. Particularly, no such
study has been reported for the annual reports of Canadian
companies. Thus, the discussion to datie of forecast dis-
closure has proceeded with an incomplete understanding of

actual practice. The present study was undertaken to provide

Ik

a greater understanding of actual forecast disclosure practices.

B kit 510 Wt 0 Lttt | I o ot K R A S 8 g A M 4 S ST A Tk MO S R SO S BB A VS T TS ki mapen s

A study of 240 annual reports was done to determine

o the extent of di <losure by managers of Canadian corporations
of forecast corporate resulis, including earnings forecasts.
The annual reports examined were those of sixty firms chosen

at random from the Canadian corporations listed as Industrials ?f
:

fte

n the March, 1973 issue of the Toronto Stock Exchange Review.

A firm was included in the sample only if its common stock
was listed and if it had been public sufficiently long to
have published four annual reports. The sixty firms chosen
are listed in Appendix 9. Annual reports for the years 1969,
1970, 1971, and 1972 were examined.l The total of 240 reports
were those of the sixty firms for the same four consecutive

o 7 years. 1In each case the entire annual report was examined,

A 3 PO A gt 3] 13| S 4 R

excluding the financial statements and related footnotes

88
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and auditor's opinion. These were excluded from consideration
because a preliminary suxrvey indicated that no forecasts of
overall corporate results were contained in financial state-
ments and because it seemed highly unlikely that auditors
would permit such forecasts to appear in the financizl state-=
ments.

The primary objective was to describe the forecasts
of corporate results disclosed by the sample firms. Secondary
objectives were to examine relationships that might exist
between such disclosure and various characteristics of the

firms, and to evaluate the accuracy of management predictions.

1. Model for Forecast Information

The framework used to categorize forecasti items
was developed from the general model shown in Figure 2. The
first category, corporate action, refers to asserticns about
company behavior in the future. For example, "We will intro-
duce a new product in July." The second category; environ=
mental conditions, refers to assertions about the future
environment in which the company will operate. For example,
"Interest rates will rise and consumer demand will Fall during
the coming year."™ The third category, corporate results,
refers to assertions about the results that the company as a
whole will experience in thz2 future as a result of the inter-

action of company action and the company's environment. TForxr

example, "Earnings will increase next year" or "We look forward
s g Y

to a successful year." A fourth type of assertion can be
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identified, that which indicates a cause and effect relation-
ship between elements in the three categories. For example,

“Our intrcduction of a new product will likely prompt a

price reduction by competitors.”

FIGURE 2
GENERAL MODEL FOR FORECAST INFORMATION

“CORPORATE
ACTION

} \ | overaLL
S CORPORATE
i SVIRONMENTAL |~ RESULTS

CONDITIONS

Each part of this overall framework could be refined
greatly. Tables 19, 20, and 21 illustrate possible sub~
categories for each of the main elements: corporate action,
environmental conditions, and corporate results. Though con=

»>

siderably detailed, these tables are not all-inclusive. In

th

0

ct the possible zssertions could never be fullv anticipated,
since there is no limit to the assertions which firms could make
about future company action, environmental conditions, overall
company results, or the relatio.ships amocng these elements.

The original research plan envisioned a classifi-
cation and analysis of all forecast information in the annual
reports, using the overall framework of Figure 2 and sub-
categories such as those in Tables 19, 20, and 21. I% became

obvious that this goal was unrealistic, and a decision was

made to concentrate on one majer category, corporate results,
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This selection reflected the belief that readers
of annual reports are, and should be, very much interested
in management's prediction of overall corporate resulis,
particularly future profitability. The selection was
also closely related to the focus of the other major study
reported here: that on analysts' reactions to earnings

forecasts in annual reports.

TABLE 19

EXAMPLES OF CORPORATE ACTION

Marketing
Target market

Products
Differentiation
Performance

Price

Promotion

Distribution

Sales volume

: Competitive advantage

: Costs

: Distinctive competence

- Number of salesmen

. < Number of stores

Research and Development
Directions
Costs
Competitive advantage
Distinctive competence
Czpacity

Organization
Structure
Leadership stylse
Key people
Training program
Planning and control svstems

Production
Plants
Equipment
Capacity
Efficiency
Costs
Capital expenditures
Competitive advantage
Distinctive competence

Financing
Borrowing
Share issues
Leasing
Earnings retention rate
Financing needs

o 1abya ok s e b
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TABLE 2Q
EXAMPLES OF ENVIRONMENT.AL CONDITIONS
General Economy Industry Demand
Groes natienal product Market for a type of product
Disposable income or service
Demand for consuimer goods Activity level in segment of
Demand for consumer durables economy
Demand for non-durables Type of product required to ]
Demand for industrial goods satisfy demand S
interest rates Attitudes of consumers in an
Inflation indusctry
Unemployment 3
Consumer psychology Firm Demand
Market for the specific
Government Policy product sold by the company
Fiscal “ttitude of company customers
Monetary
Trade Competitive Conditions
Pollution control Competitors' strengths and ]
Foreign investment weaknesses
Competitors® strategies
Population and Demography Key factor for successful :
Family formations competiticr . 2
Number/identification of
Availability of Factors of competitors
Production
Materxrials Technology
Labor How devices will be built:
Capital components and processes
- TABLE 21
F EXAMPLEZ OF CORPCRATE RESULTS
- Income Staiement Sources and Uses Statements =
Sales Various sources . 3
: Cost of sales YVarious uses ]
. Gross margin 1
Selling & administrative expenses Varicus financial statement :
| Income before taxes ratios H
- Net income H
S Other E
N Balance Sheet Growth f
- Current assets Success }
) Fixed assets Performance :
Total assets Results :

Current liakilities

Non~current liabilities ,
- Capital i
; Ratained earnings '

e




2. Model for Corporate Results

A framework was developed t¢ describe the forecasts

It consisted of four

categorized as corporate results.

object, period, nature, modifier.

elements: The framework,

its elements and subelements are summarized in Table 22.

TABLE 22
FRAMEWORK FOR DESCRIBING CORPORATE RESULTS

Object
Earnings
Sales
Cash
Performarice
General.

Period
Next year
Other year
Unspecified
Annual

Nature
Strong prediction
Weak prediction
Qualified strong prediction
Qualified weak prediction
Necessity
Goal
No prediction
Yeaxr to date

Modifi-»r

(Categories differ for various objects.)

For the object Earnings
Positive
Negative
Profitable growth
Increase
Increase or decrease
Decrease
Compare well
Good
Outlook good
Poor
Maximum
Optimum
Not modified

For the object Sales
Increase
Decrease
Equal
Outlook good
Good
Exceed
Not modified

)

Foxr the object Cash
Positive
Increase
For the object Performance-
Increassa
Comparable
Outlook good
Good
Fluctuste

For the object General
Growth
Progress
Good
Optimism
Confidence
Success
Encouraging
Meet challenge
Other favorable
Unfavcrable
Not modified
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Object refers to that about which management is

making the assertion. Consider, for example, the following
assertion: "Earnings will increase next year." In this
assertion "earnings" is the object, because management is
making a prediction about earnings.

Period refers to the periocd of future time about
which management is asserting. In the example above, "next
year" is the period.

Nature refers to the nature of management’'s
assertion about the future. In our example, the word "will"
indicates a strong unqualified prediction.

Modifier refers to that which is said about the
object. In the example, "increase" describes what is expected
to happen to the object "earnings."

Each instance of a management assertion about future
corporate results was classified according to its object,

period, nature, and modifier.

3. <CTontent Analysis

The research method by which the annual reports
were examined is called content analysis, two definitions of
which are, "a research technique for the objective, systematic,
and quantitative description of the manifest content of com-
munication," and "any procedure for assessing the relative
extent to which specified references, attitudes, or themes

permeate a given message or document" (Holsti, 1968, p. 597).

A e e
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This section and the four which follow describe

the content analysis performed on the annual reports. To

derive the set of instructions necessary to replicate the

study a reader need only convert the form of these sections

e b, e 4

<=from the descriptive to the imperative.

In conducting a content analysis choices must be
made among alternative recording units and context units
(Holsti, 1968, pp. 647-48). The recording unit refers to the

size of the units to be ccded, i.e., the specific segment of

content to be categorized. Alternatives include the word,
the sentence, the paragraph, and the theme. The context unit
is the largest body of content thsat may be searched to
characterize a recording unit. Alternatives include the
sentence, the paragraph, and the entire document.

The recording unit chosen for this content analysis
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was the theme, i.e., a single assertion about some subject.

In cases where a sentence contained more than one theme, the
sentence was reduced to its component themes before they were
categorized. For example, the sentence -- "We expect increased
sales and earnings" -- consistis of two themes: (1) "we gexpect
increased sales" and (2) "we expect increassd earnings."

The context unit chosen consisted of three paragraphs:
the paragraph containing the theme, the paragraph immediately
preceding the one containing the theme, and the paragraph
immediately following the one containing the theme. In other
words, when it was not possible to classify a theme without

some reference to the context in which it appeared, reference
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was made to any or all of the three specified paragraphs.

Holsti (1968) emphasizes the importance for
objectivity and reliability of setting up appropriate cate-
gories for the classification of data (pp. 644, 646, 658).

He alsc discusses the difficulties of category definition
(pp. 646, 658) and identifies a dilemma: "as categories and
units of analysis become more complex, they are likely to
become both more useful and less reliable" (p. 660).

In this study the scheme for categorizing the themes
was developed by trial and error, by testing the usefulness
of tentative categories and then modiiying them in the light
of the data. Holsti (1968, p. 646) points out that this is
a common approach in the absence of standard classification
schemes.

Considerable trial and error was necessary before
categories were established which met the criteria of being
(1) related to the research elements of interest, (2) exhaus-
tive, and (3) mutually exclusive, and before definitions of
categories were developed that allowed consistency in the
classification of themes.

The following four sections of this chapter describe
the final classification scheme and specify the indicators that

were used to determine which themes fell into each category.

4, Object

The objects about which managements made assertions
were categorized as follows: earnings, sales, cash, perform-

ance, general. Each is explained below.
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Earnings includes reference to the following:
earnings, profits, earnings per share, return on invesiment,
return on equity, return on shareholders' equity, rate of
return, etc., where reference is undoubtedly being made to
the dollar earnings of the firm.

Sales includes reference to the following: sales,
revenue, billings, etc., where reference is undoubtedly
being made to the dollar sales of the firm.

Cash includes reference to cash flow, net cash
flow, net cash inflow, etc., where reference is undoubtedly
being made to the net cash flow of the firm.

Performance includes reference to the following:

performance, financial results, results, operating resulis,
or annual reports.

General includes sll other references to overall
company results. Examples are as follows: the outlook is
good, the future is bright, the company will succeed,

prospects are grim.
5. Period

Future periods referred to in managementi assertions
were categorized as follows: next year, other year, unspe-
cified, annual. Each is explained below.

Next year reflects a clear reference to the fiscal

year following that upon which the current annual report is

reporting.
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Other vear reflects a clear reference to some
specific period of time other than that of next yesr. For ]
example: over the next three years, the year after next,
nineteen eighty-four.

Unspecified reflects a reference to future period(s) ;

not clearly identified. For example: future years, months

ahead, in the short run, immediately, foreseeable future.
Annual reflecits a specific reference to the annual

occurrence of a particular phenomenon. For example: annually,

yearly.

[V TSR C N Sl N ST S N VI PURE YUV A SR I PR

Management assertions were categorized by their
nature, as follows: strong prediction, weak prediction,
qualified strong prediction, qualified weak prediction,

necessity, goal, no prediction, year to date.

A

Strong prediction reflacis & clear, unambiguous

i

ae

prediction about future overall company results. For

“ae

example: "Earnings will increase," or "Earnings are expectad

r-d
> A A e

to increase." Numerous other expressions were also classified

as strong predictions. The range is demonstrated in Table 23.

e st

Weak prediction reflects a less strong prediction

about future overall company results. For exampl:: "Earnings
might increase." or "Earnings could increase." The assertion ;
raises the probsbility of a future overall company outcome

without predicting it clearly. The range of such expressions

. is demonstrated in Table 24.
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TABLE 23

EXPRESSIONS CONVEYING STRONG PREDICTION

Earnings will increase.

We expect an earnings increase.

We anticipate an earnings increase.

We predict an earnings increase.

We forecast an earnings increase.

We foresee an earnings incrvease.

We are certain of an earnings increase.
We are assured of an earnings increase.
We are confident of an esarnings increase.
We are assuming an esrnings increase.
Increased earnings is indicated.

The outlook is for increased earnings.
The prospect is for increased earnings.
There is a good probability of increased earnings.
The likelihood is for increased earnings.
Earnings are about to increase.

Increased earnings are just ahead.
Increased earnings are coming.

Earnings are going to increase.

Earnings should incresase.

We look for an earnings increase.
Increased ezrnings are imminent.
Increased earnings are impossible.
Increased earnings are doubtful.

The expectation is for an earnings increase.
Increased earnings are expected.

Earnings are expecied to increase.

We are soundly positioned for continued growth.
We are a growing company.

Our business is growing.

Our ever-growing company.
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TABLE 24
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EXPRESSIONS CONVEYING WEAK PREDICTION

Earnings might increase. i
Earnings may increase. i
Earnings could increase.

Earnings will perhaps increase. :
We are hopeful that earnings will increase. '
There is some probability that earnings will increase.

It is possible that earnings will increase.

The potential exists for increased earnings.

There is a chance of increased earnings.
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Qualified strong orediction reflects a strong pre-

diction qualified in the same sentence as to certain conditions

which are required for the predicted outcome. For example:

S T A T -

"Earnings will increase when the economy improves," or

w

"Earnings will increase if the economy improves."

Qualified weak prediction reflects a weak prediction

qualified in the same senience as 1o certain conditions which

vired for the predicied outcome. For example: "Earn-

et o) e Rl S o 3 IS m

ht increase when the economy improves."
Necessity reflects an assertion about the need for
certain overall company outcomes. Foxr example: '"Earnings

must increase if we are to continue to attract capital."

Other examples are shown in Table 25.

TABLE 25
EXPRESSIONS CONVEYING NECESSITY
Earnings must increase.
Earnings have to increase.
An increase in earnings is necessary.

An increase in earnings is required.
An increase in earnings is essential.

Goal reflects the nntion that certain overall
company outcomes have been accepted as company objectives oxr

goals, or that the company is exexrting effort toward the

;
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accomplishment of certain overall company outcomes, or that
the company has developed plans for the purpose of accomplish-
ing certain overall company outcomes. For example: "Our

objective is to increase earnings," or "We are making every
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effort to increase earnings," or "We have specific plans to g
increase earnings." Other examples are shown in Table 26. 2
i
j
|
TABLE 26 t

Our
Our
Our
Our

We
We
We
We
We
We
We
We
We
Ve
We
We
We

are
are
are
are
are

strive for a return to earnings growth.

are
are
are
are
are
are

have plans to increase earnings.

These become important factors in our profitability.

Earnings will be a reflection of cur ability to
conirol expenses.

The new structure is designed for growth.

An increase in earnings depends upon close atfesntion

objective is to increase earnings.
goal is to increase earnings.
desire is to increase earnings.
hope is to increase earnings.

EXPRESSIONS CONVEYING GOAL

e R e e

aiming to increase earnings.
hoping to increase earnings.
determined to increase earnings.
intending to increase earnings.
planning to increase earnings.

trying to increase earnings.

making every effort to increase earnings.
prepsring to increase earnings.
interested in increasing earnings.
committed to increasing earnings.
scheduling an increase in earnings.
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to costs.

its inability or unwillingness to predict overall company

outcomes.

for next year."

company outcomes to date in the fiscal year underway at the

No prediction reflects a management assertion about

e

For example: "It is difficult to predict earnings

Year tc date reflects an assertion about overall
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time of the writing of the annual report, i.e., the year

following that covered by the Income Statement included in
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the annuzl report. For example: "So far this year earnings

are running ahead of last year's pace."

7. Modifier

Finally, management assertions were categorized
according to the modifier used to describe the obiject. The
categories were not the same for all objects, because the
kinds of things said about various objects differed substan-
tially, and not all modifiers could be logically related to
all objects.

The categorization schemes for modifiexrs of the
various objects were summarized in Table 22, and are explained

below, beginning with those for the object earnings.

Earnings

Positive means earnings greater than zero. For
example: "Next year will see a return to profitability," oxr
"Past losses will be applied against next year's earnings."

Negative means earnings less than zerc. For example:
"It is unlikely that we will see a return to profitability
next year," or "Losses are expected to increase."

Profitable arowth means an optimistic management

reference to future earnings by use of the specific wording
"prefitable growth," or wording very similar to it, e.,g.,

"profitable expansion," "expand profitably."

Increase means earnings greater, or losses less,

than those of the previous year. Many expressions convey the

notion of increase. For example: advence, better, exceed,

5 e
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expand, grow, ¢reater, higher, improve, larger, progress,
rise, upward, upturn.

Increase or decrease means earnings or losses that

could be greater or less than those of the previous year.
Decrease means earnings less, or losses greater, than
those of the previous year.

Compare well means eaxrnings that compare well or

favorably with those of the previous year.

Good means that future earnings have been described
in a way reflecting management satisfaction or optimism. For
example, describing future earnings as good, satisfactory,
reasonable, adequate, high strong, or sufficient.

Outlook good means that the outlook for earnings

has been described in a way reflecting management satisfaction
or optimism. For example, describing the outlook for earnings
as good, bright, favorable, optimistic, encouraging, or
promising.

Poor means that future earnings have been described
in a way reflecting management dissatisfaction or pessimism.
For example, describing future earnings as poor, unsatiisfactory,
unreasonable, inadequate, low, weak, or insufficient.

Maximum means a reference <to earnings maximization.

Optimum means a reference to an optimum level of
earnings.

Not modified means the management reference to

earnings was not modified by use of any of the modifiers

listed above, nor by use of any other modifier that could be
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so listed. For example, "Clearing the way for a profit-

oriented future!™

b.. Sales

The catégorization schene for modifiers of the object
sales included five modifiers ideatical in name and méaning to
thése used with the object earnings. Two additional modifiers
were also used; theéey are explained below.

Increasg,

Decrease .

Equal means sales equal to those 6f the previous year.

Outlook,good;

Good.
Excéed means sales that will exceed a given dollar
amount.

Not mOdifieﬁ.

C.. ,Cash

The categorization scheme for modifiers of the~objéctr
cash was limited %o two modifiers, both of which were identicakr
in name and meaning to modifiers used with the object éarnings,¥:

POsitive,

Increase..

d. Performance

The categorizaticn scheme for modifiers of the object

performance included three modifiers identical in name and
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meaning to those used with the object earnings. Two additional
modifiers were also used; they are explained below.

Increase.
Comparable means that performance will be comparable
to that of the previcus year.

Outloqk,;gq‘od.

Good.
Fluctuate means that there will be fluctuations or

variability in performance.

The categorization scheme for modifiers of the object
general is explained below.

Growth means that the company will .grow. For éxample:
"We are planning further growth,"™ or "This is a firm fqpndation

for future growth,"™ o6r "We are a growing company," of "A new

era of expansion is fast erupting."

Progress means that fhe~company,will‘progress; For

example: "Next year should be another year of progress," or

"This will assure our continuing progress," -or "A loyal work-

force is necessary for our continued progress." The word

progress Or some variation, e.g., progressive, must be used.

Good means that overall company results will be good.
For example: "Next year will be a good year," or "We look
forward to a reasonably good year." The word -good must be used.

Ogtimism means that management describes its outlook

for the:future as being one of optimism. For example: "“We
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look to the future with optimism," or "We c¢annot help but be
optimistic." The word optimism or scme variation, e.g.,
optimistic, must be used.

Copfidénce means that management describes its out-
look for the future as being one of confidence. For example:
"We look to the future with confidence," The word confidence
or some variation, e.g.; confident, must be used.

Success means that thé company will enjoy succes§.
For example: "We expect a successful year," or "This will
contribute ©0 our continuing success." The word success orx
some variation, e.g., succeed, successful, musi be used.

Encouraging means that the future is described as

being encouraging. For example: "The outlook foxr your
company is éncouraging," or "We enter the new decade very
'encouraged'ai our prospects." The word encouraging oxr someé
variation, e.g., encouraged, must be used.

Meet challenge means that the company will meet the

challenges which will face it. The word chalkenge or some

variation must be used.

Other favorable means any general comment partaining
to favorable corporate results other than those falling within
the eight previous categories. This category covers the many
modifiers of general corporate results which convey a feeling
of optimism about the future but which appear less frequently
than the eight previous modifiers. Some of the operative woids
are: accomplishment, favorabXe, bright, attractive, proper,

exciting, attain goals, enthusiastic, development, prepared.
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Unfavorable means any general comment pertaining

to possible unfavorable corporate results. For example:
"Proposals in the White Paper would damage the company," or

"Inflation poses a threat to the sound growth of the company."

Not modified.

This completes the description of the framework
which was developed to describe the forecasts categorized as
corporate results. The framework, its elements and sub-

elements are summarized in Table 22.

8. __Company_ Characteristics

The previous section described the method by which
forecasts of corporate results were categorized according to
object, period, nature, and modifier. This section desc¢ribes
various company characteristics which were examined in an

attempt to find relationships with forecast disclosure.

a. _Following a Profit or Loss

Annual reports were put into one of two categories:
those which were reporting a profit in the year just ended,
and those reporting a loss in the year just ended. The data
were obtained from the income statements of the actual annual
reports. An annual report was considered to be reporting a
loss if either earnings before extraordinary items or earnings
after extraordinary items was negative. This characteristic
was of interest because it might be hypothesized that manage-
ment's propensity to forecast was conditioned by the current

existence or absence of earnings, by whether it was reporting

- good news or bad news for the year just ended.

VT e e e




ey

108

b. Following Increased or Decreased Earnings

Annual reports were put into one of two categories:
those reporting earnings for the year just ended which wezre
greater than earnings of the previous year, and those report=
ing earnings for the year just ended which were less than
earnings of the previous year. The data used to classify a
given annual report were obtained from the comparative income
statements of that annual report.

This c¢haracteristic was of interest because it
might be hypothesized that management's propensity to forecast

was c¢onditioned by whether it was reporting an improving sit=

uation or a declining situation.

To effect this ¢lassification it was necessary to
develop rules to handle situations in which earﬁings before
extradordinary items (EBEI) ‘had increased while earnings afier
extraordinary items (EAEL) had decreased, and vice versa.

In cases where EBEI decreased while EAEI increased,
the annual report was deemed to have reported a decrease'ih
earnings. This was because EBEI is the generally-acknowledged
measure of profitability from ordinary operations (Fischer and
Jordon, 1975, p. 210). Managers and iInvestors like to see EBEIL
increasing, not decreasing. The fact that, in a given year, an
extraordinary gain can turn the decrease before extraordinary
items into an increase after extraordinary items does not hide
the fact that basic ongoing profitability has decreased.

Managers and investors are concerned about a decrease in EBEI

regardless of EAEI.
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In cases where EBEI increased while EAEI decreased,
the ¢lassification of the annual report depended upon the cause
of the decrease in EAEI. If the decrease in FAEI arose because
extraordinary gains in the current year were less than extra-=
-ordinary gains in the previous year, the annual report was said
to have reported an increase in earnings. In this situation, k:;a
% the important EBEI did increase; only the amount of extra- h
: ordinary gain decreased. Management is reporting essentially
good news about the year just ended.

If, however, the decrease in EAEI arose because extra-~
ordinary losses in the current year were greater than extra-
ordinary losses in the previous year, the annual report was
said to have reported a decrease in earnings. In this situation
significant extraordinary losses are being reported - losses -
enough to nullify the advance in EBEI. Management is reporting

some bad news about the year just ended.

c. Preceding a_ Profit or Loss

Annual reports were put into one of two categories:
those which were followed a year later by annual reports show-
ing a profit, and those which were followed a year later by
annual reports showing a loss. The data were obtained from
the income statements of the actual annual reports. An annual

- 7 report was considered to be reporting a loss if either earnings
before extraordinary items or earnings after extraordinary
items was negative.

This characteristic was of interest because it might
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be hypothesized that management's propensity to forecast was

conditioned by whether the coming year was likely to produce

a profit or & loss.

d. Preceding Increased or Decreaséd Earnings

Annual reports were put into one of two categories:
those which were followed a year later by annual reports showing
an increase in earnings; -and those which were followed a yéar
later by annual reports showing a decrease in earnings. The
data used to classify a given annual report were obtained from
the comparative income statements of the annual report which
followed a year later.

Again it was necessary to develop rules to handle
situations in which EBEI and EAEI moved in opposite directions.
The rules developed for item (b) above were used for thisi
purpose.

This characteristic was of interest because it might
be:hypothesiZed:that management's propensity toé forecast was
COnditionedrby'the results which management would be able to

report in the annual repdrt of the following year.

e.:'CQmpany Size

Annual reports were placed in one of four categories,
corresponding to the quartile rank in terms o0f total assets for
the specific year in question. For each of the four years
involved, quartile ranks were developed using total assets as

shown on the balance sheets of the annual reports.
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Total assets was chosen over sales as the measure
of sfze largely for convenience. Whereas the total asset
figure was readily available, an unambiguous figure for sales
was hot always reported. For example, firms varied in their
definitions and categorization of sales, revenue, and income.
In at least one annual report no sales figure at all was
reported.

Table 27 shows the composition of thé four quartiles

for each year examined.

TABLE. 27
COMPOSITION OF ASSET SIZE QUARTILES

Total Assets ($ Millions)

Year 1 Year 2 Yeéar 3 Year 4
Quartile (1969) (1970) (1971) (1972)
1 66 & -over 71 & over 78 & over 87 & over
2 22 = 65.9 28 = 70.9 35 - 77.9 42 - 86.9
3 10 = 21.9 10 - 27.9 12 - 34.9 14 - 41.9
4 0- 9.9 0 - 9u9 0 - 11.9 0~ 13.9

By way of comparison, The Financial Post rankin92

for 1969 of Canada's largest manufacturing, resource, and

utility companies listed eighty firms with assets of $66 million

or more. In addition there were nine merchandising companies
with assets this great, and all of the twenty-five largest
financial companies had assets this great. Thus one might
Vapproximate that the sample firms in the largest quartile of
the present study were all among the largest two hundred

Canadian companies and that most of the others were not.




Company size was of interest because it might be

hypothesized that management's propensity to forecast was

conditioned by the size (maturity, power, visibility) of

the company.

. Company Indusitzy

Annual reports were placed in one of twenty-one
categories according to the classification assigned to the

companies in the 1970 editions of The Einancial Post Survey

of Industrials and The Financial Post Survey of Investment
Funds: Table 28 lists the industry categories and indicates

the number of firms classified in each.

TABLE 28
DISTRIBUTION OF COMPANEES BY INDUSTRY

Industry Number of
~ ) ‘Companies
‘Banking and finance
Bevérages
Gheéemicals
Construction
Data -processing:

Electrical equipment ,
Foodstuff and allied products
Invéestment fund .
Iron and steel ]
-‘Management and ‘holding
‘Mezchandising
Non=ferrous metals
OiXs and pipelines
Printing, publishing & broadcasting
Property development '
Public utilities
Pulp, paper and lumber
Textiles
Transportation and storage
Trust and loan:
Miscellaneous

Totad
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This characteristic is of interest because it might
be hypothesized that management's propensity to forecast was
c6nditioned by the nature (maturity, stability, riskiness) of

the industry in which the firm operated.

g}MMPrecediana;SecuriiiesﬁIssue

Annual reports were put into one of three categories?
those which were followed within one year by the public issue
of equity securities, those followed within one year by an
issue of debt securities only; and those not followed within &
yéar by any public securities issue.

Identification of new issues was made with the
1970-74 editions of The Financial Post Corporation Service

BgéQrdﬂof;New,issues.

The year following the annual report was measured
from the date of the Letter to the Shareholders or the date of
the Auditor's Report, whichever was later. 7

An issue was considered to be an equity issué if the

unit issued ¢onsisted in whole or in part of any of the follow=

ing: equity shares, warrants for equity shares, rights for
equity shares, securities convertible into equity shares. An

issue was considered to be debt only when the unit issued con-=

sisted entirely of debt securities. Annual reports followed by
issues of both debt and equity were classified as preceding an

‘equity issue,.

This characteristic was of interest because it might

be hypothesized that management's propensity to forecast was.




114
conditioned by management's plans for the issue of new

securities.

h. . Auditor

Annual reports were categorized according to the
firm(s) of Chartered Accountants which rendered an opinion on
the financial statements. Identification of the firm(s) was
made from the annual reports.

This characteristic is of interest because it might
be hypothesized that management's propensity to forecast in
the annual report was conditioned by the auditor's attitude

towards such disclosure in theé annual report.

Q.. Accuracy

The study revealed no annual reports containing
.specific point estimates of earnings for future years. Thus
it was not possible to measure accuracy in terms of dollar or
percentage deviations from predicted values. An analysis was
undertaken, however, to assess the accuracy of selected
references td next year™s earnings. Predictions were checked
for accuracy by réference in each case t0 the annual report

for the year following the prediction. Thus only predictions

appearing in annual reports of the first three years were

tested- for aceuracy.

The first accuracy test involved all explicit refer-

ences to next year's earnings. For references which clearly

predicted positive/negative earnings or an increase/decrease
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in earnings, accuracy was easily ascertained by reference to

the annual report of the following year. For references with
less specific modifiers a judgement on accuracy was made by
referxring to- the sign of the following year's earnings and
the directicn of their change from the previous year.

The second accuracy test involved both explicit and
implicit strong predictions of either positive or increased
earnings for next year. An implicit prediction was one which,
although not made explicitly, could be deduced from an explicit
prediction. For example, if a report contained an explicit
prediction that earnings would increase and if the firm was
currently enjoying earnings greater than zero, there was an
impiicit prediction that next year's earnings would also be
positive. Similarly, an explicit prediction of positive
earnings, made by a firm currently in a lcss position, was
an implicit bredictién of increased earnings for the coming
year.

This chapter has described the method by which
annual reports were analyzed for forecasts of corporate
results. The study was exploratory in nature, aimed at dis-
covering tﬂ; real world situation with respect to forecast
disclosure in Canadian annual reports. The purpose was not
to test any firmly held specific hypotheses. The general
hypotheses were that some firms discliose forécasts of corporate
results, and that firms differ in the nature of their disclosure.
The next chapter presents the results of this study. 'Chaptéi'Vi

relates the findings to the literature and draws general con-

clusions.
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FOOTNOTES

An- annizal report was classified as belonging to 1969
if the balance sheet date was between July 1, 1969 and
June 30, 1970, This is referred to as year .one in the
discussion of Zesults in Chapter V.

The Financial Dost, July 11, 1970, p. 1l.
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CHAPTER V
INCIDENCE IN ANNUAL REPORTS: RESEARCH: RESULTS

This chapter presents the results of the study of
annual reports described in the previous chapter. The first
section provides a general picture of the disclosure of cor-
porate results. Sections two through six focus on references
t6 each of the five objécts in the categorization model.
Sections seven thréugh nine conéentrate on predictions of
next year's earnings, including an analysis of relationships
to company characteristics and an analysis of forecasting

accuracy.

l.t;References +o_Some Object

Of the 240 annual reports, 182 (75.8 percent) made
at least one reference to the future with respéct to one of
the objects under examination: -earnings, sales, cash, pere:
formance, or general. Table 29 shows the number of annual
reports making referenceito each of the five objects in each
of the four years. For example, twenty-five annual reports
from year 1 contained at least one reference to the object
earnings; twelve contained a reference to sales; three con~ .
tained a reference to perxformance; and thirty- en contained
a reference to the object general. In total, forty-four of
the sixty annual reports from year 1 contained at least one
reference to one 0f the objects. The sum of 25, 12, 3, and-

37 exceeds forty-four because some annual reports contained
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reference to more than one object. The table shows that
113 of the sample of 240 annual reports (47.1 percent) con=
tained a reference to earnings and 182 (75.8 percent) con-
tained a reference to at least one of the objects.

Table 30 shows the total number of referenceés made
in these 182 annual reports to each o6f the five objects. The
numbers in Table 30 are larger than those in Table 29=becausé
many annual reports contained more than one reference to a
given object. For example, the twenty-five annual reports
of year 1 which made reference to earnings (Table 29) con-
tained a total of thirty=seven such references (Table 30).
For all four yeaxrs, the 113 annual reports making reférence
to earnings (Table 29) contained 165 such references (Table 30),
and the 182 annual reports which contained at least one refer- :

ence to any object contained 523 references in total.
TABLE 29

NUMBER OF ANNUAL REPORTS CONTAINING:
AT LEAST ONE REFERENCE TO VARIQUS OBJECTS
BY YEAR OF ANNUAL REPORT

Year of Object

Annual Report Earnlngs Sales Cash Performance General
Year 1 25 12 0 37
Year 2 27 14 35
Year 3. 28 10 : ) 36
Year 4 33 16 ' ) 35

Total 113 52 21 143
Total as
Percentage of
240: Reports . 21 L, 2 s 59.6
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TABLE 30

NUMBER OF REFERENCES, BY OBJECT
AND BY YEAR OF ANMNUAL REPORT

Year of e Qb;ggt . .

Annual Report Earnings Sales Cash Performance General Total
Year 1 37 20 0 3 7% 131
Year 2 35 1t 0 7 64 124
Year 3 a4 1 2 7 66 133
Year 4 .49 20 3 4 59 135

Total 165 72 S5 21 260 523

_ Total as

Percentage of ]

All References 31.5 13.8 1.0 ) 4.0 49.7 100.0

The overall pattern disclosed in Tables 29 and 30
is théat references ito the object general and the object
earnings were the most prevalent, followed by—feferences to
salés, performance, and cash, in that order.

In terms of numbers of annual reports; Table 29
shows that 143 annual reports (59.6 percent of all reports)
made reference to the object general; 113 (47.1 percent) made
reference to the object earnings; 52 made referencé to the
object sales; 20 made reference to the object performance;
and only 3 made reference to the object cash.

Table 30 shows a similar pattern in terms of numbers
of references. Of the 523 references, 260 (49.7 percent) were
to the object general; 165 (31.5 percent) were to the object
earnings; 72 were to the object sales; 21 were to the object
performance; and only 5 were to the object cash.

The last columns in Tables 29 and 30 indicate little

year to year variation in the overall incidence of forecasts
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for the four years examined. Table 29 shows that forty-four
annual reports of year 1 contained a forecast reference and
that there were forty=six such reports in each of the other
three years. Table 30 shows that 131 forecast references
were made in the annual reports of year 1 and that the reports
of succeeding years contained 124, 133, and 135 respectively.

Tables 29 and 30 do, however, show more year to
year fluctuation for individual objects. There is some
suggestion of an increasing trend to refer to earnings, as
the number of annual reports with such references rose steadily
from twenty=five in year one to thirty-three in year four. The
number of references to earnings went from thirty-seven in year
one to forty-nine in year four. At the same time, there is
some suggestion of a decreasing trend to .general references.
Although the number 0f annual reports containing such rgfer—
ences remained about the éame, the number of such references
fell from seventy-one in year one to fifty-nine in yéar four.
Throughout this study, however, any suggestions -of possible
trends must be interpreted very cautiously, since they may be
a function of unspecified third factors rather than of time.
Table 31 shows the distribution among- the sixty
sample companies of -the 182 annual reports which contained
a reference to the future with respect to one of the objects.
Thirty-one companies made some reference to some object for
all four years examined. Eleven companies made some reference

in three of the four years. Ten companies made some reference

in two years, five companies made some reference in one year,
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and only three made no reference in any of the four years.
Thus, approximately one-half of the firms made some refer-
ence to future company results in each of the four years
examined and 95 percent made some such reference in at least

one of the four years.

TABLE 31

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING
AT LEAST ONE REFERENCE TO ANY OBJECT

Number of Annual

Reports in Which Cumulative
Reference Number of Percent of Percent of

is Made Compzanies Companies Companies

4 31 51.7 51.7

3 11 18.3 70.0

2 10 16.7 86.7

1 5 8.3 95.0

0 _3 5.0 100.0

60 100.0

Table 32 analyzes the 523 references to all objects
according to the future time period to which references were
made. Most references were made to unspecified future periods.
Thére were 287 such references, these being 54.9 percent of
all references. Next most common were references to next year.
There were 216 references to next year, these comprising 41.3
percent of all references. Together, references to unspecified
future periods and to next year comprised 96.2 percent of all
réferences. Only 14 references were to specific periods other
than next year, and only 6 references were to an annual future

result. Some vear to year fluctuation is seen in Tahie 32
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for each of the periods referred to. No trend over time is

apparent.

TABLE 32

NUMBER OF REFERENCES, BY PERTOD REFERRED TO
AND BY YEAR OF ANNUAL REPORT

. Period Referred %o _
Year of Next Othér Unspecified Annuzl Total
Annuzl Report Year Year

Year 1 48 3 77

Year 2 50 5 67
Year 3 64 2 67
4
A

131
124
133
135
523

Year 4 54 . 76

Total i4 287
Percent of

Total 41.3 2.7 54.9 1.1 100.0

A= ON W

In summary, 75.8 percent of the annual reporis in
the sample contained some reference to future resulis.
References most often concerned the objects general and
earnings and the future periods unspecified and next year.
The next five sections -of this chapter describe in more

detail the references made to each of the five objects.

2. References to. Future Farnings

Of the 240 annual reports, 113 (47.1 percent) con-
tained at least one reference to future earnings. Table 33
shows the incidence of such annual reports by year. Twenty-,
five of the annual reports were from the first year examineds;
twenty-seven were from the second year; twehtyeeight were from

the third year; and thirty-three were from the fourth year.




The distribution among years was about even, but a steady

increase over time did exist.

TABLE 33

ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE
TO FUTURE EARNINGS, BY YEAR

Percent of
Number of All Reports

Reporis That Year
Year 1 25 41.7
Year 2 27 45.0
Year 3 28 45.7
Year 4 _33 55.0
All Years 113 47.1

Table 34 shows the distribution of these 113

annual reports among the sixty sample companies. Eight

companies made reference to future earnings for all four

years examined. Ten companies made such a refexrence in

‘three of the four years. Sixteen companies made such a

reference in twe years, nineteen made such a reference
in oné year; and only seven made no such reference in any
of the four years. Thus, 30 percent of the firms made
such a reference in at least three years, and 88.3 percent
of fitms made such a reference in at least one of the four

years.

123
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TABLE 34

CONCENTRATION BY COMPANY Or ANNUAL REPORTS CONTAINING
- AT LEAST ONE REFERENCE TO FUTURE EARNINGS

Number of Annual
Reports in Which Cumulative
" Reference Number of Percent of Percent of
is Made Companies CoOmpanies Companies
8 13.3 13.3
10 16.7 30.0
16 26.7 56.7
19 31.7 88.3
7 _11.7 100.0
60 100.0

.. Next Yea¥r's Earnings

Of the 240 annual reports, sixty-=nine (28.8 percent)

contained at least one reference to next year's -eafnings.

Table 35 shows the incidence of such annual reports by year.

Seventéen of the sixty-nine annual reports were from the first
year examined; sixtéen were from the second year; nineteen
were from the third year; and seventieen weré from the fourth

year. The distribution among years was about even.

TABLE 35

ANNUAL REPORTS CONTAINING AT LEAST ONE REFERFNCE
TO NEXT YEAR'S EARNINGS, BY YEAR

Percent of

Number of -All Reports

Reports That Year
Year ! 17
Year - 16
Year 3 19
Year 17
AlL Years 69
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Table 36 shows the distribution of these sixXty=nine

annual reports among the sixty sample companies. Three com=

panies made reference to next year's earnings for all four

years examined. Four companies made such a reference in three

of the four years. Ten companies made such a reference in two-

years, twenty-five made such a reference in one year; .and

eighteen made no sich reference in any of the four years: Thuss

70 percent of the firms made such a reference in at least one

year, but only 11.7 pe¥cent made one in at least three years.

TABLE 36

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING
AT LEAST ONE REFERENCE TO NEXT YEAR'S EARNINGS

Numbeér of Annual

Reports in Which Cumulative
Reference Number 6f DPercent of Percent of
is Made Companies Companies Companles

4 3 5.0 5.0

3 4 6.7 11.7

2 10 16.7 28.3

1 25 41.7 70:0.

0 18 339‘?1' 100.0:

Table 37‘§howS,ﬁhernumber and type of :eférenées ig
next year's earnings which were found in the sixty-nine énﬁuair
reports containing any such reference. The total number of

references (seventy=seven) is greater than the number of annual

- reports (sixty-niné) because some annual reports contained more

- : . 1
than -one reference.
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In terms of the nature of the references, Table 37
shows that references toc next year's earnings were most often
in the nature of a strong prediction (fifty=three references,
or 68.8 percent of all references). For example, "1970-71
should be another year of expanded sales and increased profits."
Next most prevalent were references to goals (ten references,
or 13.0 percent of all references). For example, ". . . an
increase in both sales and -earnings is planned . . ." There
were seven references to year tc date (9.1 percent of all
references). For example, "Our volume znd profit this year
continues at an improved pacé . . ." There were five qualified
strong predictions (6.5 percent of all references). For
example, ". . . economic factors . . . have improved and if
this trend continues, we can look forward to higher earnings

in 1971." Oné reference was in the nature of a weak pre-

diction -~ ", . . we will do well to maintain earnings edual
to last year." Finally, there was one reference 6f the nature
of no prediction -- "The econdomy is too uncertain to forecast

sales, cost and profit trends in the second half of 19704“

In terms of the modifier of the reference, Table 37
shows that in fifty-six instances (72.7 pércent of all refer-
“ences) the explicit reference was to an increase in next year's
earnings. The previous paragraph contains several examples.

In seven references (9.1 percent) the modifier explicitly
indicated positive earnings for next year. For example,'@It
is reasonable to expect that 1972 will be a profitable year."

The nine othér modifiers discovered appeared no more than

St et o St T B e i om0 S




three times each. 1In no instance was a specific dollar
figure or range of dollars given as a foiecast.
Considering the nature of the references and
their modifiers together, the outstanding featuré is the
high incidence of strong predictions that next year's carn-
ings will increase. Forty-two references (54.5 percent of
all references) were of this type. No other type 6f refer-
ence was nearly so prevalent. In addition to thé forty=two

strong predictions explicitly predicting an increase in

éarnings, three more strong predictions predicted an increasé
implicitly, by explicitly predicting positive earhings after
a year of neéegative earnings.

On the whole; references to next year's earnings

déliverad good news rather than bad news to readers of the

annual reports. Only five references (6.5 percent of all

[
R
b e

references) were of a nature that could: be classified as

indicating bad news (negative, decrease, poor, ihcrease o%

decrease).

Section 7 of this chapter examines more closely
the fifty annual reports containing the fifty-three strong

unqualified predictions about next year's earnings.

,b?;,Earniggs,of7a,P¢;§od,Not,Specifiedfgs Next ¥§ar

Of the 240 annual reports, only four (1.7 percent)

contained at least one reference to esrnings of a specific

period other than that of the next year.
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Of the 240 annual reports, only two (0.8 percent)
contained at least one reference to earnings in terms of an
annual occurance.

0f the 240 annual reports, sixty=seven (27.9 percent)
céntained at least one reference to earnings of an unspecified
future period. Table 38 shows the incidenceé of such annual
reports by year. Fcurteen of the annual reports were from the
first year examined; fourtéen were from the second year; six-<
teen were from the third year; and twenty-three were from the
fourth year. The distribution among years is about even for
the first three years, but considerably higher in the fourth
vear. Except for this concentration in year four, the dis-

tribution is similar to that for references to next year's

earnings (Table 35).

TABLE 38

 ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE
TO EARNINGS OF AN UNSPECTIFIED FUTURE PERIOD, BY YEAR

Percent of
Number of All Reports
Reports That Year

Year 1 14 23.3
Year 2 14 23.3
Year 3 16 26.7
Year 4 23 38.3

All Years 67 27.9

Table 39 shows the distribution of the sixty-seven
annual reports among the sixty sample companies. Only one

company made reference to the earnings of some unspecified




future period for all four years examined. Five COmpaniés
made such a reference in three of the four years. Twelve
companies made such a reference in two years; twenty-four

made such a reference in one year, and eighteen made no such
reference in any of the four years. Thus, 70 percent of the
firms made such a reference in at least one year, but only

10 percent made one in at least three years. This ¢oncentra=
tion among the companies is very similar to that for refer-

ences to next year's earnings (Table 36).

TABLE 39

CONCENTRATION BY COMPANY ‘OF ANNUAL REPORTS CONTAINING AT LEAST
ONE REFERENCE TO EARNINGS OF AN UNSPECIFIED EUTURE PERIOD

Number of Annual

Reports in Which _ Cumulative
Reference Number of Percent of Percent of
is Made Companies Companies Companies

4 1 1.7 1.7

3 5 8.3 10.0

2 i2 20.0 30.0

1 24 40.0 70.0

0 18 . 30. O 100.0

60 l

Table 40 shows the number and type of references to
earnings of an unspecified future period which were found in
the sixty-seven annual reports containing any such reference.
The total number of references (eighty) is greater than the
number of annual reports (sixty-seven) because some annual

o . ] 1
reports contained more than one reference.
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In terms of the nature of the references, Table 40
shows that referénces to earnings of an unspecified future

period were most often in the nature of a strong prediction

{(forty-one references; 51.3 percent of all references) or a
goal statement (thirty-one references; 38.8 percent of all -t
references). Thefe were five references to the necessity

of earnings and one each in the nature of a weak prediction,
a qualified strong prediction, and no prédiction. Comparing
these resulis with those of Table 37 (references to next
year's earnings), it is seen that strong predictions are
clearly the most prevalent in both. Statements of goals

are the next most common, being especially prevalent in the
unspecified period situation.

Iin terms of the modifiers, Tazble 40 shows that

forty 0f the eighty references were t0 Increases in earnings
in some unspecified future period. Twelve references {15
percent) were to profitsble growth in the future. Eight
references (10 percent) were to positive earnings and six
(7.5 pércent) were to good earnings. The concentration in
the increase category is noi so heavy here as it is in
Table 37 for next year's earnings, but when the increase

and profitable growth categories are combined the pattern

is very similar.

Considering the nature of the references and their

modifiers together, the most common reference was a strong

prediction of an increase in earnings (twenty-five instances,

31.3 ﬁercent of all references). For example, ". . . gives

T
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us confidence in projecting also a continued and healthy
profit growth . . ." Next most common was a reference to
a goal of increasing earnings (eleven references, 13.8
percent of all references). For example, ". . . is an
example of the company's constant desire to . . . add to
its profitebility . . ."

Table 40 indicates that little bad news was
delivered to readers by the references to earnings of un-
specified future periods. No references were made to negative
earnings or decreases in earnings. Thus whether referring
to earnings of next year or som2 unspecified future period,
annual reports tended to communicate good news rather than

bad:

2. References to Future Sales

Of the 240 annual reports, fifty=itwo (21.7 percent)

=4y

contained at least one reference to fuiure sales. Table 41
shows the incidence of such annual reports by year. Twelve
of the annual reports were from the first year examined;
fourteen were from the second vyear; ten were from the third
year; and sixteen wexre from the fourth year. The distfibution
among. years fluctuated considexably.

Table 42 shows the distribution of these annual
reports among the sixty sample companies. Only one company

made reference to future sales for all four years examined.

- —~ e e S e e ————— TS
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Four companies made such a reference in three of the four
years. Ten companiés made such a reference in itwo years,
sixteen made such a reference in one year, and twenty-nine
made no such reference in any of the four years. Thus,
about one=half of the companies made no reference to future
sales in any of the four yesrs, and only 8.3 percent of the
compzanies made such & reference in three or more of the four

years.

TABLE 41

ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE
TO FUTURE SAELEES, BY YEAR

Percent of
Number of All Reporis

Repoxrts That Year
Year 1 12 20.0
Year 2 14 23.3
Year 3 10 ¥6.7
Year 4 16 26.7
All Years 52 2L.7
TABLE 42

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING
AT LEAST ONE REFERENCE TO FUTURE SALES

Number of Annuail

Reporis in Which Cumulative
Reference Numbexr of Percent of Percent of
is Made Companies Companies Companies

4 1 1.7 1.7

2 10 6.7 25.0

1 16 26.7 51.7

0 29 48.3 100.0

60 1

o
P,
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a. _Nexi Year's Sales

Of the 240 annual reports, forty=two (17.5 percent)
contained at least one reference to next year's sales. Table
43 shows the incidence of such annual reports by year. Nine
of the annual reports were from the first year examined;
eleven were from the second year; ten were from the third
vear; and twelve were from the fourth year. The distribution

among. years was about even.

TABLE 43

ANNUAL REPORTS CONTAINING AT LEAST ONE KEFERENCE
TO NEXT YEAR'S SALES, BY YEAR

~ Percent of
Number of All Reports
Reports That Year

9 15.0°
11 18.3
10 16.7
12 20.0
42 17.5

Table 44 shows the distribution of these annual

reports among the sixty sample companies. No company made

reference to next year's sales for all four years examined.

Two companies made such a reference in three of the four years.
Nine companies made such a reference in two years, eighteen
made such a reference in one year, and thirty-one made no such
reference in any of the four years. Thus, about one-haif of

the companies made no reference to next year's sales In any .of




the four years, and only 3.3 percent of the companies made

such a reference in three of the four years.

TABLE 44

CONCENTRATION BY COMDANY OF ANNUAL REPORTS CONTAINING
AT LEAST ONE REFERENCE TO NEXT YEAR'S SALES

Number of Annual _ ,
Reports in Which Cumulative
Reference Number of Percent of Percent of
is Made Companies Companies Companies

0.0 0.0
3.3 3.3
15.0 18.3
30.0 48.3
51.7 100.0

100.0

Table 45 shows the number and type of references to
next year's saleés which were found in the férty-two annual
reports containing any such reference. The total number of
references {forty-eight} is greatér than the number of annual
reports (forty-two] because some annual reports contained more
than one ré'ference.i

In terms 6f the nature of the references, Table 45
shows that references to next year's sales were most often in
the nature of a strong prediction (thirty references, or 62.5
percent of all referénces).

Next most prevalent were references to goals (éight
references, or 16.7 percent of all references) and year to
date (seven references, or 14.6 percent of all references).

Two. references were in the nature of a qualified strong




prediction and there was one reference in the nature of no

predic¢tion.

TABLE 45
NUMBER OF REFERENCES TO NEXT YEAR'S SALES
BY NATURE AND MODIFIER, ALL FOUR YEARS o
- ~ Nature
Qualified ' V
) Strong - Strong No Year )
Mod;ﬁier Prediction Prediction Goal Prediction to date Total
Incraase . 26 1 8 6 41.
Equal 1 1
Outlook
good 1 1
Good: 2 ’ 1 3
Exceed 1 i
Not modified 7 - _ 1 _ 1
Total 30. 2 8 1 7 48

In terms of the modifier of the refererces, Table 45
shows that in forty-one instances (85.4 percent of all refer-
ences). the reference was t0 -an increase in next year's sales..
No othér modifier appeared more than three times: In no
instance was a specific dollar figure or range of dollars
given as a forecast.

Considering the nature of the references and their
modifiers togethér, the outstanding feature is the high in-

cidence of strong predictions that next year's sales will
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increase. Twenty=six references (54.2 percent of all refer-
ences) were of this type. Mo other type of reference was
nearly so prevalent.

On the whole, references to next year's sales
delivered good news rather than bad news to readers of the
annual reports. Only the single reference predicting next
year's sales equal to those of the previous year might be
viewed as bad news. No reference indicated a decrease in

sdles, or that sales would be poor or un.iatisfactory.

'§;,“Sales,of aw?e;iod,Not,Specified{as,Next,Year

Of the 240 annual reports, only one (0.4 percent)
contained at least 6ne reference torsales of a specific period
other than next year. 7

Of the 240:- annual reports; only two (0.8 pe:@enf}
contained at leasi ohe reference to sales in terms of an
annual occurance. )

Of the 240 annual reports, eighteen (7.5 percent)
contained at least -one reference to sales of an unspecified
future period. Table 46 shows the incidence of such annual
reports by year. Six of the annual reports were from the
first year examined; four were from the second year; one was
'rom the third year; and seven were from the fourth year. The
distribution among years was about even except for the low
Incidence in year three.

Table 47 shows the distribution of these annual

reports among the sixty sample companies. No company made




reference to sales of an unspecified future period for all
four years examined. No company made such a reference in
three of the four years. Only four companies made such a
reference in two years, ten made such a reference in one year,
and forty-six made no such reference in any of the four years.
Thus, the incidence of references to sales of an unspecified
future period was low, with about three-quarters of the com=

panies making no such reference in any of the four years.

TABLE 46

ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE
TO SALES OF AN UNSPECIFIED FUTURE PERIOD, BY YEAR

Percent of
Number of All Repoxrts

Reports That Year
Year 1 6 10.0
Year 2 4 6.7
Year 3 1 1.7
Year 4 7 11.7
All Years 18 7.5
TABLE 47

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING AT LEAST
ONE REFERENCE TO SALES OF AN UNSPECIFIED FUTURE PIRIOD

Number of Annual

Reports in Which Cumulative
Reference Number of Percent of Percent of
is Made Companies Companies Companies

4 0 0.0 0.0

3 0 0.0 0.0

2 4 6.7 6.7

1 10 16.7 23.3

0] 46 76.7 100.0

-_—

60 100.0
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Table 48 shows the number and type of references to
sales of an unspecified future period which were found in the
eighteen annual reports containing any such réference. The
total number of references (twenty-one) is greater than the
number of annual reporté (eighteen) because some annual reports

_ 1
contained more ‘than one reference.

TABLE 48

NUMBER OF REFERENCES TO SALES OF AN UNSPECIFIED FUTURE PERIOD
BY NATURE AND MODIFIER, ALL FOUR YEARS

i ~_ Nature
' Qualified 7
] Strong Strong )

Modifier Prediction Prediction Necessity Goal Total

Increase 14 1 3 18

Decrease 1 1
Good 1 _ 1 - =2
§ Total 16 1 I 3 21

- ] In terms of the nature of the references, Table 48
- shows that references to sales of an unspecified future period
were most often in the nature of a strong préediction ﬁsixteen
refereﬁc::,:or 76.2 percen-. of all references). Three réfer-
ences were in the nature of a goal; on2 was in thé nature of

a qualified strong prediction; and .one was in the nature of a

oz

necessity.
:érlj In terms of the modifier &f the reflerences, Table 48

shows that in eighteen instances (85.7 percent of all references)

R - — T e S
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the reference was to an increase in sales in an unspecified
future period. No other modifier appeared more than twice.

In no instance was a specific dollar figure or range of dollars
given as a forecast.

Considering the nature of the zeferences and their
modifiers together, the outstanding feature is the high in-=
¢idence of strong predictions that sales in an unspecified
future period will increase. Fourieen references (66.7 percent
cf all references) were of this type. No other type of refer-
ence was nearly so prevalent.

On the whole, references to sales of an unspecified
future period délfivered good news rather than bad news to
readers .of the annual reports. Only one reference predicted
decreased sales, and this decliné was said to be tempofary.

The prediction of the tempora;y~décreasé(Was accompanied by a
prediction of a longer term iricrease. The one reference to

the necessity of good sales was made in the context of a public
iutility*s:explaining how rising costs might require increased

selling prices.

4. References,fo,Futuré,Cash,PIows

Of the 240 annual reports, only three (1.3 percent)
contained at least one reference to future cash flows. One of

the annual reports was from the third year examined; two were

Vfrom the fourth year. The three annual reports came from threef

differént companies.

Table 49 shows the number and type of references to




future cash fiows which were found in the three annual reports
containing any such reference. The total number of references
(five) is greater than the number of annual reports (three)

because some annual reports contained more than one reference.

TABLE 49

NUMBER OF REFERENCES TO FUTURE CASH FLOWS BY NATURE, BY MODIFIER
AND BY PERIOD REFERRED TO, ALL FOUR YEARS

~ Nature

_ ) Strong )
Modifiex:. Period . Prediction Goal Total

Positive: Unspecified 1 1
Increase: Next year

Other Year

Unspecified

Total

In terms of the nature of the references, Table 49
shows that references to future cash flows were most -often in;
the nature of a strong prediction (four references, or 80.0
percent of ali reférences). The remaining reference was to &
goal..

In: terms of the modifier of the references, Table 49
shows that in four instances (80.0 percéent of all references)
the reference was to an increase in cash flow. The remaining
reference was to net cash flows that would be positive.

Thus, references to future cash flows were very few

in number. Those that did exist tended to be strong predictions




and to deliver good news rather than bad news.

5. _References to Future Performance

0f the 240 annual reports, twenty (8.3 percent)
contained at least one reference to future perfdrmance.
Table 50 shows the incidence of such annual reports by year.
Three of the annual reports were from the first year éxamined;
six were from the second year; seven were from the third year;
and four were from the fourth year. The distribution among
years fluctuated somewhat, but in no year was the incidence

greater than twelve pexcent.

TABLE 50

ANNUAL REPORTS CONTAINING AT LEAST ONE‘REFERENCE
TO FUTURE PERFORMANCE, BY YEAR

7 Percent of
Number -of All Reports
Reports That Year

Year 5.0
Year 10.0
Year 1.
Year 5.

All Years

Table 51 shows the distribution of these annual
reports among the sixty sample companies. No company made
reference to future performance for all four years examined.
One company made such a reference in three of the four yeais.

One company made such a reference in two years, fifteen made
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such a reference in one year, and forty-three made no such

reference in any of the four years. Thus, 71.7 percent of

companies made no reference to future performance in any of

the four years, and only 3.3 percent made such a reference

in two oxr more years.

TABLE 51

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONIAINING
AT LEAST ONE REFERENCE TO FUTURE PERFORMANCE

Numbexr of Annual
Reperts in Which

Reference Number of Percent of
is Made Companies Companies

0.0
1.7
1.7
25.0
71,7

100.0

a.  Next Year's Performance

Cumulative
Percent of
Companies

0.0
1.7

28.
00.

1

Of the 240 annual reports, sixteen (6.7 percent)

contained at least one reference to next year's performance.

Table 52 shows the incidence of such annual reports by year.

Three of the annual reports were from the
five were from the second year; five were
and three were from the fourth yvear. The
years was about even.

Table 53 shows the distribution

reports among the sixty sample companies.

first year examined;
from the third year;

distribution among

of these annual

No company made




reference to next year's performance for all four years
examined. One company made such a reference in three of the
four years. No company made such a reference in two years,
thirteen made such a reference in one year, and forty-six
made no such reference in any of the four years. Thus, about
three<quarters of the companies made no reference to next
year's performance in any of the four years, and only one

company made such a reference in more than one year.

TABLE 52
ANNUAL REPORTS CONTAINING AT LEAST ONE REEERENCE
TO NEXT YEAR'S PERFORMANCE, BY YEAR

o Percent of
Number of All Reports
Reports That Year
Year 1 5.0
Year 2 ;
Year 3
Year 4

All Years

-
.

.
-

TABLE 53

CONCENTRATICN BY COMPANY OF ANNUAL REPORTS. -CONTAINING
AT LEAST ONE REFERENCE TO NEXT YEAR'S PERFORMANCE

Number of Annual .
Reports in Which Cumulative
Reference Number of Percent of Percent of
is Made Companies Companies Companies

0 0.0
1 l 7
0
13 2
46 7€

60
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Table 54 shows the number and type of references to
next year's performance which were found in the sixieen annual
reports containing any such reference. The total numbex of
references (seventeen) is greater than the number of annual
réports (sixteen) because one annual report contained two

1
references.

TABLE 34

NUMBER OF REFERENCES TO NEXT YEAR'S PERFORMANCE,
BY NATURE AND MODIFIER, ALL FOUR YEARS

VrNature

Qualified
) _ Strong Strong
iModifierﬂv Prediction Prediction

Increase 8 2 10

Comparable 1

Outlook good

1
1
Good .4 . )
Toxal 17

In terms of the nature of the references, Table 54
shows that references to next year's performance were most
often in the nature of a strong predic¢tion (thirteen references,.
or 76.5 percent of all references}. Two of the references
(11.8 percent) were in the nature of a qualified strong pre-
diction, and two were in the nature of a statement about the
year to. date.

In terms of the modifier of the references, Table 54




shows that in ten instances (58.8 percent of all references)
the reference was to an increase, u.ually expressed as an
improvement in performance. In five instances (29.4 percent
of all references) the reference was to good performance.

The other two modifiers which appeared were used only once
each.

Considering the nature of the references and their
modifiers tcgether, the mosi common reference was a strong
prediction of an increase {(improvement) in performance.
Eight references (47.1 percent of all references) were of
this type. For example, ". . . imprcved financial resulis
are expected to be achieved in 1973." Next most commoh were
strong predictions of good performance, with four references
(23.5 percent of all references). For example, "We believe
that a strong performance can reasonably be expected in 1971

"-

On the whole, references to next year's performance
delivered good news rathér than bad news to readers of the
annual reports. None of the references was tc future pcor

performance or even to weakening performance.

b. Performahcq,of,a,?eriod:Not Specified as Next,Year

None of the 240 annual reports contained a reference
to performance of a specific period other than next year, and
none contained a reference ito performance in terms of an

annual occurance.
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Of the 240 annual reports, only four (1.7 percent)

contained at least one reference to performance of an un=
specified future period. One of the annual reports was from
the second year examined; itwo were from the third year; and
one was from the fourth year. Two of the four annual reports
were from one company.

Table 55 shows the number and type of réferences
to performance of an unspecified future period which were
found in the four annual reports containing any such

referehce.t

TABLE 55

NUMBER OF REFERENCES TO PERFORMANCE OF AN UNSPECIFIED
FUTURE PERIOD, BY NATURE AND MODIFIER, ALL FOUR YEARS

_Nature

Strong
Mogifier Prediction Goal Total

Increuse 1 1 2
Good 1
Fluctuate 1

4

Totzl

In terms of the nature of the references, Table 55
shows that three of the four references to performance of an
unspecified future period were in the nature of a strong pre-
diction. The remaining one was in the nature of & goal.

In terms of the modifier of the references, Table 55

shows that in two instances the reference was to an increase
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(improvement) in performance; in one instance the feference
was to- good performance; and in one instance the reference
was to fluctuation in performance.

The last-mentioned reference might be viewed as
bad news, but it was accompanied by a statement that the
overall trend for the company would be one of growth.

Thus references to performance of an unspecified
future period were very few in number. Those that did exist

tended to deliver good news rather than bad news.

6. References to Future General Results

Of the 240 annual reports, 143 (59.( percent) cén~
tained at least one reference to future general results.
Table 56 shows the incidence of such annual reports by year.

Thirty-seven of the annual reports were from the first yeér

examined; thirty~five were from the second yeaxr; fhifty¥si§

were from the third year; and thirty-five were from the

fourth year. The distribution among vears was about even.

TABLE 56

ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE
TO GENERAL RESULTS, BY YEAR

Percent of

Number of All Reportis

Reports That Year
Year 1 37 61,7
Year 2 35 58.3
Year 3 36 60.0
Year 35 58.3

All Years 143 59.6




150

Table 57 shows the distribution of these annual
reports among the sixty sample companies. Eighteen companies
made reference to general results for all four years examined.
Fifteen companies made such a reference in three of the four
years. Eight companies made such a reference in two- years,
ten made such a refersdice in one year, and only nine made no
such reference ir any of the four years. Thus; 85 percent
of the companies made reference to future general results in
at least one 6f the four years, and 55 percent made such a

reference in at least three of the four years.

TABLE 57

CONCENTRATION BY COMPANY OF ANNUAL REPORIS CONTAINING
AT LEAST ONE REFERENCE TO GENERAL RESULTS

Number of Annual

Reports in Which Cumulative
Reference Number of Percent of Percert -of
is Made Companies Companies Compzanies

4 18 30.0 30.0

3 5 25.0 55.0

2 8 13.3 . 68.3

1 10 16.7 85.0

0 9 15.0 100.0

60 100.0

a. _Next year's'General Results

Of the 240 annual reports, sixty-two (25.8 percent)
contained at least one reference to next year's general
results. Table 58 shows the incidence of such annual reports
by year. Thirteen of the annual reports were from the first

year examined; ten were from the second year; twenty-two were

g, s v B e i
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from the third year; and seventeen were from the fourth year.
The distribution among years suggests somewhat greater

incidence in the latter two vyears.

- TABLE 58

ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE
TO NEXT YEAR'S GENERAL RESULTS, BY YEAR

) Pexrcent of
Number of All Reports

Reports That Year
Year 1 13 21.7
, Year 2 10 16.7
1 Year 3 22 36.7
- Year 4 17 28.3
. All Years 62 25.8

Table 59 shows the distribution of these annual
reports among the sixty sample companies. Only one company
made reference to next year's general results for all four
years examined. Four companies made such a reference in

three of the four years. Seventeen companies made such a

B I ST,

reference in two years, twelve made such a reference in one

year, and twenty-3ix made no such reference in any of the

i g

four years. Thus, 56.7 percent of the companies made refer-
ot ence to next year's genezal results in at least one year,
E but only 8.3 percent made such a reference in three or more
years.

Table 60 shows the number and type of references

to next year's general results which were found in the sixty-

two annual reports containing any such reference. The total

PR




number of references {seventy-three) is greater than the
number of annual reports (sixty-two) because some annual

reports contained more than one reference.

TABLE 59

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING
AT LEAST ONE REFERENCE TO N&XT YEAR'S GENERAL RESULTS

Number of Annual
Reports in Which Cumulative
Reference Number of Percent of Percent of
is Made Companies Companies Companies
1.7 1.7
6.7 8.3
28.3 36.7
20.0 56.7
43.3 19,0

100.0

O™ IN) bt 1=
W, N~ D

C

In terms of the nature of the references, Table 60

shows that references to next year's general results were
most often in the nature of a strong prediction (fifty=seven
references, or 78.1 percent of all references). For exampie,
". . . combine to make further growth . . . a reasonable
prospect for the year 1970." Next most prevalent were refer-
ences to goals (six references, or 8.2 percent of all réfer—
ences). For example, "Our plans for 1972 provide for continu-
ing growth." There were five qualified stvrong predictions
(6.8 percent of all references). For example, "If that
condition is maintained, . . . has every reascn to look
forward to a good business year." Two references were in

the nature of a weak prediction, two in the nature of no
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prediction, and cne in the nature of a statement about the
year to date.

In terms of the modifier of the references, Table 60
shows that a great variety of modifiers was used. The single
most common modifier was growth (thirteen instances, or 17.8
percent of all references), and second most common was the
modifier good (twelve instances, or 16.4 percent of all refer-
ences). No other specific modifier was used more than six
times. The category other favorable sccounted for twenty-
fivée referehces, but this was composed of a great number of
specific modifiers each used less than five times in all
references to general results.

Considering the nature of the references and their
modifiers together, the impression is one of considerable
diversity. The main tendencies apparent are for réfe:en@é;
that are strong predictions and that deliver good news. Only
three of the references (4.1 percent) ‘were in the category
of an unfavorable reference to next year's general results;
and two of these were weak predictions which just raised: the
';poSsibility that certain environmental conditions could affect
the company adversely. In the third case it was predicted
that economic conditions would restrain the company's growth
in the coming year but that this was a short-term condiztion
only. In short, references to next year's general results

tended to deliver good news.

— e e ———— o e S . W g ST
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b. ,GeneralfResulﬁ§ of a Period thWSpecifiedlasmNext,Year*

Of the 240 annual reports, only six (2.5 percent)
contained at least one reference to general results of a
specific period other than next year. Only one of the 240
annual reports (0.4 percent) contained at least one refer=-
ence to general results in terms of an annhual occurance.

Of the 240 annual reports, 113 (47.1 percent)
contained at least one reference to general results of an
unspecified future period. Table 61 shows the incidence of
such annual reports by year. Thirty-two of the annual reports
were from the first year examined; twenty-eight were from the
second year; twenty=seven were from the third year; and’tWenty; 
six were from the fourth year. The distribution among years
was about even though it showed a slight steady decrease from

year one to year four.

TABLE 61

- ANNUAL REPORTS CONTAINING AT LEAST ONE REFERENCE TO
GENERAL RESULTS OF AN UNSPECIFIED FUTURE PERIOD; BY YEAR

Percent of
Number of All Reports
Reports That Year

Year 1 32 53.3
Year 2 28 46,7
Year 3 27 45,0
Year 4 26 43.3
All Yezrs 113 47.1

Table 62 shows the distribution of these annual

reports among the sixty sample companies. Nine companies
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made reference to general results of an unspecified future
period for all four years examined. Fifteen companies made
such a reference in three of the four years. Eight companies
made such a reference in two years, sixteen made such a refer-
ence in one year, and twelve made no such meference in any of
the four years. Thus, 80 percent of the companies made refer=
ence to general results of an unspecified future period for
at least one year, and 40 percent made such & refe.ence in at

least three of the four years.

TABLE 62

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING
AT LEAST ONE REFERENCE TO GENERAL RESULTS
OF AN UNSPECIFIED FUTURE PERIOD

Number of Annusal

Reports in Which Cumulative
Reference Number of Percerrt of Pércent of
is Made Companies Companies Companiés

4 9 15.0 15.0

3 15 25.0 40.0

2 8 13.3 53.3

1 16 26.7 80.0

0 12 20.0 160.0

60 100.0

Table 63 shows the number and type of references
to general results of an unspecified future period which were
found in the 113 annual reports containing any such reference,.
The total number of references {179) is greater than the

number of annual reports (113) because some annual repc “ts

contained more than one reference.
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In terms of the nature of the references, Takle 63

shows that references to genersl results of an unspecified
future period were most often in the nature of a strong
prediction (107 references, sr 59.8 percent of all references).
Next most common were references to goals (sixty=four refer-
ences, or 35.8 percent of all references). Six references
were in the nature of a weak prediction, one reference was a
qualified strong prediction, and one was in the nature of a
necessity.

in terms of the modifier of the references, Table 63
shows that in eighty-four instances (46.9 percent of all refer-
ences) the reference was to growth. No other specific modifier
was used more than twelve times. A great variety of modifiers
was used. Aside from references to growth, the more common
references were to optimism, confidence, success and progress.
The category oiher favorable accounted for forty-six refer-
ences, but this was composed of a great number of specific
modifiers each used less than five times in all references
t0 general results.

Considering the nature of the references and their
modifiers together, the impression is one of considerable
attention to the notion of growth, and great diversity in
presenting other good news about the future. Only four of
the references (2.2 percent) were in the category of an
unfavorable reference to general resulis of an unspecified
future period, and two of these were weak predictions which

just raised the possibility that certain environmental




conditions could affect the company adversely. The third
unfavorable reference came from a utility company which
explained that it faced a problem resulting from inflation
and that it might have to apply for an increase in prices.
The fourth unfavorable reference said that inflation posed

2 serious threat to the sound growth of the company. This
statemént was accompanied, however, by several statements

of a positive nature about the future of the firm. In short,
references to general results of unspecified future periods

tended to deliver good news.

7. Strong Unqualified Predictions About Next Year{s:Earningg

Of the 240 annual reports, fifty (20.8 percent)
contained at least one strong unqualified prediction about

next vear's earnings. These fifty reports contained a total

of fiftiy-three such predictions (Table 37). Table 64 shows

the incidence of the fifty annual reports by year. Eleven

of the fifty annual reports were from the first year examined;

eleven were from the second year; sixteen were from the thizd

year; and twelve were from the fourth year. With the excep-

tion of year three, the distribution azmong years is about even.
Table 65 shows the distribution of the annual reporis

among the sixty sample companies. No company made such &

prediction for all four years examined. Five companies made

such a prediction in three of the four years. Seven made

such a prediction in two years, twenty-one made such a pre-

diction in one year only, and twenty-seven made no such




prediction in any of the four years. Thus, more than half

t¥ . firms made such a prediction in at least one year, but

only 8.3 percent made one in at least three years.

TABLE 64

ANNUAL REPORTS CONTAINING STRONG PREDICTION
ABOUT NEXT YEAR'S EARNINGS, BY YEAR

Numb

Rep
Year 1
Year 2
Year 3
Year 4
All Years

TAB

Percent of

er of All Reports
orts That Year
11 18.3

11 18.3

16 26.7

12 20.0

50 20.8

LE 65

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING.
STRONG PREDICTIONS ABOUT NEXT YEAR'S EARNINGS

Number of Annual
Reports in Which
Prediction
is Made

O AW

Cumulative

Number of Percent of Pexrcent of
Companies Companies Companies

0
5
7
21
27

60

0.0 0.0

8.3 8.3
l l . 7 26,.0
35.0 55.0
45.0 100.0
100.0
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Of the fifty annual reports, forty-nine predicted,

either explicitly or implicitly2, that earnings next year

would be positive.

a company reporting

The remaining-'annual report was that of

a loss.
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The company predicted "profit
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improvement for the coming year," but did not state
whether the imprevement would be substantial enough to
change earnings from negative to positive. DMene of the
fifty annual reports predicted negative earnings for the
following vyear.

Of the fifty annual reports, forty-five predicted,

3
either explicitly or implicitly , that earnings next year

would be higher than those of the year just ended. Four
annual Treports did not clearly predict an increase or
decrease in earnings; they did, however, give the impression
of optimism, with no hint of a decrease in earnings. Onlwy
one of the fifty annual reports predicted that earnings
would deccease in the year to follow.

Thus, the fifty annual reports conveyed very little
bad news in their strong unqualified predictions about next

year's egarnings.

8. ©Predictions of Earnings Increase and Company Characteristics

This section examines more closely the above-mentioned
forty=five annual reports which contained a strong unqualified
prediction that next year's earnings would be higher than those
of the year just ended.

Table 66 shows the incidence of . <h predictions by
year. There were nine in the first year, nine in the second,
fifteen in the third and twelve in the fourth. The later two
years examined saw a greater incidence than did the earlier

two years.




TABLE 66
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ANNUAL REPORTS CONTAINING STRONG PREDICTION

OF EARNINGS INCREASE, BY YEAR

Year
Year
Year
Year

B WN -

Reports

All Years

9

9
15
iz
45

Percent of
Number of All Reports
That Year

15.0
15.0
25.0
20.0

18.8

Table 67 shows the concentration of such pre-

TABLE 67

dictions among tive sixty companies.
prediction in all four years.

prediction in three of the four years.

made no such prediction in any year.

five percent did in at least three vyears.

No company made such a
Three companies made such a
Eight did in two of
the years, twenty did in one year only, and twenty-nine firms
Thus, over half of the

firms made such a prediction in at least one year, but only

CONCENTRATION BY COMPANY OF ANNUAL REPORTS CONTAINING
STRONG PREDICTION OF EARNINGS IMNCREASE

Number of Annual
Reports in Which

Prediction
is Made

OHNW D

Number of Percent of
Companies

0
3
8
20
29

60

Companies

0.0
5.0
13.3
33.3
48.3
100.0

Cumulative
Percent of
Companies

0.0
5.0
18.3
51.7
100.0
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a Tables 68 through 76 preseni eavidence concerning

relationships between strong predictions of earnings

increase and the various company characteristics desczibed

in Section 8 of Chapter 1IV. L
Table 68 indicates that annual reports prepared

after a loss year were slightly more likely to contain a

strong prediction of earnings increase than wére annual

reporis prepared after a profit vear. Of the %wentyécne

reports following losses, five (or 23.8 percent) contained -

a strong prediction of increased earnings. Of the 219 :

repérts following gains, forty (or 18.3 percent) contained

such a prediction. The statistical significance was not

great, as the null hypothesis of no dependence could not be

rejected at the .10 level;4

Hn‘u.nun‘.,
L v B ek o1 AR NN RIS LR 0 et

TABLE 68

RELATIONSHIP BETWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND PROFIT OR LOSS IN YEAR JUST ENDED

ety e e e

Number (Percentage) of Annual Reports

Profit or Loss in

. |
I L N T L R S S,

Year Just Ended Prediction No Pred@ctiop Total
Profit 40 (18.3) 179 (81.7) 219 (100.0)
, Loss 5 (23.8) 16 (76.2) 21 (100.0)
R 45 (18.8) 195 (81.3) 240 (100.0)
H Table 69 indicates that annual reporits prepared

after a year of increasing profit, and annual reports

prepared after a year of decreasing profit were about
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equally likely to contain a strong prediction of earnings

increase. Of the 174 reports prepared following an increase

in earnings; thirty-two (or 18.4 percent) contained a pre-
diction of increased earnings. OFf the sixty-two reports

prepared following a decrease in earnings, twelve (or 19.4
percent) contained such a prediction. The difference was { %

not at all statistically significant.4

TABLE 69 ?

RELATIONSHIP BETWEEN STRONG PREDICTION OF EARNINGS INCREASE ;‘
AND INCREASED OR DECREASED EARNINGS IN YEAR JUST ENDED :

Number (Percentage) of Annuzl Reports

[EET———

Incéreased orx

Decreased
Earnings in Yeax

Just Ended Predlctlon No Prediction __ Total
Increased 32 (18.4) 142 (81.6) 174 (100.0) , :
Decreased 12 (19.4) 50 (80.6) 62 (100.0) 2
Not Classified” 1 3 4 1

45 (18.8) 195 (81.3) 240 (100.0) :

8Four annual reports were not classified because
T the comparative income statements covered significantly
B different lengths of time, e.g., twelve months versus E‘
seven months,

Table 70 indicates that annual reports prepared ,i

before a profit year were slightly more likely to contain a
strong pradiction of increased earnings than were annual

reports prepared before a loss year. Of the 161 reports ?
prepared prior to a preofit year, thirty (or 18.6 percent)

contained a prediction of increased earnings. Of the nineteen




.

reports prepared prior to a loss year, three (or 15.8

percent) contained a prediction of an earnings increase.

. s s s s e 4
The difference was not at all statistically significant.

TABLE 70
RELATIONSHIP BETIWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND PROFIT OR LCSS IN YEAR JUST AHEAD :

Number (Percentage) of Annual Reports

Profit or Loss in

Year Just Ahead Rrediction No Prediction ) ,Tptax,,r
Profit 30 (18.86) 131 (81.4) 161 (100.90)
Loss _3 (15.8) 16 (84.2) 19 (100.0)

33 (18.3) 147 (81.7) 180 (100.0)

Table 71 indicates that annual repoxrts prepared
before a year of increased earnings were slightly more
likely to contain a strong prediction of increased earnings
than were annual reportis prepared before a year of decreased
earnings. Of the 131 annual reporis prepared prior to
increased earnings, twenty-five (or 19.1 percent) contained
a strong prediction of increased earnings. Of the forty-
seven annual reports prepared prior to decreased earnings,
eight (or 17.0 percent) contained a prediction of an earnings
increase. The difference was not at all statistically
significant.4

Table 72 indicates that annual reports of the

largest companies were least likely to contain a strong

prediction of increased earnings. Of the sixty reports of

the group of largest firms, two (or 3.3 percent) contained




such a prediction. Of the sixty reports in the second

quartile, thirteen (oxr 21.7 percent) contained such a 2
prediction. The sixty reports in the third quartile had
the highest incidence of such predictions, sixteen (oxr 26.7
percent). Of the sixty reports of the group of smallest
companies, fourteen (or 23.3 percent) contained a strong
prediction of increased earnings. These differences were

a4
significant at the .00% level.’

TABLE 71

RELATIONSHIP BETWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND INCREASED OR DECREASED EARNINGS IN YEAR JUST AHEAD

e s gn Yoo vt

Number (Percentage) of Annual Reports

Increased or

Decreased
Earnings in Year

Just Ahead Prediction No Prediction Total
Increased 25 (19.1) 106 {80.9) 131 (100.0) )
Decreased 3 8 (17.0) 39 (83.0) 47 (100.0) b
Not Classified 0 2 2 i

— ——

33 (18.3) 147 (81.7) 180 (100.0)

aIwo annual reports were not classified because
the comparative income statements covered significantly
different lengths of time, e.g., twelve months versus
- seven months.

There is no obvious explanation for the fact that
the largest companies made fewer strong predictions of an

earnings increase than did other companies. Table 73 dis-

misses the possibility that the largest firms were less likely
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to be facing an earnings increase, and hence less likely to
predict one. The table shows that the largest firms were
virtually identical to the other firms in terms of the
likelihood that the year following their annual report

would show increased earnings.

TABLE 72

RELATIONSHIP BETWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND COMPANY SIZE (ASSETS)

Number (Percentage) of Annual Reports

Size Quartile

(1 = largest) Prediction No Prediction _  Total _
1 2 g 3.3) 58 g96.7) 60 Eloo.og
2 13 (21.7) 47 (78.3) 60 (160.0).
3 16 (26.7) 44 (73.3) 60 (100.0)
2 14 (23.3) 46 (76.7) 60 (100.0)

45 (18.8) 195 (81.3) 240 (100.0)

TABLE 73
RELATIONSHIP BETWEEN COMPANY SIZE (ASSETS) AND
INCREASED OR DECREASED EARNINGS IN YEAR JUST AHEAD

Number (Percentage) of Annual Reports

Increased or

Decreased Largest Other
Earnings in Year Companies Companies
Just Ahead (Quartile 1) (Quartiles 2,3.4) Total
Increased 23 E 73.3; 98 g 73.7; 131 { 73.6;
Decreased 12 ( 26.7 35 { 26.3 47 ( 26.4
45 (100.0) 133%(100.0} 178 (100.0)

a— .,
Two annual reports were not classified because the
comparative income statements covered significantly different
lengths of time, e.g., twelve months versus seven months.
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Some possibilities can be offered for the relatively
low incidence among largest firms of predictions of increased
earnings. Perhaps managers of larger and hence more visible
companies would have found an inaccurate prediction far more
embarrassing than would managers of a smaller firm, and were
therefore more reluctant to make strong optimistic forecasts.
Perhaps the largest firms prefered to rely on other media for
getiing predictions of this sort to the public. For example,
they may have made predictions which ended up in newspaper
stories or investment analyst reports. These possibilities
are purely speculaiive and only further research will establish
whethexr they have any validity.

Table 74 shows the incidence of strong predictions
of increased earnings by industry. Data are shown separately
for the five industries with five or more companies in the
sample. The data indicate that reports of firms in the
property development industry were the most likely to contain
a strong prediction of increased earnings. Of the forty
reports of such companies, fourteen (or 35.0 percent) contained
such a prediction. Next most inclined were firms from the
merchandising industry. Of twenty-eight reports, seven (or
25.0 percent) contained the prediction. The industries of
iron and steel (15.0 percent), electrical equipment (10.0
percent), and pulp, paper, and lumber (10.0 percent) were all
below the overall average for all companies (18.8 percent).

. . . o 4 . .
The statistical significance of these differences was between

.05 and .I0.
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TABLE 74

RELATIONSHIP BRETWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND COMPANY INDUSTRY

Number (Percentage) of Annual Reports

Company
Industry Prediction No Prediction Total

Electrical

equipment 2 glO. 18 §9c-.og 20 Eloo.o)
Iron and steel 3 (15. 17 (85.0 20 (100.0)
Merchandising 7 (25. 21 (75.0) 28 (100.0)
Property

development 14 (3%. 26 (65.0) 40 (100.0)
Pulp, paper and

lumbexr 2 (10. 18 (90.0; {100.0;
All others 17 (15. _95 (84.8 100.0

45 (18. 195 (81.3) (100.0)

Property development firms and merchandising firms
tended not to be among the largest firms in the sample. There-
fore there is a connection between the pattern indicated by
Table 74 and that indicated earlier by Table 72.

Table 75 indicates that annual reports preceding a
public issue of equity securities were more likelv than other
reports to contain a strong prediction of increased earnings.
Of fifteen reports followed by an equity issue, five (or 33.3
percent) contained the prediction. Of sixteen reports pre-
ceding an issue of debt only, two (or 12.5 percent) contained
the prediction. Of 209 reportis with no securities issue in
the following year, thirty-eight {(or 18.2 percent) contained
the prediction. The statistical significance was not great,
as the null hypothesis of no dependence could not be rejected

at the .10 level.4




TABLE 75
RELATIONSHIP BETWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND SECURITIES ISSUE IN YEAR JUST AHEAD

Number (Percentage) of Annual Reports

Public Securities
Issue Within
One Year of

Annual Report Prediction No Prediction Total
Equity issue 5 (33.3) 10 (66.7) 15 (100.0)
Debt issue only 2 (12.5) 14 (87.5) 16 (100.0)

Sub=-total 7 (22.6 24 (77.4) 31 (100.0)
No issue 38 (18.2) 171 (81.8) 209 {(100.0)

45 (18.8) 195 (81.3) 240 (100.0)

Table 76 shows the relationship between strong
predictions of increased earnings and the auditor(s) who
rendered an opinion on the financial statements. Data are
shown separately for the six auditing firms most prevalent in
the sample. These six firms each signed at least twenty-four
opinions. None of the remaining firms signed more than ten.

The reports accompanied by an c¢pinion of one of the
more prevalent auditors were less likely than other reports
to contain a strong prediction of increased earnings. Of 173
such reports, twenty-eight (or 16.2 percent) contained the
prediction. For less prevalent auditors, eighteen out of
seventy-nine reports (or 22.8 percent) contained the pre-
diction. The statistical significance was not great, as the

null hypothesis of no dependence could not be rejected at the

.10 level.?
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TABLE 76

RELATIONSHIP BETWEEN STRONG PREDICTION OF EARNINGS INCREASE
AND AUDITOR

Number (Percentage) of Annual Reports

Auditor Prediction No Prediction _ .. Total _

Price Waterhouse
& Co. 8 (20.0) 32 (80.0) 40 (100.0)

Clarkson, Gordon
& Co. 3 (9.7) 28 (90.3) 31 (100.0)

Peat, Mexwick,

Mitchell & Co. 5 (17.9) 23 (82.1) 28 (100.0)

McDonald, Currie
& Co. a 15.4; 22 (84.6) 26 gloo.og
Thorne, Gunn & Co. 4 (16.7 20 (83.33 24 {(100.0
Touche Ross & Co. _4 (16.7) 20 (83.3 24 (100.0)
Sub-total 28 (16.2) 145 (83.8) 173 (100.0)
All others 18 (22.8) 61 (77.2) _79 (100.0)
46 (18.3) 206 (81.7) 2522(100.0)

8Total number of reports is greater than 240 because

twelve reports were signed by two auditors.

The more prevalent auditors tended to be the larger
ones, and there was a disproportionately high tendency for
these auditors to be associated with the largest companies
inn the sample. Hence, there is a connection between the
pattern indicated by Table 76 and that indicated earlier in
Table 72.

In summary, there were only two company character-
istics which seemed related to strong predictions of an
increase in next year's earnings. These were size and
industry. The largest companies in the sample were least

likely to make a strong prediction of earnings increase, and

companies in the property development and merchandising
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industries were more likely than others to make such a

prediction.

9. Accuracy of Predictions of Next Year's Earnings

Predictions concerning next year's earnings were
checked for accuracy by reference in each case to the annual
report for the year following the prediction. Thus only
predicticns appearing in annual reporis of the first three
years under study were tested for accuracy. The results are

summarized in Tables 77 and 78 and are explained below.

a. Explicit Predictions

Table 77 shows the number of accurate explicit
predictions of various sorts which were made and, for com-
parison, the total number of expglicit predictions, accurate
and inaccurate. Overall, forty-three out of fifty-four
explicit predictions (79.6 percent) were completely accurate.

Forty strong unqualified explicit predicitions were
made: Of these, thirty predicted an increase in earnings.
Twenty-two of the thirty proved to be completely accurate in
that there did occur an increase in earnings, both before and
after extraordinary items. Six of the thirty were completely
inaccurate. In the remaining two cases, earnings before
extraordinary items decreased while earnings after extra-
ordinary items increased. These were counted as inaccurate

Ppredictions, although it could be argued that they are at

least partially accurate,
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TABLE 77

NUMBER OF ACCURATE EXPLICIT PREDICTIONS CONCERNING NEXT YEAR'S
EARNINGS, BY NATURE AND MODIFIER, FIRST THREE YEARS

(Number of Explicit Predictions in Parentheses)

~ Nature
Qualified
Strong Strong Year
Modifier Prediction Prediction Goal +to Date Total

Positive 6 (6) 6 (6)
Negative 1 (1) 1 (1) 2 (2)
Increase 22 (30) 2 (3) 3 (4) 3 (3) 30 (40)
Decrease 1 (1) 1 (1)
1 (1)
Good 1 (1) 1 (1) 2 (2)
Outlook good i (1) 1 (1)
0

Compare well 1 (1)

Profitable growth o (1) _

Total 32 (40) 4 (6) 4 (4) 43 (54)
Percent accurate 80.0 66.7 100.0 79.6

The six strong predictions of positive earnings were
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accurate, as was the lone prediction of an earnings decrease.

R ——

The one strong prediction that earnings would compare

well was considered accurate because earnings did increase.

N s

The one strong prediction of good earnings was considered
accurate because earnings were positive and did increase.
The one strong prediction of outlook good for earnings was
considered accurate because earnings were about the same as

in the previous year. An exact comparison was impossible in
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this case because of a change in the fiscal year.
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Thus, in total, thirty-two of the forty unqualified
strong explicit predictions were completely accurate. Of the
eight inaccurate predictions, two might be classified as at
least partially accurate.

Four predictions were of the qualified strong nature.
Of these, one predicted negative earnings and was accurate;
three predicted an increase in earnings; two were accurate and
one was inaccurate. In total, three of the four gualified
strong predictions were accurate.

Six predictions were in the nature of a stéatement of
a company goal. 1In four cases the stated goal was to increase
earnings; in three of these earnings did increase. In cne case
the goal was good earnings. This was considered accurate
because earnings were positive and did increase. In one case
the goal was profitable growth. This was considered to be
inaccurate because earnings decreased in the following year.

In total, four of the six predictions in the nature of a goal
statement Were considered to be accurate.

Four predictions were in the nature of a statement
about earnings in the current year to date. In one case,
earnings in the year to date were said to be negative. Earn-
ings foxr the year in aquestion did turn out to be negative, so
the statement about the year to date was considered to be an
accurate prediction of the eventual result: In three other
cases, earnings in the year to date were said to show an
increase over those of the previous year. In all three cases,

the earnings for the year in question did turn out to be higher
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than those of the previous year, so the statements about the
year to date were considered to be accurate predictions of
eventual results. In total, all four of the predictions in
the nature of a statement about earnings in the current year
to date were considered to be accurate.

As stated above, thirty-two out of forty strong
predictions were completely accurate. This ratio of 80
percent compares with 75.0 percent for qualified strong
predictions, 66.7 percent for statements of goals, and 100.0
percent for statement of year to date. The small number of
predictions in the latter three categories, however, limits
the value of the comparison.

Of the fifty-four explilicit earnings predictions
that could be checked for accuracy only three were communicat-
ing news which was clearly bad. Two of these were predicting
negative earnings while one was predicting a decrease in
earnings. All three bad news predictions turned out to be
accurate.

Inaccurate explicit predictions then were not a
result of undue pessimism, but rather undue optimism. All
eleven inaccuracies involved an indication of earnings growth

which failed to materialize.

b;,rExplicit and,ImpliCit Predictions.

Table 78 focuses on strong predictions that earnings
would be positive and strong predictions that earnings would

increase. It diffexs from Table 77 in that it includes

3
implicit2’ as well as explicit predictions.
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TABLE 78

NUMBER OF ACCURATE STRONG PREDICTIONS, EXPLICIT AND IMPLICIT,
FOR POSITIVE EARNINGS AND INCREASED EARNINGS, FIRST THREE YEARS

(Number of Predictions in Parentheses)

o Nature o
Explicit implicit Total
, Strong Strong Percent
Modifier Prediction Prediction Total Accurate
Positive 6 (6) 29 (31) 35 (37) 94.6
Increase 22 (30) 3 _(2) 25 (33) 75.8
Total 28 (36) 32 (34) 60 (70}
Dercent
accurate 77.8 94,1 85.7

It was possible to test the accuracy of thirty-seven
cases in which there was an explicit or implicit strong pre-
diction of positive earnings. Table 78 shows thast in thirty-
five of these cases {94.56 percent) actual earnings, both
before and after extraordinary items, turned out to be positive
and the prediction was completely accurate. In one case actual
earnings, both before and after extraordinary items, turned
out to be negative, and the prediction was completely in-
accurate. In the one remaining case earnings before extra-
ordinary items turned out to be negative while earnings after
extraordinary items turned out to be positive. This has been
recorded as an inaccurate prediction but could be defended
as at least partially accurate.

Thirty-three iﬁstaﬁces of explicit oxr implicit
strong predictidns of earnings increase were available for

accuracy tests. Of these, twenty-five (or 75.8 percent) were




177

found to be completely accurate, since earnings both before
and after extraordinary items did increase. Six predictions
were found to be completely inaccurate. The remaining two
predictions were followed by decreases in earnings before
extraordinary items and increases in earnings after extra-
ordinary items, these two predictions were classified as
inaccurate, although it could be argued that they were at
least partially accurate.

In summary, strong predictions, explicit and implicit,
of positive earnings, turned out to be accurate more than 94
percent of the time. Sirong prediciions of increased earnings

were accurate more than 75 percent of the time.

10. _Summary

The analysis of 240 annual reports indicated wide=~
spread disclosure of forecasts of future corporate results.
Approximately 76 percent of the annual reporits contained at
least one reference of this type. One-~half of the sample
companiées made such a forecast in all four years examined
while only three companies made no such reference in any of
the four years.

Most of the referentes were to the objects -general
and earnings, and pertained to the next year or to an un-
specified future period.

A common pattern was evident in the references to
the five objects examined: earnings, sales, cash, performance,

and general. The patiern was one of strong predictions of
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increases, or yrowth, or improvement, for both the next year
and unspecified future periods. No specific point estimates
of earnings were found. Good news rather than bad news was
conveyed by the forecasts.

An attempt was made to discover relationships
between strong predictions of an increase in next year's
earnings and various company characteristics. The only
statistically significant results were for the characteristics
of size and industry.

Predictions of next year's earnings were examined

cit

)Jc

for accuracy. Approximetely 80 percent of all expl
predictions were found to be accurate. All of the inaccurate
explicit predictions involved earnings growith which failed to

materialize. Explicit and implicit strong predictions of
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ve earnings were accurate mor=s than 94 percent of the
time; those for increased earnings were accurate more than
75 percent of the time.

Chapter VI summarizes the purpose, method and find-
ings of this study, relates the findings to the literature,

and makes suggestions for further research.
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FOOTMOTES ;

1. 1In cases where a particular reference appeared more
than once in the same annual report it was counted as
one reference. That is, repetitions were not counted
as separate references.

2. Examples of implicit predictions of positive earnings
are a2s follows:

= "Earnings will increase." -

1 e A b 5 e o e ot e e

- "Earnings will compare Where the statement was
favorably with those of . made after a profitable
last year."” year.

- "The outlook for earnings
is good." -

- A statement after a year of high profitis that a pre-
dicted decline in earnings should be of no concern.
3. An example of an implicit prediction of earnings increase
is as follows:

= "Earnings will be positive," where the statement was
made after a year in which earnings were negative.

4. Statistical significance was tested using the Chi-square
test, described in Dixon and Massey (1969, p. 237f).
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CHAPTER VI

SUMMARY AND CONCIUSIONS

Recent years have seen increased intersst in the

,-l-

issue of management disclosure of forecasts. Accounting
bodies, securities regulating bodies, and others have launched
studies to help determine whether and how companies should
formally disclose plans and prediciions for the future.

Ea

H
H.

ly literature on the topic tended ito be largely

opinion, with little empirical support. More recently,
various empirical studies have shed light on aspects of the
debate. This thesis reviewed the literature io date and
reported two new empirical studies.

Chapter I reviewed the literature on forecast

disclosure and explained how the two present studies relate

i

e}

[xa

he literature. Chapter II described the method by which
a laboratory experimenti was underiaken to test for the eiffect
of management forecasts on investment analysts. Chapter III
presented the results of the experiment. Chapter IV described
the method by which an analysis of annual reports was under-
taken to ascertain the extent of management forecasts of over-
all company results. Chapter V presented the results of the

annual reports analysis. The present chapter summarizes the

purposes of the two studies, their methods, and findings. It

also relates the findings to the previously-described literature

in the field, draws general conclusions, and makes suggestions

for further research.
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1. _ The Experiment

Each of forty-nine invesiment analysts examined
one of four different versions of a corpecrate annusl report.
One version (designated N) contained no management forecast.

The second version (NO) contained a specific prediction o

iy

earnings per share ($1.79) but little detail as to underlying
plans and assumptions. The third version {YO) contained a
specific prediction of EPS ($1.79), considerable detail as to
underlying plans and assumptions, and complete forecast
financial statements. The forth version (YP) was identical
to the third except that the EPS prediction was 31.48 and

other data were modified to fit thi

w

prediction.

After analyzing one of the annual reports each
analyst recorded his own prediction of EPS for the following
year and of the market price of the company's common stock at
the end of the year. For both predictions the analyst indicated
a best estimate, an upper bound, and a lower bound. Latexr each
analyst listed the most important factors which he had con-

sidered in making his predictions.

[

The analysts® predictions and their lists of factors
were analyzed to determire what effect if any the inclusion of
management forecasts in the annual reporis had on analysts®
analyses and predictions.

This was not the first experiment to test the effect
of management forecasts on readers of annual reporis. The

present study was unique however in that it in.luded detailed

pro forma financial statements in its treatments and it used
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investment analysts from Csnadian brokerage houses as

subjects.

The basic cbjective of the experiment was to

FrrTap

contribute to our understanding of accounting users' needs

for forecast information or, in other words, to improve our
understanding of the relevance or usefulness of forecast

information. The ovexrall conclusion from the experimental

SV —

resulis was that the management forecasts did affect the
predictions of analysts, and thet the forecasts therefore
met one test of usefulness, i.e., they were used.

The findings of the experiment can be summarized
according to the four types of d.pendent variables calculated
from the analysts®' predicticns. The first was th- general
level of EPS and stock price predictions made by analysts.
The second was the general level of price-earnings ratios,

calculated from the EPS and stock price predictions. The

third was the analysts' confidence in their EPS and stock

price predictions, calculated from the upper and lower bounds

B

placed on their predictions. The fourth was the concensus
among analysts, represented by the variance of predictions

within groups of analysts.

¥

a. Generxal Level of Predictions

R W el 7> e

It was in the first area, that of the general level

of predictions, that the strong evidence of an experimental

by i 0

effect was observed. While analysts who received no manage-

ment forecast (ireaiment N) made a median EPS best estimate
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of $1.41, analysts receiving management forecasts (treatments
NO, YO, YP) made median EPS best estimates of $1.705, $1.645,
and $1.45 respectively (Table 11). The differences were
sizeable and statistically very significant. Similar dif-
ferences in the general level of stock price estimates were
also cbserved, though the statistical significance was not
as high. These results led to the main finding of the
experiment: that the forecasts had made a difference, i.e.,
that the analysts did use the forecasts.

This finding is consistent with several previous
studies which, through opinion questionnaires oxr laboratory
experiments, have concluded that external parties do, ox
would, find manzgement forecasts in'&nnual reporis to be
useful information.

Stewari's opinion survey (1973, p. 146) found that
88 percent of analystis used management forecasts as informaiiqh
in developing their own forecastis.

Skousen, Sharp and Tolman (1972) also surveyed pro-
fessional analysts. Without reporting in statistical terms,
the researchers stated that analysts would use budgetary
data if it were disclosed publically, and that analysts
thought that the disclosure of operating budget figures would

be useful to them (p. 54). The same analysts indicated that

3

budgetary data would be used as just one more piece of data
in their analyses. The results of the present study are
consistent with this opinion in that management forecasts

appeared to shift analyst predictions in the direction of the .
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forecast but not all the way +~ the forecast. Analysts did

not, in other words, use the newly-available budgetary data
as the only input into their own forecasts.

One opinion survey was not so positive in its
assessment of the usefulness of ferecasts in annual reports.
Dirksen and Sheibelhut (1976) surveyed financial analysts
in Toronto, seeking their opinions on several items for
possible inclusion in annval reporits. The researchers did
not present a detaziled statistical report of their findings
but they stated that analysts thought forecasted earnings
per share was not of great importance for disclosure and
that the only fcrecast item of more-than-average importance
was estimated capital expenditures (p. 46). This reported
opinion of analysts with respect to the absolute level of
importance of management forecasts must be questioned in
light of the results of the present experiment. In the
experiment management forecasts were important encugh to
effect a significant change in analysis' predictions. The
experiment did not, however, permit z comparison of the

relative usefulness to analysts of the various items in the

Dirksen and Sheibelhut survey, and can neither support nox
contest the opinicn study’s findings on comparative usefulness.
The present experiment differed from previous
experiments in important respects, and hence was not testing
exactly the same thing. Its main finding, however, that the

forecasts were used, is consistent with results reported in

related experiments.

i
v
i
}

TIPS

P SR R 3 P 0783 AR 50 1 e LGN RN Wl -

|
i
}
-
!




185

Hofstedt (1972) and Deakin (1972) presented subjects
with management forecasts which were general in nature.
Specific predictions of EPS were not included. Hofstedt
found that the tone of the president's letter had a strong
influence on MBA candidates and executives who were predicting
EPS. Dezkin found that under some conditions managerial
representations in the president's leiter had an effect on
the investment decisions of bank trust investment officers.

In the present experiment management®s forecast did contain
a specific prediction of EPS. 1In one of the treatments how-
ever (NO) this forecasti was presented only in the president's

gnificantly different

-2

letter. This treatment resulted in s
analyst predictions, compared to irestment N which contained
no management forecast. Thus the present study supported
the findings of Hofstedt (1972) and Deakin (1972) that man-
sgerial representations in the president's letter do have an
influence on readers of annual reports.

Brandon (1972), Ciancioclo (1975) and Chevalier (1977)
presented subjects with specific management predictions of
EPS. Brandon found that after intermediate accounting students
were educated in the area of forecast disclosure, management
forecastis were useful ic the students in arriving at their
own estimates of EPS. Cianciolo found that although broker
advice was the dominant influence in the investment decisions
of small investors managementi forecasts did have some influence.

Chevalier found that the Canadian graduate studernts in his study

gave much weight to the forecast data in making investment
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decisions. Three ireatments in the present experiment
provided analysts with specific management EPS forecasts.
The results provided strong evidence that this type of
management forecast does have an influence on readers of
annual reports.

In summary, the present experiment indicated
clearly that the managemeznt forecasts had an effect on the
general level of analysts' predictions of EPS and stock
price. This main finding, that readers of annual reports
are influenced by management earnings forecasts, is con-
sistent with the results of most previous opinion surveys
and experiments.

The present study examined not only the genexal
level of analysts® predictions but also the implicit price-
earnings ratios, the confidence of analysts in their

estimates, and the degree of concensus among analysts.

b. Price-Earnings Ratios

The price-earnings ratios implicit in the analysis!
predictions were not significantly different for the four
experimental treatments {Table 13). This indicated that
while subjects took notice of the management forecasts in
estimating earnings, they did not give the forecasts double
effect in estimating stock price by applying a significantly
larger P/E ratio to their larger earnings estimates. The

effect of the management forecast on stock price estimates

was therefore delivered through the earnings prediction alone,
and not through the P/E multiple.

v

- o o b 2
‘ . '

& ot et

R A

N B




187

¢. Confidence of Analvysts

Analysis of the upper and lower bounds which
analysts attached to their best estimates indicated that
the subjects were quite confident of their earnings pre-
dictions (Table 14). The average analyst was reasonably
confident that the actual EPS would be within approximately
seven percent, plus or minus, of his best estimate. Analysts
were of course less confident of thelr stock price estimates.
where the median confidence band was approximately eighteen
percent, plus or minus. The level of confidence expressed
by the analysts is an indication that the experimental treat-
ments provided them with sufficient information of the right
kind to do a reasonable job of analysis and prediction.

There had been some expectation that the greatex
detail provided by treatment YO would produce more analyst
confidence than would treatment NO, but no significant dif-

ferences in confidence were found among all four treatments.

d. Concensus Among Analysts

The four treatments did differ somewhat in the
concensus among analysts as to best estimates of EPS and
stock price (Table 15). It had been expected treatment YO
would generate more concensus than NO. This occured, but
the statistical significance of the difference was not great.
Treatment NO produced the least concensus among analysts of

all treatments, but for most comparisons with other treatments

the differences were not statistically very significant.
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As explained in Chapter II, significant differences in con-
census among treatments might cautiously be interpreted as
having implications for stock market velocity and market
efficiency. The resulis of the experiment do not provide

the basis for any strong conclusion in this regard. At

best, there is a slight indication that the annual reports
containing no forecast, and those containing a detailed
forecast, promocted greater concensus among analysis than
reports containing a forecast with little detail, and thus

might promote greater market efficiency.

e. Detailed Managemeni Forecasis

One of the innovations of the present experiment
was the use of complete pro forma financial statements in
two of the treatments (YO and YP). 1In both of these treat-
ments maragement's EPS forecast.was supported by detailed
forecast financial statements as well as greater explanation
'in the president's letter. To allow a test of the effeet of
the detailed disclosure, treatment NO was given the sameée
dollar EPS forecast as YO but no forecast financial state-
ments and little detail in the letter. It had been expected
that the analysts would find the detailed disclosure of
treatment YO more convincing and would thus (a) make best
estimates more in line with those of management, (b) be more
confident of their own forecast, and (c) achieve a greater

degree of concensus among analysts. The results did not con-

form to these expectations in any consistent and strong
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pattern (Tables 11, 14, and 13). 1In fact the general level
of EPS best estimates for treatment NO was slightly highex
than it was for YO (Table 11). Although no reason was
apparent for this result some possibilities were suggested
in Chapter III. The conclusion arising from the results is
that a specific EPS forecast appearing with little explanation
in the president’s letter had an impact on analysts which was
very significant and not very dififerent from that of a detailed

forecast.

Conclusion and _Suaggestions for Further Research

In drawing final conclusions from the present
experiment the basic inherent limitation of the research

method should be reiterated. The experiment addressed only

certain specific questions in a complex area. It dealt with

only a particular set 0f subjects, who examined a particulaxr
set of data, which pertained to one particular company.
Strictly speaking. any relationships observed in the data
cannot be said to exist beyond the specific conditions of
the present experiment.

This limitation notwithstanding, the study does
add to our understanding ef the effects of financial forecasts
on readers of annual reports. The results indicated clearly
that EPS forecasts, with or without supporting detail, in-
fluenced analysts' assessments of the firm. The study also
explored the possibility that forecasts differing in degree

of detail would cause different reader reactions, but no clear

pattern -of effect was found.
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The study demonstrated that field laboratory
experiment:z in the Canadian invesiment community are feasible.
The experience of setting up the experiment and administering
it confirmed the importance of pretesting experimental
instruments, of keeping subjecis!' involvement time to a
reasonable level, and of providing participants with a
timely preliminary report on the results of the study.

Although the present experiment has added to our
understanding of user reaciions to management forecasts,
many questions can be answered only through further research.
Numerous extensions of the present study might be suggested
for developing a more complete understanding of how forecasts
are used.

The issue of the effect of detailed disclosure is
a particularly interesting one in light of the common sug-
gestion that earnings forecasts should be accompanied by
underlying assumptions. The fact that the present study did
not demcnstrate an effect for different levels of detail
could be a function of the particular conditions. It would
be interesting to see whether the same resulis held when the
company's historical earnings pattern was different or when
managementi's forecast indicated a change in the direction
of the earnings trend or when the company was in a different
industry.

Other suggestions for forecast disclosure could also
be tested for their effect on users. For example, comparisons

of actual with forecast and the explanation of variances;
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external reviews or audits of management forecasts; use of
a range or other means of expressing management uncertainty
about the forecasts.
In short, research into the reactions and needs
accounting's users is a continual process. The present
experiment has contributed to our knowledge in this area,

but there is much oppertunity for additional study.

2.A The Analysis of Annual Reportis

The annual reporits of sixiy companies for four
consecutive years were examined to determine the extent and
nature of forecasts of overall company results. The study
was unique in that it involved a detaiied examinaiion of
Canadian annual reports, utilizing a new taxonomy developed
to categorize management forecasts of overall company results.

The study was undertaken because the literature
contained no report of a major study which had as its main
focus a detailed examinstion of annual reports of corporate
results. Particularly, no such study had been reported for
the annual reports of Canadian companies.

The annual reports were those of sixty companies
chosen at random from among Toronto Stock Exchange industrials.
The reports were for the years 1969 to 1972 inclusive. In
each case the entire report was examined, excluding the
financial statements.

The recording unit chosen for this content analysis

was the theme, i.e., a single assertion about some object.
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Where a sentence contained more than one theme each theme
was categorized separately.

The only themes recorded and analyzed in the
present study were those concerning the overszll future
results of the company. These themes constitute only a
subset of all forecasts that could be made by manzgement
(Figure 2). This is an important subset, however, because
it deals with the net result of corporate aciion and environ-=
mental conditions on the overall profitebility, heazlth and
progress of the firm.

The taxonomy developed to categorize references
to overall future resulis was summarized in Table 22. It
consisted of four main elements: (1) objecti~-that about
which management is making the assertion, (2) per:ioad--the
period of future time about which management is asserting,

(3) nature--the nature of managemeni’s asseriion about the
future, (4) modifier--that which is said about the object.

In addition to presenting & detailed description
of the references to overall cempany resulis, the present
study reported preliminary explorations of two related issues:
company characteristics which may be related to the propensity
to forecast, and the accuracy of forecasts. Eight company
characteristics were checked for a correlation with sirong
predictions of an earnings increase next year. The accuracy
assessment was made using explicit and implicit predictions

about next year's earnings.
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The results of the znalysis of the 240 annual

<1

eports can be summarized briefly as follows. The disclosure

e}

of forecasts of overall company resulis was widespread among

ok

he firms in the sample. The type of forecast varied greatly.
The most common forecast was that of a sirong prediciion of
an increase, growth, or improvement. Forecasts almost always
contained good news, not bad. Most forecasts referred to the
object general or the object earnings. Most forecasts per-

tained to some unspecified future period or to next year
1

rf

orecasts of company results were generally noi very specific.
Of sevarzl company characteristics tested, only company size
and industry were related to the propensiiy to make a strong
prediction that next year's earnings will increase. Pre-
diciions concerning nexi year's earnings were usually accurate,
but the percentage was noi remarkably high. Inaccurate pre-

dictions were the result of cverestimation of earnings. The

subsections below elazborate on each of these findings, relate

ot

he findings to other studies where possible, and suggest

opportunities for further research.

a. Porecasts of Overall Resulis Were Widesopread

Of the 240 annual repocxrts, 75.8 percent contained
at least one reference to the future overall results of the

company (Table 29). Only three of the sixty companies made

'.h

no such reference in any of the four years examined, while
thirty-one of the sixty made at least one reference in each

of the four years (Table 31). In short, a large proportion

| RS SNS IS T A M 51 S B 1§ T

PR

pre

L
.

P L I L R

i S e

s o ww oy

R

e Bt o

g 11 0 5 R T o

bttt kb
'

g




194

of the annual reports did contain forecasts of company results
and almosi &ll of the sample firms made this type of forecast
during the four year period.

This finding lends suppori to assertions made by
several writers. Backer (1970, p. 199) stated that generalized
and fragmentary forecast data often appears in annuzl reports.
Kidd (1976, p.18) said, "The public disclosure of information
which would likely constiiute an earnings forecast has been
common in Canada in annual reports, . . ."™ Also, the Select
Committee on Company Law stated, "Ths annual reports of most
corporations usually contain some statement with respect to
the future of the corporation" (Kidd, 1976, p. 17).

The

[ai
o]

inding of widespread forecast disclosure is

Brandon {1972) and Keller (1973) for their analyses of United

States @nnual repoxrts. An interpreistion of Table

1=
t=4

in
Brandon (reproduced as Table 7 in ths present study) indicates
that between 65 and 9% percentl of annual reporis in that
study contained references to the future that would have met
the test for inclusion in the present study. The data pre-
sented by Keller (p. 52) are less amenable to quantitative
comparison with the present studyz, but the notion of wide-

spread forecast disclosure is clear: "Judgements about the

future were also common in the annual reports. . . . , optimistic

speculation was found in 334, or 99.1% of the reports."
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b. Type of Forecast Varied

Although some types of forecasts were more pre-
valent than others, there did exist a wide variety of fore-
casts. This variety was observed in terms of the objects
referred to (Table 30), the time period referred to {Tazble

he references (Tables 37 and 60), and

el

32}, the nature of
the modifiers used {(Tables 37 and 50).

Kidd (1976, p. 255) also indicated that consider-
able "diversity of future-oriented comments" had been found
in a sample of 150 annual reporis of Canadian companies.
This was illustrated by excerpis from several annual reports

{(pp. 255-60).

c. Common Pattern: HNature/lModifier

Frem the great variety of management forecasts
there did emerge a predominant pattern. Most references to
the future were in the nature of a strong prediction and
almost all references promised good overall company results
rather than bad. This common pattern is evident in the
tables which classified references as to nature and modifier
for each of the five objects: earnings (Tables 37, 40},
sales (45, 48), cash (49), performance (54, 55), and general
(60, 63). OFf the 504 reference53 categorized in these nine
tables, 324 (64.3 percent) were strong predictions. Only
twelve of the 504 references (2.4 percent) had modifiers

delivering bad news to readers of the annual report. In
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almost all cases the reference forecast an increase, or an
improvement, or growth, or some other favorable result.
Because previous studies have not differentiated
among forecasts according to their nature, it is not
possible to compare the high incidence of sitrong predictions
in the present study. ther studies have, however, indicated
a tendency for annual reports to forecast good news. As
mentioned earlier, Keller (1973, p. 52) noted that virtually
all of the annual reporis in his sample contained "optimistic
speculation." Likewise Table 7 of the present study irdicated
that little bad news was discovered by Brandon (1972) in his
sample of annual reports. Similarly, the excerpts from
annual reperts presented by Kidd (1976, pp. 253-60) conveyed

mostly good news to readers.

d. Common Pattern: Object/Period

A pattern also emerged in terms of the object and
time period to which references were made. The object
general and the objeciti earnings dominated, with 49.7 pexcent
and 31.5 percent, respectively, of all references (Table 30).

References to an unspecified future period, 54.9
percent, and to next year, 41.3 percent, dominated in terms

of the time period covered by the forecasts (Table 32).

e. Forecasts Not Very Specifiq

Although the annual reports contained numexrous

references to future company results these references were
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not very specific. This lack of specificity is evident
upon examination of any of the four main categories: object,
period, nature, or modifier.

With respect to object, less than half of all
references were io the specific items: earnings, sales, ox

cash. More than half were to the non-specific objects:

performance, or general (Table 30). Only 31.5 percent of

references were specifically to earnings.
With respect to period, less than half of zll

rzferences were to specific itime pericds: next year, another

© b bt e i ek Sk 8 bl s e Kbt R e ekt R

year, or annual. More than half were to an unspecified
future time period (Table 32).

With respect to their nature, approximately 64
percent of references were strong gpredictions (section ¢
above). The remaining 36 percent of references were classified
as weak predictions, qualified predictions, statements of
necessity, statements of goals, siatements about the year to
date, or statements indicating inability or unwillingness to
predict. This 36 percent clearly did not present any fore-
cast as forcefully and clearly as did the references which
were strong predictions.

With reszpzrt to modifiers, the most significant
finding does not appear in any iable. It is a non-finding.
Of the 523 references to fuiure overall company results not
one was a specific dollar estimate of earnings. There was
only one specific dollar estimate of sales--a company stated

that total revenue for the present year should be approximately
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the same as for the past year. The vast majerity of
modifiers for references to earnings and sales reflected a
prediction of increase or growth (Tables 37, 40, 45, 48).
That is, the references tended to put a lower limit on sales
and earnings, but no upper limit and no most likely estimate.

Considering object, nature, period, and modifier
together, perhaps the ultimate in specificity would be a
prediction such as: “"we expect earnings after itaxes to be
$4.50 per share next year." This would be a strong pre-
diction about the object earnings, pertaining to the next
year, and having as modifier a specific dollar amouni. No
such reference appeared. Although there were 2 number of
strong predictions concerning earnings, none was a point
estimate. In most cases the predictions indicated only a
direction of change--upward.

o~

ther studies have also noted the lack of specificity
in annual report forecasis. In an analysis of =2ighty-eight
annual reports, Buzby (1974, p. 431) found only one instance

of a specific dollar estimate or range for next year's EPS.

Of eighty reports examined by Stanga (1976, p. 29) only 1.2
percent contained a specific estimate of earnings for the

next fiscal year. Keller (1973) made no statement about the
specificity of forecasts in 337 annual reports examined; he
gave no indication that specific dollar estimates were found.
Brandon (1972) reported that of 588 annual reports, 3.59 per-

cent contained “"specific estimates of 1970" (Table 7 of the

present study). An examination of Brandon's Appendix C,
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however, reveals that "specific estimates" included references

to unspecified future periods, references to sales alone, and

references giving only a lower limit and not a most likely

estimate. Thus the proportion of reports containing a point
estimate of earnings for the coming year appears to have heen
much less than 3.39 percent.

Studies of Canadian annual reports indicated a
similar lack of specificity. Belkaoui and Kahl (1977, p. 34)
found that none of ten annual reports from chartered banks
contained a forecast of EPS. Dirksen and Scheibelhut (1976)
examined thirty-four annual reports. Thesy reported that EPS
and sales were not forecast with any degree of frequency
(p. 46); they made no mention of any point estimatss having
been found. Kidd (1976) did not report on the specificity
of forecasts in the 150 annual reports examined. Appendix A
of that study did, however, provide examples of the forecasts;
one of the thirty-five excerpts contained specific dollar
estimates of next year's EPS and sales.

Thus a variety of studies in the United States and
Canada has failed to discover any significant number of point

estimates cf earnings in annual reports.

f. Predictions and Company Characteristics

Eight company characteristics were tested for
correlations with the strong prediction that next year's
earnings will increase. Of the eight only twc, company size

and industry, appeared to be related to the propensity to

ey,

s b b i, 9 S Wb A 7 i SO N TR T ST S

P R4 4 L S A Soe s S et A A @ g R it




200
forecast the increase. The largest firms in the sample were
least likely to make the prediction, and firms in property
development and merchandising were most likely. These
characteristics were themselves related in that firms in the
high disclosure industries were not among the largest firms
in the sample.

No previous studies have reporied on the relationship
betwesn forecast disclosure and company characteristics. The
examination in the present study was very much exploratory,
being confined to one particular type of forecast and using

simple one-at-a-time tests for association.

g. _Accuracy ofiPrediotions

The exploration of the accuracy issue was limited
by the fact that point estimates of future results did not
appear in the annual reports. WNonetheless, references to
next year's earnings were examined and assessed as to their
accuracy. Forty-three out of fifty-four explicit prediciions,

<

or 79.6 percent, were found to be accurate (Table 77). Forty
of the fifty-four predictions were of the strong unqualified
variety; of these, 80.0 percent were accurate. The three
forecasts relating bad news were accurate; all eleven in-

accurate prediciions pertained to earnings growth which failed

to materialize.

A second test of accuracy was conducted by checking

explicit and implicit strong predictions of positive or in-

creased earnings next year (Table 78). Of seventy such
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predictions, sixty (85.7 percent) were accurate. Predictions

of positive earnings were accurate in 94.6 percenti of instances,
while predictions of increased earnings wers accurate 75.8 per-
cent of the time. Since all of the predictions checked here
related good news, i.e., positive earnings or increased earn-
ings, all of the inaccuracies were once again a result of
overpredictions of earnings.

In order to make a judgement on whether the observed
accuracy levels reflect "good" forecasting by management it is
necessary to identify a standard or benchmark. Forecasts of
earnings can never be certain, of course, and one could hardly
expect 100 percent accuracy for any group of firms, even when
the predictions are of the relatively simple positive/negative
and increase/decrease variety. But if 100 percent accuracy
is too high to expect, what is reasonable--90 percent? 80
percent? 70 percent? 51 percent?

One approach to this question is to examine the

proportion of firms which had positive earnings or had an

4
increase in earnings in the last three years of the study ,

regardless of whether they forecast the same or not. Of the
180 annual reports of the last three years, 171 (95.0 percent)
reported positive earnings, before and after extraordinary
items, for the current year. This means that if every annual
report of the first three years had predicted positive earn-
ings for the next year the accuracy rate would have been 95.0
percent. The actual accuracy rate for the thirty-seven reports

that made an explicit or implicit strong prediction of positive
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earnings was 94.6 percent (Table 78). Thus the predictions
which did appear were, as & group, no more accurate than a
blanket prediction that earnings for all firms would be
positive each year. Therefore although 94.6 is & very high
percentage it is no better than one could have obtained
with a simple prediction rule that all firms will have
positive earnings every year.

A similar comparison can be done for predictions
of an increase in earnings. Of the 180 annual reports,

73.6 percent5 reported an increase in earnings for the

current year. This means that if every annual report of the
first three years had predicted an earnings increase, the
accuracy rate would have been 73.6 percent. The actual
accuracy rate for the thirty-three reports that made an
explicit or implicit strong prediction of an earnings increase
was 75.8 percent (Table 78). Thus the predictions which did
appear were, as a group, only slightly more accurate than a
blanket prediction that earnings for all firms would increase
each year.

The conclusion from these comparisons is that the
strong predictions of positive earnings and increased earnings
did not possess a remarkably high level of accuracy.

Another approach to evaluating the accuracy of the
predictions in the present study would be a comparison with
predictions examined in previous studies. Opportunities for
such comparison are extremely limited because previous studies

did not examine the accuracy of annual report predictions and
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they concerned themselves largely with a type of prediction
not encountered in the present study, i.e., the point estimate
of EPS.
Nonetheless, it is interesting to note the percentage

of management forecasts appearing in the Wall Streei Journal

which correctly predicted the direction of change in EPS, as
reported in three previous studies. Green and Segall (1967,
p. 54) found that seven out of twelve predictions (58.3 per-=
cent) correctly predicted the direction. In a replication,

the same authors (1966, pp. 34-35) found that ten of twelve

firms (83.3 percent) were correct in predicting the direction.

In a similar study Copeland and Marioni (1972, p. 499) reported
that forty-three out of fifty firms (86.0 percent) correctly
predicted the direction. Aggregating the data from the three
studies, one finds that 81.1 percent of companies correctly
predicted the direction of the change in EPS. In the present
study, 75.8 percent of explicit and implicit strong predictions
of an earnings increase were accurate (Table 78), i.e., they
correctly predicted the direction of change. Thus the annual
report predictions examined for accuracy in the present study

were only somewhat less zccurate than the Wall Street Journal

predictions examined in the three previous studies. The com-
parison becomes more favorable for the annual report predictions

when the Wall Street Journal predictions are restricted to those

which appeared during the first quarter of the year. For this
group, only 73.1 percent of predictions were correct as to

direction.
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Thus while the management predictions of the
present study do not appear ito be remarkably accurate, there
is some indication that they were no less accurate than
newspaper predictions of other groups of companies in
another country.

As a final comment cn the accuracy of predictions,
it was found in the present study that almost all forecasts
involved good news and that every instance of inaccuracy
involved an earnings increase that failed to materialize,
i.e., there was a tendency to err on the side of over-
estimation of earnings. This tendency to overestimation has
been reported in three studies of management forecasts found

in the Wzll Street Journal: HMcDonald (1973), Copeland and

Maxrioni (1972), Basi, Carey, and Twark (1976). Two studies

discovered underprediction of earnings, rather than over-
prediction, to be more common. Daily (1971) was examining
internal, not public, forecasts of management, however, and
Hull (1974) was referring tc predictions made in prospectuses

for new stock issues in the United Kingdom.

h. Conclusions and Suaggesiions for Further Research

The preseni study has taken the most detailed look

to date at annual report forecasts of overall company results.

For the years examined it was concluded that a wide variety

of forecasts were disclosed by a wide variety of companies,

but that the forecasts tended to be not very specific.
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This description of reporting practice during the
period 1969 to 1972 provides baseline data for the ongoing
discussion of forecast disclosure alternatives and for
further research. With & clearer understanding of the kinds
of forecasts made by management we are in a betier position
to discuss suggestions for change. As time passes it will
be possible to conduct similar studies on annual reports of
later years. For example, it will be interesting to see
whether forecast disclosure praciices change, perhaps as &
resul® of the increased discussion and public debate of the
issue.

Still in the realm of descriptive studies, further
research could usefully explore the extent to which earnings
forecastis are supporited by underlying acssumptions and company
plans. Such disclosure has been widely advocated in the
literature. A logical place to begin such a study would be
with the most specific predictions of next year's earnings.

The present study found some indication that the
propensity to forecast company results might be related to
the size of the firm and/or its industry. Further research
will be required to clarify the nature of these relationships.
A purposive sample should be selected so as to give adequate
representation to various size and industry variations.

In the absence of point estimates of future earnings,
the present analysis of foxecast accuracy focused on whether

earnings were positive or negative, and increased or decreased,

in the year following the forecast. The conclusion was reached
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that management forescasts were no better indicators of

future resulis than the simple rule that all firms will

have positive and increased earnings next year. Only

further research will indicate whether forecast accuracy

s P e e M

is related to certain company characteristics, whether it
has improved since the years of the present study, and
whether for individual firms past accuracy has an influence

on current propensity to forecast.
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FOOTNOTES

1. From the description in Brandon (1972, pp. 29-31) it is
not possible to calculate the exact percentage. It
appears that the minimum would include items 1, 2a, 2d,
3a, and 3b, for a total of 383 annual reportis (65.1
percent of 588). The maximum would include the 383 plus
the 138 of item 2b, giving a total of 566 (96.3 percent
of 588). It is likely that the actual percentage is
neither the minimum noxr maximum jusi calculated, because
item 2b would appear to consist of some annual reporis
which would be included in the present study and some
which would not.

W A Ll ot A

2. From the descriptiocn in Keller (1973, p. 52) it appears
certain that "speculation and prediction" encompassed
more types of references than did the pressnt study.

For exemplie, it appears that the discussion of future
price changes, new products, production costs, dividends,
future financing and litigation were counted in the
Keller study whereas the present situdy was restricted to
references to future overall company results.

AV M e B s ey g n 4TS et =

. 3. As indicated in Table 30, the annuzl reports in the

: present study contained a total of 523 references to
future overall company resulis. Suhseqguent iables in
Chapter V, cited hexre, described onty 504 of these as to
nature and modifier because ithe remaining nineteen refer-
ences were distributed in very small numbers among various
object/period categories.

e s st

. The lest three ysars are of interest here because it was j
in the annuzl reporits of these years that sccuracy was :
ascertained for predictions made in annual reports cf -
the first three years. :

5. From Table 71: 131 divided by the sum ¢f 131 and 47. P
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APPENDIX 1

ANNUAL REPORT FOR TREATMENT N

CANADIAN RETAIL LIMITED

Annual Report 1972
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APPENDIX 1--continued
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PRESIDENT'S REPORT

The past year was an outstanding one for Canadian
Retail Lamited. New recoeds were set in both sales
and carnings and at the same time the largest
expansion program in the company’s history took
place.

Sales in the year ended December 31, 1972 tose to
£43,150547 compared 1o $32912 385 in 1971,
an increase of 31 percent, Net earnings increased
by 34 percent 10 $2793012 o1 51.25 per share,
compared with $2,079.776 or $.93 per share in
the previous year.

It should be pointed out that although the
Conwlidated Bzlance Sheet as at December 31,
1972 includes the yvwets of Consumer Durables
Limited. the Consolidated Statemients of Earnings
and Retained Earnings for 1972 do not include the
sales and zarnings of Consumer Durables Limited.

During the past vear IS retail stores were added,
bringing the 1o1al to &1, Reuail selling, space now
amounts 1o 617000 square feet.

Towards the end of the year. your company
acquited Consumer Drurables Limited. This
acquisizion broidens our corporate markei area
considesably. Your company is now integrating
the two firms™ lines of merchandise to provide 2
gseater diversity of products for both Canadian
Retail and Consumer Durables operations.

This new subsidiary supplies consamer durable
goods and hardware to a2 chain of 229 dealer
{ranchised stores and in addition carsies on a
wholesale industral account business to the
building trades. Fiftcen Canadian Retail stores are

now benefitting from Consumer Dusables
expertise in durable consumer goods while rubber
and canvas footwear items hiave been made
available 1o Consumer Durabies dealers.

{n the latter part of 1972 Canadian Retail
putchased 2an additionsl 17 percent interest in
Clothing Importers Limited, one of our importing
subsidiaries.

Lasger warchousing and head office facilities,
purchased casly in 1972, have now been renovated
and redecorated and the move ta the niew location
is underway. The building provides Canadian
Retall with 180,000 square fect for the
distribution centte and executive offices and
45,000 sguare feet for importing operations.

A dividend policy was introduced in 1972
commencing with 2 semiannual dividend of six
cenis per share paid in August. A similar dividend
was paid in February 1973,

Along with the physical expansica has gone 2
strengthening of managemeént pezsonnei ¥t doth
the exccutive and senior manageawsni levels. The
exapertise of our key people hasbzea invaluabi in
the past year and we eapress our appieciation 10
these and our many other loval employees.

On behaif of the Board

President
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APPENDIX l--continued

Retail Division

The retzil division continues 1o be the largest and
most impostant, while other divisions provide the
company with depth and stability. The retail
division is now 19 years old and has grown froma
single sture to 3 chain of outlets. The table below
sets out the growth in naumber of stores operated
from 1967 to 1972,

Number of Stores
1967 68 €9 Y0 7Y 72
Clothing stores 10 11 12 17 32 a4
Junior deparimentstores — I 3 6 10 12
Department stores - 1

10 153 21 28 47 61

Qsiginally Canadian RetaB marketed only family
clothing, but 3s it grew, so did its lines of
merzhandise. Each new  location is  studied
carclully and depending on the results of area
surveys, 3 new store may be one of scveral
diffezent types. In some communities, Canadian
Retail is the major department store.

The table below provides an analysis of retail sales
by type of store for the years 1967 to 1972,

Pereent of Retail Sales

1967 65 63 70 Y1 32
Clothing stores 10U 96 36 35 51 S2
Junior department stores — -= 20 23 25 29
Depariment stores =~ _3 33 30 23 19
100 100 100G 100 100 100

The company has been dsveloped to 1ake full
advaniage of ihe econemic benefits of volume
purchasing and central disribution winch have
increased 25 the compeny expanded. Mass
merchandising, primarily an a cash 1nd carry basis,
is 2 concept which has proven successful for
Canadian Retail and continues 1o be encouraged in
most locations. Credit depaniments are, however,
incorporated into full line department stores
where customers purchase majos appliances and
futniture.

Retail sales volume from the older estabhished

outlels has incieased at the same time that
eapansion into new market areas was taking place.

w

Consumer Durables Limit=d

Thiough the years Consumer Durables has
developed 2 successful matheting concept using
the dealer franchise system and today distributes a
vasiety of brand name consumer durable goodsto
229 dealer owned stores. The company supplies
goods for retail, along with advertising matesial,
merchandising and promotional programs and any
other business assistance the independent operator
may require. Three distribution centres are
opzrated. The two major cenitres supply franchise
dealers and indusisial accounts. The third serves
only industsial accounts.

Consumer Durables is now providing an expanded
range of durable goods to 15 of the larger
Canadian Retzil outlets and the infusion of
clothing carried by Canadizn Reiail into the
Consumer Durabies program provides dealess with
the opportunity to cexpand into general
meschandising.

The management of Consumes Durables has many
years experience with the firm and has been
retained 1o continue operation of ths division.

Imposting. Wholesaling, and Manufacturing

Your company has two importing subsidisries, one
wholesaling subsidiary #nd one manufacturing
subsidiary.

Clothing Importers Limited imports  ladies’
sporiswear and some children’s and men’s wear
from the Far East. The company’s sles foree
operates from centres acrows Canada, seliing to
Ieading department stores, chain  swores,
whaiesalers, znd distributors, Less than ten
pereent of the company™s volume s sold to
Canadian Retail,

The other imporiing subsidiary also brings in
merchzndise from the Far East. primarily canvas
and rubber foorwear. In addition, the company is
a distributor for a line of stereo components and
radins,

The wholesaling subsidiary disttibuies domestic
and imported shoes, maindy European. to leading
stores.

The manvfacturing subsidiary is a producer of
men’s tailored and sempizilored clothing. Both
doubie-knit and woven gauments are soid 1o
nationzal department stores and feading men’s wear
shops. Less than ten percent of the company’s
production is sold 10 Canadian Retail.
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APPENDIX l--continued

CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF EARNINGS AND RETAINED EARNINGS

Jur the veer ended Deceisber 31, 1972 fwith cumperative figares for 1971)

1972 1971
Sales . . .. L L0 L0 L oL, . . - . $43,150.847 $32.912.383

Cost of goods sold and uperating expenses before
the follawing . . . . . . . . . . . .. e . 36,484,947 27,828,110
Depreciation and amortization . . . . . . e e 393,365 . 277.613
Interest  — cument. . . . . o . . .. .. . 260.053 187.070)
-longrterm. . . . . .. e e e e e e 221.568 79.394

37,359,933 28.372.187
Eurnings frum operations before innceme taxes and
minorily inserests. . . . . . . ce . . . _5.790914 4,540,198

Income taxes - cument. - . . . . . 2,657.735 2,150.892
- deferred e e e e . 112,288 . 109989

2,260,881

!
i
14
i

Minority inverests . . . . - e e e - 226 874 199.541

Net Karnings for the year . . . . Coe .. - . 2.079.770
Retained earnings, beginning of vecr T .. . . 4.653.965

6,733,711

ey A e e — i

Dividends. . . . . . . .

Rctained cariiings. end of year. . . . . . § 9,392,639 S 6,133,741

Net earnings pershare . . . . . . e e e e e $1.24 $93

| i Al Kok wmam e

Notesio ¢ Nidated financial st 5 35c an integral past of this statement.
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APPENDIX l--continued 212

CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET
as al December 31, 1972 [with comparative figures for 1971)

Assets 1972 1971
Current Assets -
Cash and termdepesitsnote 1} . . . . . . . . . . . _ S 65370,554 S 1,184,981
Accounisreceivable . . . . . . . . . L L L L . L L 5,909,523 2,018,056 R SR
faventories(note 2) . . . . . . .. . L oL L . 0 17,662,300 10,236,133 \‘\:
Prepaid exoenses . . T 92.892 79,090 |
30,035,299 13,518,260 :
Nou Current Receivables
Notes receivabie in instaliments to {987 . . e e e . 368,990 3
Mortgages . . . . . . . .. L. .. .. .. ... __ 148624 6983, =
517,614 6,983
Fixed Assers(note 3) © _ . L L L L L L L0 o e . 9993961 5.302 806 ;e B
Unamartized Debi Discount and Expense (note ) . ., . . . 343.338 i 3
Other Assets . . . . . . . . ... .. ... ... __ 0652 66.653 i
Goodwill(notestand5) . . . . . . . . . . . .. ... 1.818.467 1,496,578 i :
$42,775.331 $20,391,279 2 :
m———————— —— i
Notes 1o consoiidated financial statements are an integral part of this stat-ment. . :
AUDITORS® REPORT
Ta the Sharcholdess of Canadian Retail Limited: B
i We have xawined the consoliduted balance sheet of Canadian Retml Limited and its subsidiarics -
R as at December 31, 1972 and the consolidaied statements of earnirgs and retained carnings, and H
B source and use of working capital for the year then ended. Our examination includeé a general }
5 . review of the accounting procedures and such tests of accounting records and other supporting :
N evidencee as we considered necessary in the circumstaaces. - 1
- i
- |
4
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APPENDIX l--continued

Liabilities
Current Liabilities

Bank loans pavable (notc 6)

Accounts payable and a2ccrued lisbilities .
Incomne and other taxes payable .
Long-term debt due within one year

Long-Term Debr (notes 6 and 7)

Déferred Income Taxes . . .

Minority Interests (notes 1 and 10) .

harcholders’ Equity

Shure Capitel (neic8) . . . .
Retained Earnings . . . . .

Approved by the board:
1. Smith, Director
K. Brown, Disector

1972

. $ 7,615818
6,200,800

. 988,347
769,560

769,560
15.640.525
10516725
821238
365.716

6,038,488
. _9.392.639

15,431,127

$42,775.331

213

1971

$ 2,216.310
3,055,833
814,737
12.826

6,099,706
444.942

- 341.483
829,644

5,941,763
_ 6733741

12.675.504

$20,391,279

In our opinjon. these consolidated financial statements present fairly the financial position of the
companies as a1 December 31, 1922 and the results of their operations and the source and use of
their working capital for the vear then ended. in aciordance with generally accepted accounting
principles applicd on i@ basis conustent with that of the preceding year.

I*ebruary 28, 1973

hartered Accountants

N




CANADIAN RETAIL LIMITED AND SUBSIDIARIES

Source of Working Capiial
Net earningsfortheyear . . . . . .
Depreciation and amortization . . .
Deferred income taxes. . . . . . .
Earnings of minority interests . . . .

Provided from operations . . . . .
Bankloans(note?) . . . . . . . . .
Debentures and deferred income taxes of
newly acquired subsidiary (note 1) .
Issuc of shares(note 8}y . . . . . .
Proceeds from disposal of fixed assets .
Decrease (increase) in other assets . .

Use of Warking Capital
Puzchase of fixed assets of subsidiary (note 1)

Purchase of other fixed assets . . . . . .
Purchase of additional share in partially
owned subsidiary (note 1} . .
Dividendspaid. . . . . . . . . .
Current portion of new bank loans and
rcduction in other long-term debt .

Increase in Working Capitel . . . . . . . . .
Working Capital, beginning of year . . . .

Working Capital, end of year . . . . . .

Purchase Gf other assets of subsidiary (note 1)

APPENDIX l--continued

CONSOLIDATED STATEMENT OF SOURCE AND USE OF WORKING CAPITAL
Jor the year ended Deccmber 31, 1972 iwith comparative figures fur 1971)

1972

$ 2,594,012
393,365
112,288
226,879

3.526534
6.718,170

4,239.467
96.725

838
14,581.744

2,001,717
854,806
3.082,803

1,012,696
135,114

518388
7.605.524

6,976,220
7,418,554

$14,394,774

Notes to consolidated finznenal statements are an integsal part of this statement.

214

1971

$ 2,079.776
277,613
109,989
199.541

2,666,919

133,903
250,588
—_ (5983)

3,074,427

1o
o
9
W
(=]
]
-3

14,326
2,047,403
1.027,024

_6:391.530
3 7,418,554

s




APPENDIX l--continued

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(W IR 1

1. Principlcs of consohd The e include the accounts of all subsidiaries. The results of
the operations of subsidiary companics have been incleded only from the dates of acquusition fexcept as noted below)

ang proviuun Ras been made for minority i The p thod has been used in accourting for the
quisition of all subsidi
) (a) Acquisition of C Duzables Limitcd:

As of December 1. 1972, Canadnan Retaid Limited purchaed all of the issued and outstanding shares of Consumer
Dusables Limited for cash of 39,170,170. The excess of purchase price over net book value, 211 amount of $550.663,
was applicd 1o land. The asneis and liabilitics of Consumer Duzables as at December 1, 1972 have been included in the
company’s consolidated balance sheet as at Decembez 31, 1972,

The dited net i of C Duzables for the montk of December, 1972 amounted 1o $19.400 with sales
of $3.370,000. These carmngs and sales have not been included in the company™s 1idated st of carning:

and rciained carnings 2nd soutce xnd use of working capital,
(b) Acquisrition of additional sharc intecrest in Clothing Importers Licmited:

Dusing the third quarier of 1972, the company purchased for cash of 51,012,693 an additional 17% shaei in
this subsidiary, bringing the comparny’s present share holdings to 92%. The excess of the purchase price for this

3dditional intcrest over the proportionate value of the subsidiary’s net assers at the datz of acquisition was $321,889
which has teen allocated to gooduill,

Z]

. Inventorie<. Inventones are valued at the lower of £0st 02 estimated net reahzatic value less normal profit margins.

3. Fixed aswis

3 Accumulated Net Book Value
Cost Geprecation 1972 1971
R Lana S 3065591 - $3.065,591 $1.120.968
R Buildings 5.873.365 $1.305.185 $.568,180 2,440,572
Fintures and cqmpment 3,528,510 1,56%,B55 1,983,555 1,434,604
5 Leaschold unprovernents 296,651 119,316 376,635 - 296,662
- - $12983,317 $2.989.456 39,993,961 $3,302.806

4. Unamo:tized debs diwount and expense. This will be 2012 1ed at the zaze of $36.300 per annum oves the 1eam of the
Jebentures.

) 5. Goodwill. This zmount 15 made up of.
- 1972 1971

: Purchased $ 260,150 S 260,156
. On convzlidatson 1,558,312 1,236,228
s $1.818.567 $1.496,578

The abave amounts are carncd in the accounts at cost wathout amortization.

>~

Bank :ndebicdnens. The company hat assigaed the Joss noceeds of cestain fire 19surance policies and lodged with the
tunk cerhificates of tile 10 certan 104 propertics 2s security for shoni-icrm and long Sebted to the bank.
Accounts zeceioabic of 2 subsidiary company are awigned from tme 10 tme o the bank as sccurity for its bank
mdebivdness, of which none was guistanding as at Decernber 31, 1972,

: The company has provided 3 leiter of undertaking to ts bankers to provide them on 1equest with a debentuse
mcosputating both a specific charge over fined 2ssets and a foating charge over 211 assets of the company and certain of
11s wholly-owned suhsidianes.

In arrangng for 6 5 for the acquisi of C¢ Durables the company agieed to furnish the folleaing to the
banbh as security for loans.

(] Collatcial morigapes on <erian propettics.
()} Anaddinonal assigament of loss procceds of fire msuiance pohicikes on certain ather propestizs.
m}  Cegtificates of title 1. cesinn other real properties.

" vy Pledpe of 2ll out ding shares of € Duzables Limated.

LUORNEE A0 W N
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APPENDIX l--continued

7 Lonp-toem debt

1972 1971
6% Sinking [ und Debentures, Series “A™ due May 15, 1982 S 4,113,000 s

Aaal Loanc (Note 6)

Payzbic with intesest at zates not excceding 2% over the prevailing paime

Bank rate and maturing at vazious dates 10 1982 6.718,170 -
Morzgages

Payable with interest at 9% per annum and maluring in 1954 395,259 300725

Others 3t vazsous intesest rates and matusity cates __..58856 52033

11,286,285 353,768

Deduct amounts due within one year . ___769.560 _ . 1282

310516725 5 343942
Sinking tund payment on the 6% dcb ©s we $363.000 annually, The sinking fund pay ment for 1973
15 3nticipated te be 1educed by $121,000, which is the of debe puschased 2nd tendezed to the Trustecas
at Becember 31, 1972, The 6% debentuses are secuted by 2 first floating charge o all asvets, business and underakings
of Consumer Dusables Limited.

Payments 1eq for setires of det: nd othes jong-term debi oves the neat five years are:
1973-3369.560 1974 - 398,640 1975- $982520 1976 $1.629.710 1977 - $1.090.210

8. Share capital

No. of shares
Authorized: Common shares of no par value 4,000,000
Issucd:  Balance. Dzeember 31, 1971 2245812 3931763

Shazet issued on options exercived dusing the y eas for cash
Balance December 31, 1972

10886 - 36728
S 6.035.283

Ceztain cm; loyees have opions 1o purchase 15715 shares at $8.66 per shaze, 800 shares at $13.70 pes shire and 9,000
sharez at $22.90 pes share.

The total options for 25,515 shares eapite 1 the following years:
1973-6,0600 1973-32.015 1975-27060 1976-2.000 1977-1.500
No raterial dilution of cazning per skarc results from these options.

9. loasc commitmenis. Munmanh anaual rentals for property leases in each af the neat five rearcare:
1973 - 5942915 1973~ 3515563 1975 - $865,641 1976 - $T63,598  1977.$631.776
Certain of the leacws provide for additional rentals based on sales. 2s wcll a5 othes ocupandy chasges.

10. Contractual oblgati The 7 has an undes costan wrcumstances to puichaie fo enh the minonty
interests” share holdings of 8% in a2 subsidiary company. The company also has an oprion undes cestain cifuamstances 1o
2tquire these minority interests for a prescrited cash conuderation. This option evpires Decembes 31, 1989,

11. Remuneranon of disectors ard <enior officers. The agmepate remenesation paid o3 payablc by the company and its
subsidiaries 1o the itectors and senior officers of the company for 1972 and 1971 was $210,983 3nd $203.385
sespectively.

12. Sulmcquent event. On January 3. 1973, the & of the vompany declued 2 dvidond of six cears pet shate payadie
February 15, 1973 1o shareholders of record on Fetyuary 1, 1973,

i
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APPENDIX l--continued

SEVEN YEAR REVIEW

1966 1967 1968 1969 1970

Operating results (S000)
Sales. 4317 5.256 7382 13809 25347
Exmings fiom operaunons

before the following: 540 910 1.339 2,093 3,709
Deprecsatien.... . 62 77 9% 1220 220
Income taxes... . 227 304 629 918 1.819
Minority interests - - - - - 167

Net eaUnings...ceeeenrierracee. 250 428 615 995 1,503
Financial Position (S000)
Working capital. 365 680 1.091 5,299 6,392
i 499 877 1,607 4,190 7.298
768 845 1,068 3.181 3,828
Total assets.... 1,796 2,626 3.ns i1.277 16,055
Long-term deba., 22 12 43 350 4
Sharcholders™ equity. 1,150 1.557 2341 8222 10,561
Per Comman Shate (S)
Net earnings... .16 27 37 522 67
Dividends paid - - - - -
Cash fluw® from vperations... .19 32 43 622 o3
Net asset value... .70 97 141 3.80 3.69
Stach market price 3.10 7.00 9.38 14.50 12.75
235 4.55 4.05 838 6.00
Clase...... 3.10 5.88 538 1213 9.38
Ratios and Statistics
Number of shases vutsiand 1.60:906 1,605,101 1.66%873 2165141 2,229.890
Net eamings ¢ Sales., .06 .08 .08 07 .06
Net ezrnings & Sharcl
Equity: 22 27 26 A2 14
Net caruungs 3 Total Assets... .14 .16 J37 09 09
Sales < Sharcholdess” Equity.. 391 3.38 315 1.50 242
Safes # Totzl Asseis . 2436 200 199 131 1.58
Sharcholders’ Equity 2
63 59 63 73 .65
% Growth-*
Net Ea:aings per Share...... 69 37 41 29
Net Farnings. . 71 a4 61 51
Sales. 19 40 101 71
Cash Flow? per Shute. 68 34 34 50
Warking capital ratio, 1.6:1 1.6:1 1.8:1 3.0:1 2.5:1
Price-carmngs ratioS.. 9.4 21.8 %0 233 140

NOTES TO SEVEN YEAR REVIEW

-

1971
32912

4819
278
2,261
200
2080

7419
10,236
5.303
20,391
245
12676

93
1.17
5.65

17.25
9.50
15.88

2245312
Q6

.16
.10
2.60
1.6]

1972

43,151

6,184
393
2,71C
227

2,794

14,395
17.662

9,993
£2775
10,517
15431

125
06
iS¢
6.53
23.88
16.00
3388

2,256,278
06

1.9:1

. Dunng 1969, the rates of depreaiation were changed to confonrm witl revised estimates of the uselul Ufr of fixed atsets

and the company converted 1:6m the taxes Payable 1o the tax allocation Ewinod af providing fof income taves, Prior

yrars figures »x Thown above have fol been sevstated,

Incrense Juring vear divided by level at beginning of year.

S s wop

Closing stock mark et price per Giare for the year divided by Let rarnings per shire for the year.

Tard on weighled average 0f 1.907.012 shazres outstanding,
Net ¢s * Drpreclation and amartization » Defemved income tares « Minority interests.
Not cslculatrd becauce assels of subsidiary ired in D mber are includsd but sales and camnings are not,

e e s
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APPENDIX 2

ANNUAL REPORT FOR TREATMENT NO

CANADIAN RETAIL LIMITED

Annual Report 1972
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APPENDIX 2--continued

PRESIDENT'S REPORT

The past year was arn outstanding one for Canadian
Reail Limited. New rccords wese sct in hoth sales
and carpings and 2t the same time the largest
cxpansion propram in the company's history 100k
place.

Sales in the year ended December 31, 1972 rose to
$33,150847 compaied 10 $32,912.385 in 1971,
an inceease of 31 percent. Net earnings increased
by 33 percent 10 $2.794,012 or $1.23 per share.
compared with $2,079.776 or S.93 per share in
the previous »car.,

It should be poirted out that alihough the
Consolidated Balance Sheet as at December 31
1972 includes the assets of Consumer Durables
Limited, the Consolidated Statements of Earnings
and Reianed Earnings for 1972 do not include the
sales and carmings of Coasumer Durables Limited.

During the past ycar 14 retail stoses wese added,
bringirg the total 0 61. Retad sclling space now
amounts o 617,000 square fect.

Towards the end of the vear, vour company
acquired Consumer Durables Limited. This
acquisition brozdens our corporate market area
coasiderably. Your company is now imegrating
the 1wo firins’ lincs of merchandise to provide 2
greater diversity of products for both Canadian
Retail and Consumer Durables operations.

This new subsidiary supplies consumer durable
geods 2nd hardware 10 a chain of 229 dealer
franchised stotes and in addition carrics on 2
wholesale industrial account business to the
building trades. Fifteen Canadian Retail storesare
now bencfitting from Consumecs Durables
experiise in durable consumer goods while rubber
and canvas footwear itcins have been made
available 1o Consumer Durables dealers.

In the latter part of 1972 Canadian Retail

purchased an additional 17 pescent interest in
Clothirg Iinporters Limited, onc of our importing
subsidiaries.

Larger warehousing and head office facilities,
purchased early in 1972, have now been renovated
and redecoraied 2nd the move o the new location
is undenway. The building provides Canadian
Retail with 150,000 square feet for the
disizibution centre and executive offices and
45,000 square feet for importing operations.

A dividend policy was inrtroduced in 1972
commencing with a semi-annuai dividend of six
ceats per share paid in August. A similar dividend
was paid in Febroary 1973,

Along with the physical expansion has gone 2
strengthening of management personnel at both
the executive and senior management levels. The
cxpertise of our key people has been invaluable in
the past year and We expicss our apprcciation to
these and our many other loyal cmployecs.

We foresce another good year ahead, with sales
rising 10 £79.162,000 and carnings per share to
$1.79. This includes the sales and carnings of
Consumer Dunbles. 10 be consolidaied for the
first time in 1973. Consumer spending and retail
sales are expected 10 expand in 1973 at rates close
to their 1972 mates (which were 11.6% and 10.9%,
tespectively). The retail division will open 21 new
siores with combined floor space of more than
190,000 square feet,

On behalf of the Board

President
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APPENDIX 2--continued

Retail Division

The retail division continues to be the largest and
most imporiant, while other divisions provide the
coiapany with depth and stability., The retail
dwision iy now 19 years old and has grown from a
single store to a chain of outlets. The table befow
s¢is out the growth in numbcr of sores operated
from 1967 10 1972,

Number of Stores

1967 68 69 70 71 2
Clothing stotes 10 11 12 17 32 43
Junior depastmzntstores — 1 4 6 10 12
Department stores =155 5.5
10 13 21 28 47 61

Originally Canadizn Renail marketed only family
clothing, but as it grew. so did @ts lines of
merchandise.  Eack new  location s studied
cuclully and depending on the results of area
surveys., 3 new store may be one of several
different types. In some communities, Canadian
Retail is the major depariment store.

The table below provides an analysis of setail sales
by type of stoze for the years 1967 10 1972,

Percent of Retail Sales

1967 68 €% 70 71 72

Clothing storcs 100 9& 36 36 52 S2
Junior department stores —— . 20 24 25 29
Depastment stotes - 4 31 30 23 19

100 100 160 100 390 100

The company has been developed 10 take full
advantage of the :conomic benefits of volume
purchasing =nd central distribution which have
increased  2s the  company exponded. Mass
merchandising. primarily on 3 cash and carry basis,
s 2 concept which has proven successful for
Canadian Retal and continues 1o be encouraged in
most Incations, Credit departments ate, however,
meorporated into full line department  stores
whete custumers purchase mgjor appliances and
furniture,

Retail wles volume fiom the older cstablished
outlets has incteased at the same time that
expansion into new marke: areas was (aking place.

Consumer Duzables Limited

Thiough the years Consumer Durables has
developed 2 successful marketing concept using
the dealer franchise system 2nd today distributes a
varicty of brand name consumer durable goods to
229 dealer owned stores. The company supplies
goods for retail, along with advertising material,
merchandising and promotional programs and any
other business assistance the independent operator
miy require. Three  distribution centres are
oprated. The two majoi centres supply franchise
dealers and industrial accoumts. The third serves
anly industrial accounts.

Consumer Durables is now providing 2n ex,anded
range of durable goods to 15 of the larger
Canadian Reunail outlets and the infusion of
clothing carried by Cinadisn Rewil into the
Consumer Durables program proxides dealers with
the  opportunity 1o expand into gemeral
merchandising.

The ] of C Durables has many
vears eapericnce with the {irm ¢nd has been
re1zined 1o continue operation of this division.

Imposting, Wholesaling, and Manufacturing

Your company has two importing subsidiaries, one
wholesaling subsidiary and one manufacturing
subsidiary.

Clothing Imposiers Limited imporss ladies’
sportswear and some children’s and men’s wear
fiom the Far East. The company's sales force
operales from centres across Canada, selling to
teading department sioses, chain  stores,
wholesalers, and  disiributors, Less than ien
percent of the company’s volume is sold to
Canadian Retail.

The other importing subsidiary also brings in
merchandise from the Far East, primarily convas
and rubber footwear, In addition, the sampany is
a distributor for a line of sicrco components and
radios.

The wholesaling subsidsary distributes domestic
and imported shors, mainly European. to leading
stores,

The minufaciuring subsid ary is a producer of
men™s failazed and semidtailosed clothing. Both
doubichnit and woven garmenis e sold to
national department stores and leading men’s wwear
shops. Less than ten porcent of the company’s
production is sald 10 Cxnadian Retail.

2290
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APPENDIX 2-continued

CANADIAN RETAIL LIMITED AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF EARNINGS AND RETAINED EARNINGS
Jor the year ended Deecber 31, 1922 iwith camparziive figures for 971}

1972
Sales . . . .. .. . ... fot e e e e e .- . . S43,150.847

1971
$32.912.385

Coss of goods sold and aperating expenses-before
the following . . . . e e e e e e e e e . . . 36484947

27.828.119

Depreciation and amortization . . . . . . . . . . .. 393365 277.613
Exterest —cumrent. . . . . . . . . .. . .. ... 260.053 187.070
—fongterm. . . . . ... .. ... L. 221.568 . 79.394
] 37.359,933 28.372.187
Earnings from uperations before incume faxes and
minorityinterests. . . . . . . . . . . ... .. ... 5790914 _5.540.198
Incomeraxes —cument. . . . . . .. . .. . ..... 2651735 2.150.892
~deferred . . . . L L. L L0 Lo . L. 112,283 109.989
3,770,023 2:260,881
: Minority inferests . . . . . L . L .. ... ... ... 226.879 199,541
Net Earnings forthe year . . . . . . . . . . . . . ... 2.794.012 2.079.776
Retained carnings. beginning of vear . . . . . . . . . . . . 6,733,741 4.653.965
9.527,753 6,733.791
Dividends. . . . . . . . . . . .. . .. e e 135.114

Rerained earnings, endof year. . . . . . . . . . . .. . . 59392639

Ner carningspershare . . . . . . . . . . . . . . . . . . £1.24

Notes to consolidated financial stalements are an integral past of this statement.

§ 6,733,741
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APPENDIX 2--continued

UANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED 3ALANCE SHEET
o5 af December 31, 1972 {with comporaine figures for 1971)

Assets 1972 1971
Current Assels
Cashand werindeposiis(note D . . . . . . . . . . . . § 6370584 S 1.184,981
Avcountsreceiveble o L L L L . L . oL oL oL L 5.509.523 1018,056
Inventories (mote 2} . . - . . . . 4« - . - .. - . 17662300 10,236,135
Prepaid expenses. . . . . . . - 4 . e e a o . .. 92.892 79.090
30.035.299 13,518.260
Non Currenr Receivables
Notes receivable in installmentst0 31981 . . . . . . . . . 368990
MOFIEESUS L L L L L L . i h e e e e e e e e e 148.624 6983
517.614 6,983
Fived Assers{nowe 3% . . . . . . . . ... . .o .o . 9993961 . __5.302.806

Unamortized Debr Discount and txpense (note d) . . . . . . 343.338

QEher ASsCIS . . .« v v v v v e e e e e e e e e e e 66.652 66.652
Goodwill (notesland3) . . . . . . . . . . .. .. .. 1.818.467 1.496.578
$42.775.331 $20.3¢1,279

\otes to consohdated firancial statements are an mtegral part of this siztement.

AUDITORS” REPORT

To the Sharcholders of Canadian Retail Limited:

We have cxamined the consohdiated balance sheet of Canadizn Retal Limited and its subsidiaries
ot December 31, 1972 and the consolidated statements of ecarnings and retmned earnmgs. and
wurce and usc of working capital for the year then ended. QOur examination included a general
revicw of the zccounting procedures and such tests of accounting records and oiher supporting
cuidence as we considered necessary in the circumstances.

o
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Liabilitics 1972 1971 4
Cureen: Linbilitics t
Bank loans payabls(note 6} . . . . . . . . . . - . . S 7675818 s 2.216,310 5
Accounts payable and accrued liabilities . . . . . . . . . 6,204,842 3.055,833 %
income and othertanes payzble . . - - . - o . . L oL 988.327 814.737
Long-ferm debt due withinone year . . . . . . . . . . ___769.560 12.826
15,640,525 6.029.706 ¥
Long-Term Debr (notes6and 7). - - -« < « « « - - . . _10.516.725 434642 :
i
Deferred Income Taves . . . . o o . . o . - 4 . . . - - 821.238 _ 331483 L
; Minority fnderests (notes tand 10) . 0 0 . . . - o - L o .. 365,716 ___ 826644 N
Sharcholders” Equity
Share Capital {note 83 . . . . . . . . . o . . e e - - 6.038,488 5,941,763
Reqained Eernings . . . . . .0 0 L . 0 e e e e e e . 9.362.639 6.733.741
15.431.127 12.675.504 .
$£20,3%1,279
T t
Approved by the board:
J. Smith, Director
K. Brown, Dizector .
13
i
In our opmon. these consolidated financial statements present fasly the financial position of tie s
companies as a3t December 31, 1972 and the results of their operations and the source and use of
their workig capizal for the vear then ended, in accordance with generally accepted accouniing
prinuples applicd on # basis consistent with that of the preceding year. '
February 28. 1973 Chartered Accountants
S
3
- +
H
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CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SOURCE AND USE OF WORKING CAPITAL
Jur the year ended December 31, 1972 pwith comparative figures for 1921}

1972 1971

Souree of Working Capital
Net earnings for the year . . . . . . . § 2794012 $ 2,079,776
Depreciation and amortization . [ . . . 393,365 277,613
Deferred incometarxes. . . . . - . .. 112,288 109,989
Eamings of minority interests . . .- . . .. 226.879 199.541

Provided from operations . . . .- . . . . 3.526,544 2,666,919
Bank loans(note7) . . . . . . . . . . .. 6.718.170
Dzbentures and deferred income taxes of
newly acquired subsidiary (note 1) . . . . 4,239,467
Issue of shares (note 8) . . . . - 96.725 133,903

Proceeds from disnosal of fixed a;sc;s o . . 280,588
Decrease (increase) in otherassets . . . . . .. . 838 (6,983)

14,581,744 3,074,427

Use of Working Capital
Purchase of fixed assets of subsidiary {svte 1) . . 2,001,717
Purchase of other asscis of subsidiary (note 1) . 854,806
Purchasec of other fixedassets . . . . . . . . .. 3,082:803 2,033.077
Purchase of additional share in partially .
owned subsidiary (note 1) . . . . .. .- .. 1.012,696
Dividendspaid. . . . . . . . . . . PR 135,114
“Current portion of new bank loans and o
reductiion in other long-term debt . . e e 518:388 14.326

7,605,524 2,047,403

+

Increase in Working Capital . . . . . . . e . 6,976,320 1,027,024 .

Working Capiial, beginning of year . . . PO 7;418355f$ 6.391.530
Working Capital, end of year . . . [ . $14,394,774 7,418,554

Notes to consolidated financial statements are an integral part of this statement.
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et e et A i b A S WS s

NOTES TO CO.\'SOL‘DAT55 FINANCIAL STATEMENTS

: t. Pincigles of tidation. The idated ia] st include theaces of aki -ubsidiaies The resulls of i
< the opcrations of subsidsary companies Pave bctn included only from the dates of acquisition {except 23 noted below) .
and piovision Kas been made for mi ¥ The pusch hod has been used in atcounting for the )

B

acquisizion of sl wwhsidianes. ‘
13} Acquisitivn of Consumes Darables Limited:

: As of December 1. 1972, Canadian Retail Limited puschawd all of the issucd 2nd ding sharcs of C
- Dusabies Limited for cash of $9.170,170. The excess of purchasc price over nct beok value, an amount of $850.663.
wn upplivd 1o lend. The asscts and lixbilitics of Consumer Durables as at December 1, 1972 have been instuded inthe

vompany”s corsalidated balance sheet 2s at December 31, 1972, :
~ The dited net ings of C Dusables for the month of December, 1972 amounted to $19.500 with sales :
: of $1.570.000. These casnings and ies have not teea included in the company™s ¢ Bdated st of 3 i
- 3nd retained carnings and source and use of worhing capital.

(b} Acquisi of add:tional shase i in Clothing Importess Lamited:

- Duritg the-third quarter of 1972, the company purchased for cask of $1.012,694 an additional 17% shaze i in

N this \ub\uﬂ::!). bunging the company "s preseat sharc holdings to 92%. The excess of the purchase price for this

: ddit 1 over the propostionaic value of the subsidiary® net anets at the date of acgquisition was $321,889 -

which hat been allocated totuod\uu.
2, laventones. Iaventories are vajued at the lower of cost Or estimated net sealizable valuc less normal profis mairgins.

- 3. Fivedunets

3 Accumutated Net Book Value
: Cost Depreciation 1972 1971
Land S 3.065591 - $3.065,591 $1,120.968
Huildings 5873365 $1.305,185 3,565,180 2530572
Fiztures and equipment 33538410 1,564,855 1.983.555 1.533.608
Lesschold improvements 496,051 119,416 336,635 296,662
i $12583317 $2,989.356 £9.993.961 $5,302.806

4. Unamortzed debt dicour  and expense. Thus wil] I amortized at the ratc of $36,300 per annum oves the tesm of the
debenturcs,

IO RER N WSS

5. Goodwill. This amount is made up of: :

s ’ 1972 1973

) Purchaszd $ 260,150 3 260.150
- On corwlidation 1,358,317 1,236,328
: - $1,818:367 $1.496,578

The above amounts arc carsicd in theaccounts af cost without amortization.

- 6. Bank indebied The company has asugned the loss prozeeds of certain fize insurance policies and Judped with the
bank cerficstes nf titie 10 cerfain seal properticy as security for short-tarm and fong-tesm indehiedness 10 the bank.
Accounts zecenable of-a subsidiany company are assigned from time to time to the bank as secusity for its bank
ndebiedness, of which nonc was culstanding as 3t December 31,1972,

) Th= company has provided a letier of undestaking 10 its bankers to provide them on request with » debenture
N mcosporating both 2 specific churge over fixed 3ssets and 3 floating chaspe over all assets of the company and cemain of 3
- - its w holly-owned subsidiaries.

RN In azsanging for financang for the acquitition of Consumer Durables the company 2greed to furnish the following to the
- tank as security for foans:

i) Collateral mostgages on Cestain propeitlics,
“tn)  Anadditronal axsipnment of loss proceeds of firc tnsurance policies on certain other propertics. -
i) Centificates of ttle 1o cartain other 103l provperties.

{iv)  Ficdge of alf outstanding shares of Consumer Durables Limited.
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7. Llong-tesm dedt:
1932

&% Sinling Fund Debentures. Scries “A™ due May 15,1982 $ 4.113.000
Bark Loand {Note 6)

P_yy:ﬁ}e witk interest at rates not excecding-2% over the prevailing prime

hank fatc and maturing a1 various dates 10 1982 6,718.170

Morigages
Pavadle withinierest a1 9% per annum and matwring in 1984 395259 400,725

Ottxrs 3t various sntcrest 14fcs and matusity dates 58.556 57,043
11.286.285 157,768
Dedurt amounts duc within ene year 169560 12,826
£10516.325 $ 224982

Sinking fund payment 16§ on the 6% & esare $363.000 annually. The sinving fund payment for 1973
is anticipsted to be seduced by $121,000, which is the of deb purck and dered to the Trustee as
2t Deacmber 31. 1972, The 6% dcbentuzes arc secused by 3 finst floating chasge on all asscts, business and undertakings
of Tonsumer Durables Limited.

Pay ments requused foz zetitement of debenturesand othes lorg-term debt oves the next five yeass age:
1973 4 S269560 1974 - 3938640 1975- 5982520 1976 - S1.029.710 19377. $1.090,210

8. Share aapital ~
~No. of shates

Authorized; Commen shares of no par value 4,000,000

Issued:  Balance, December 31, 1978 285312 $ 5.921763
Shares issued on options exercised dusing the year for cash 10,866 ....96,735

Baiance December 31, 1972 2,256,278 S 6.038.388

Cenain empioyces have options $o purchase ls.;llSAn:s at $8.66 per share, 80O sharesat-$13.70 per share and 2,000
shares at $22.90 per share.

The tatal opticns for 25.515 skases expise in the following years:

19573-6.008 1973-12.015 1925-3700° 1976.2.000 1977-1.500

No matezial dilution of canings per share 1esults from- these options.

9. Leasc commitments, Minimum annual sentals for property feases in cach of the neat five years are:
1973-5942913° 19725913563 1975-SB36,631  1976-5763.598 1977-5631.376
Cernin of the lcaes provide (o additional teatals based on sales, aswell as ather occupancy chaspes.

10. Coutrattual oblizations. The company has an abliption under cettain ci 2 10 purchase for cath the J
interesty” thaze holdings of B% in a subsidiary company. The compiny also hat an optiéh under caitain circumslances to
acquize these minosity intcrests for a prescribed cath conmdenation, This option enpires December 33, 1959.

11. Remuneration of directots and senior offlicezs. The aggregaie semuneration paid o payable by the company-and its
subsidiarics-10 the ditectors and scnios officers of the company for 1972 and 1971 was $210,983 and $203.585

respecinely.

12, Subsequent svent. On January 3. 1973, 1he dizectors of the company declared a dividend of six ¢ents per share payable
February-15, 1973 1o sthazcholdess of secord on Februasy 1, 1973,

U S o o (S A AT A 18
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SEVEN YEAR REVIEW

Operating sesults (S000)
Sales.
Eamiags from aperanons
hefore the following: .
Depreciation...
Income 1axes..
Minority-intcrests.,
Net carning

Financial Posiiion (S000)
Working Qpiah e eeeicennse
Iaventories..........
Fined assets~net..
Total assets,.....
Long-term debt
Shareholders’ equity..

Per Commuon Share (S)
Net carnings.
Dividends paid
Cash flow? from opeations...
Net 25501 VRl s nesasnnee

Rativs and Statistics
Number of shares outsiznding
Net carningss Sales...n...
Net eatnings

Equity....ceen.n
Net earmings # Total Assets...
Sales - Sharcholders® Equity..

Sales 5 To1al Asseis,..cecrennnenn
Sharcholders” Equity ¢ Total
Asseis
% Growth ®
Net Ezznings per Share......
Net Eauaings. oo ceenees
Sales,

Cash Flow® per Share,
Warking capital satio...
Pricc-carniags ratio®...

NOTES TO SEVEN YEAR REVIEW

4.10
233
310

1967
5,256

910
77
404

428

.27
32
97
7.00
4.55
5.88

1.603906 1.605,101

.06

22
RE
391
236

.63

1.6:1
19.4

.08

27
.16
3.38
200

59

69
71
19
68
16:1
21.8

1,091

3,715
2,341

37
A3
141
9.38
4.05
8.88

1664874
03

26
17
315

1.99-

2,165,141
07

12
09

1.80
1.31
3

£
61
o1
a4
3.0:0
233

1970

25,347

3,709
220
1.819
167

1.503

6392
1,298
3528

16,055

10,561

93
4.69
12.75

9.38

2,229.890
.06

BE}
09
242
1.58

.65

29

51
1
50
2.5:1
140

197
32912
4.519
278
2.261

2,080

7,419
10.236

1.7
5.65

12.25-

9.50
15.88

2245412
06

16
10
2.60
1.61

62

39
38
30
28
¥ D 1

17.1

1972

43,151

6,184
393
2,770
227

2794

14,395
17.662

9994
42775
10517
15,431

1.24
06
156
6.83
23.88
16.00
23.88

2256278
.06

19.3

1, During 1969, the mies of daprecistion were chanted to conform waith reviwed.estimates ©f the uscful life of Iined aswts
and the company converted from the taxes pryable 1o the tax-allocation method of providing for incame taxes Prior
years ficutes a5 shown above have not been Testated.

oy

oo

. tncrense during year Sivided by level at beginnlng of year.

Baséd on welghted average of 3,907,012 hares outstandine.

Neteamings + Depreaastion and amontization + Deferred income tazes » Minority intezests,

Clocing stock markel price per share for the year divided by net camings per shate for the year.

. Not calcubted because astets of submdiary acquired in December are included but sales and varnings ale not.
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CANADIAN RETAIL LIMITED

Annual Report 1972
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PRESIDENT'S REPORT

The past year s an outstanding one for Canadian
Retail Limnted. New records were set in both sales
and carnings and at the same time the largest
expansion program in the company’s history 100k
place.

Sales in the year ended Decesnber 31, 1972 rose to
§43,150.837 compared to $32912,385 in 1971,
an increase of 31 percent. Net earnings incseased
by 34 percent to $2,794,012 or 51.23 pes shase,
compared with §2,079,776 o: $.93 per share in
the previous year.

It should be poinicd out that although the
Consolidated Balance Sheet 25 at. December 31,
1972 includes the assets of Consumer Durables
Limited, the Consvlidated Statements of Earnings
and Retained Earnings for 1972 do not include the
sales xnd carnings of Consumer Durables Limited.

During the past year 14 retail stores were added,
bringing the total 1o 62. Reiail selling space now
amountsioe 617,000 square feet,

Towards the end of “he year, your company
acquired Consumer Durables Limited. This
acquisition broadens cur corporie market area
considerably. Your compzny is now integrating
the two fizms’ lines of meschandise to provide-2
greater diversity of products for both Canadian
Retail and Consumer Durahles operations.

This new subsidiary supplies consumer durable
goods and hardware to a chzin of 229 dealer
franchused stores and in addition carries on a
whoiesale industrial account business to the
building trades. Fifteen Canadian Retail-stores are
now benefiting from Consumer Durables
eapestise in durable consumer goods while mubber
and canvas footwear items have been mude
available to Consumer Durables dealers,

In the latter pent of 1972 Canadian Retail
purchased an additional 17 percent interest in
Clothing Importers Limited, one of our importing
subsidiaries

Larger warchousing and head office facilities,
purchased carly in 1972, have now been senovated
and redecorated and the move to the new focation
is undersay. The building provides Canadian

Ret2il with 180,000 square feet for the

distribution centre and executive offices and
43,000 square feet for importing operations.

A dividend policy was introduced in 1972
< ing with a semianneal dividend of six

cents per share paid in Avgust. A similar dividend
was paid in February 1973,

Along with the physical expansion has gone a
strengthening of management personne]l at both
the executive and senior management levels. The
expertise of our key people has been invaiuable in
the past year and we express our appreciation 1o
these and our many other loyal cmployees.

You will notice that, for the fizst time, we include
with our finzncial statements a fosecast for the
year 1973, -In addition, we preseat below an
indication of the r ing behind our forecast.
Though no one can predict the future with
certaimty, we believe that our forecast and
explznatians may be useful 10 you in assessing the
future of your company.

Next year's annual report should be cven more
useful. It will follow up on this forecast,
explaining any difference between our 1973
forecast- and the year's actual results, as weil as
forecasting sesults for 1974,

We foresee 2nother good year zhead, with sales
rising to $79,162,000 and caraings per share to
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$1.79. This includes the sales and carnings of
Consumer Dusables, to be consolidated for the
first time in 1973,

Our 1973 forecast is based on the assumption that
the Canadian economy will continue with the
momentum evident at the end of 1972, Consumer
spending and retajl sales are expected 10 expand in
1973 at rates ciose to their 1972 mtes (which were
13.6% and 10.9%, respectively).  Inflationary
pressures are unlikely 10 abate significamtly, and
price conscious shoppers should continus to look
favourably upon our lang-standing policy of
quality merchandise at reasonable prices.

Qur foreccast z2lso assumes that
government-propascd tax changes will become law
and that certain sioch. opiions will be exercised
during the yvear. The validity of these assumptions
is -nol. however, critical 10 the forecast. Only
marginal diffesences in carnings and earnings per
shate would zesuli i these assumptions proved
unfounded,

The renail division will open 21 new stores (16
clothing stores, 4 junior department stoics, and 1
full -linc department siore) with combined space
of motc than 190,000 square fect. This division
will continue to-base its marketing concepts on
the  successful  formula  developed by its
experiznced management personnel as it branches
oul 16 serve an ever arger segment of Canada,

New stores, although open for only a portion of
1973, will contsibuté 1o wles and carnings. Stores
upened i 1972 widl show sizeable iricreases in
sales and cernings by vinlue of having been open
fur the whole of 1973, These and other cxisting
stores will benefit from broadened merchandise
fines and increased consumic: demand for both
durables and nop-durables.

Sales volume for Consumer Durables during the
coming year will increase from its 1972 r2te and
will provide 2 contribistion to profit. Growth in
this division will result from  expanded
merchzandise lines and from an increase in outlets.
A program of spring and summer footwear has
already been intreduced into 48 franchised stores
with excellemt consumer reaction. Plans are
underway 1o introduce clothing into the fall
program f{or all fianchised stores with suitable
facilities. The development of new franchised
dealers will be accelerated and company owned
stores will be opened in farger centres where there
will be no conflict with-dealer outiets.

Othes segments of the company will alwz grow in
sales and casnings in 1973. Exceptional growth is
expected once again for Clothing Importers as
product fines will continue 10 be broadened and
new customirs will be-added.

The company’s profit margin percentage will
decrease somewhat, due primarily to the addition
of sales from the lower margin Consumer.Durables
division. Ability to control costs has2lways been a
sieength of your dompany. however, and will
continue to be emphasized. The present
organization is wéll equipped with personnel and
facilities to pursue the planned growih without
tndue increases in corporate overhead costs.

On behalfl of the Board

President
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Retail Division

The retail division continues 10 be the largest and
most important, while other divisions provide the
company with depth and stability. The retail
division is now 19 vears old and has grown froma
single store to 2 chain of outlets. The table below
sets out the prowth in number of siores apcrated
from 1967 10 1972,

Number of Stores
1967 68 69 70 71 72

Clothing stores 10 HF E2 317 32 33
Junior departmentstores — 1 3 6 10 12
Department stores - 1 5 5 5 5

10 13 21 28 27 61

Originally Canadian Retail marketed only family
clothing, but as it grew, so did its lines of
merchandise. Each new location s studied
carefully and depending on the results of area
surveys, 3 new siore may be onc of several
different types. In soms communitics, Canadian
Retail is the rajor department store.

The table below provides an analysis of retail sales
by type of store {or the years 1967 to 1972,

Percent of Retail Sales

1967 6% 6% 70 71 72

Clothing stores 100 96 36 46 52 52
Junior department stozes ~— -—— 20 23 25 29
Department stores — _ .3 38 30 23 19

100 100 100 100 100 100

The company has been developed to take full
advantage of the cconomic benefits of volume
purchasing and centeal distribution which have
increased as the company expanded. Mass
merchandising, primarily on 2 cash and carry basis,
is a concept which has proven successful for
Canadian Retail and continues 1o be encouraged in
most Tecations. Credit departments are, however,
incorporated into full line depariment siores
where customets purchase major appliances and
fumiture. )

Retail sales volume from the older established
outlets has increased at the same time that
eaxpansion into new market areas was tzking place.

Consumer Durables Limited

Through the years Consumer Durables has
developed 2 succassful marketing concept using
the dealer franchise system and today-gistributes a
variety of brand name consumer dusable goods to
229 dealer cwned stores. The-company supplies
goads for retail, along with_advertising material,
meschandising and promotional programs and any
other business assistance the independent operator
may require. Thice distsibution centres are
operated. The 1wo major centres supply franchise
dealers and industrial accounts. The third serves
only industrial accounts.

Consumer Durables is now_providing an expanded
range of durable goods to 15 of :the larger
Canadian Retall outlzts and the infusion of
clothing carried by Canadian -Reiail- into the
Consurier Durables prograim provides dealers with
the opportunity to expand into gencral
merchandising.

The ment of C Durables has many
years experience with the finn and has been
retained to continue operation of this division.

Importing, Wholesaling, and Manufacturing

Your company has two importing subsidiaries, one
wholesaling subsidiary 2nd” one manufacturing
subsidiary. )

Clothing Importers Limited impornts  ladies
spotiswear and some childrens and men's wear
from the Far East. The company’s sales force
operates from centres across Canada; selling-to
leading department  storés, chain  stores,
wholesalers, and distributors. Less than ten
pereent of the company’s volume 3s sold to
Canadian Retail.

The other importing subsidiary also brings in

merchandise from the Far-East, primarily canvas.

2nd rubber foorwear. In zddition, the-company is
a distributor for 2 line-of stereo components and
radios.

The wholesaling subsidiary distributes domestic
and imported shoes, mainly European, to leading
stores,

The manufacturing subsidiary is a producer of
men's tailored »nd semiaailored clothing. Both
double-knit and- woven -gaiments are sold 1o
national department storesand Jeading men’s wear
shops. Less than ten percent-of the company’s
production is sold 10 Canadian Retail.

i
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CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF EARNINGS AND RETAINED EARNINGS
far the yecr ended December 31, 1972 {with comparative figures for 1971 cnd a comparative forecast for 1973}

UNAUDITED
FORECAST
1971 1972 1973

Sales . . . .. e e .- -« - 8532912385 $43.156.847 $79.162.000

Coxt of goods suld and operating expenscs before

the fullowing . . ... 27,828,110 36,484947  69.151,000

Depreciation und amortization. . . 171,613 393,365 711,000

Interest. - current. . . . . .. 182,070 260,053 431,000

- long-term. . .. 79.394 221,568 888,000
28,372,187 37,359,933 71,181,000

FEurnings from_aperations before income taxes and )
minority interexts . . . . . . .. . 4.540,198 5.790914 1.981,000

liucome taves - current, . . . e e e o e .. 2,150,892 2,657,735 3.668,000-

- deferred . . e .. 109.989 112,288 1571909

1.260.881 2,770,023 3,825.000-

Minority inferests .~ . . . . . .. 199,541 226.879 113,000

Net Earnings for the year . . . . e . 2,079.776 2,794012 4,043,600
Retained carnings, beginning of year . . . . e . 4.653.965 6.733.741 9,393,0@0

6.733.741 9,527,753  13.336,000.
135.114 271,000

Dividends . . . . . .

Rewined-carnings, end of vear. . . . . . . . . . $6,733741 S 9392639 $13.165.000-

.93 S1.24 SL79

Net carningy per share

Noules tu consolidated financial staternents are an integral past of this statement,
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CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET
as at December 31, 1972 twith comparetive figures for 1971 and s comparctive forecest for 1973)

UNAUDITED
FORECAST
Assets 1971 1972 1973

Current Assels

Cash and term deposits (note 1) . . . . . . $1,184981 S 6,370,584 S 699,000
Accountsreceivable . . . ., L . L L .. . 2.018.056 5,909,523 6,300,000
Inventories(note 2) . . . . . . . . .o« . 10,236,133 17,662,300 22990,600
Prepaid expenses . . . . . . . . . . .. 79.090 91,892 160.000

13,518,260 30,035,299 30,649,000

Non Current Receivables

Netes receivable in installmentsto 1981, . . . 368.990 333,000
MOFIgages . . . . 4 .. - 4 .. .. .. 6.983 148.624 140.000

6983 517,614 473,000

Fixed Amsess(note 3) . . . . . .. L. L L L L. 5.302.806 9993961 12,085.000
Unameortized Debr Discount and Expense {(note 4) . 343,338 307.000
Other Asserts . . .« o« o 4 o0 44w .. 66.652 66.653 67,000
Guodwill (notes 1 and 5) . . e e e e e 1.496.578 1.818.467 1.818.000

$20.391,279 $42,775,331 545,399,000

Nulcs to consolidaicd financial statements ate 2n integral part.of thisstalement,

AUDITORS’ REPORT

To the Sharcholders of Canadian Retail Limited:

We have exanmincd the consolidated balance sheet of Canadian Retail Limited and its subsidiaries
as at December 31, 1972 and the consolidated statemcnts of earnings and retained carnings, and
source and use of working capital for the year then ended.  We have not examined the forecast
financrl statements in this snnual report and we -express no opinion on them, Qur examination
included u general review of the sccounting procedures and such tesis of zccounting records and
other supporting evidence as we considered necessary in the arcumstances.
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APPENDIX 3--continued

UNAUDITED-
_ FORECAST
Liabilities 1971 1972 1973
Current Liabilities

Bank loans pavable (note 6) . § 27216310 S 7,675,818 S 5,590,000

Accounts payable and accrucd fiabilities . . . . 3.055.833  6,206.800 7,187,000
income and-other-taxes pavable . . . - . 814,737 988.347 1,392,000
Long-term debt due within one year . . .. 12.826 769.560. 949.600

6,099,706 15,640,525 15,118,000

Long-Term Debt (notes 6and 7). . . e e 444,942 10516725 _ 9,568.000-
Deferred Income Taxes . . . . e s PR 341,483 -821;238 979,000
Minority Interests (notes-Yand 10) . . . . . . . . 829.644 365.7i6 479.000.

Stiarcholders’ Equity
Share Capital (note 8) - . e e e .. . 5941,763  -6,038;488 6,090,000
Rewtined Earnings = . . . . e e . I 6.733.741  _9:392.639 13;’17657,000

12,675,504 15,431,127 19,255,000

e, g b e

$20391,279 $42,775,331. $45,399,000-

Approved by-the hoard:
J. Smiith, Dircctor
K. Brown, Director

In -our opinion, these consolidated financial statements presént fairly the financial-position of "the
companies uas-at December 31, 1972 and the results-of their operations and the-source and.-use of
their working capital -for the vear then ended, in accordance with -generally accepted accounting.
principles applicd on 3 busis consistent: with that of the preceding year.

‘February 28, 1973 -Charteréd- Accountants




APPENDIX 3=-continued

CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SOURCE AND USE OF WORKING CAPITAL

for the year emded Decamber 31; 1972 {anth comperanve figures for 1971 and o comparctive forecast for 1973)

Source of Working Capital
Net earnings for the year .
Depreciation and amortization.
Deferied income taxes. . . .
Earnings of minority interests .

Provided from operations .

Bankloans{note 73, . . .

Debentures and deferred income m\wof
newly-acquired subsidiary (note 1) | .

Issue of shares (note 8) .

Proceeds-from disposal of fixed asscls .

Dectease (increase) in.otherassets | |

Use of Working Capital
Purchase of fixed asseis of subsidiary (note 1) .
Putchase of other assets of subsidiary (hote 1) .
Purchase of other fixed assets . . . e e .
Purchase of additional share in paruallv
owned subsidiary-(note 1y . . . . . . . .
Dividends paid .
Current portion of new. bnnk loans and rcducnon
inotheriongtermdebt . . . . . . . . .

Increase in Working Capital .
Wurkingj{'anilal. hcginning af year

Working.Capital, end of ycar

Notes 1o-censolidated fi

1971

. - $ 2079776

277,613
149,985
199.541

1972

S 2.7930%.
393,508
112,288
226,879

)

UNAUDITED
FORECAST
1973

4.043.000
747,000
157,000

2,666,919

133903
350,588
(6.983)

3,526.544
6.7i8.170

4.239,467
96,725

838

57,060,000

52000
45.000

3.074,327

14.581.244

5.157.000

2,033.077

13326
2,047,403

1,027,024
6.291.530

2.001,717
$54.806
3.082.803

1.012.6906

0.976.220
7.418.554

2.501.000

271.000

_ 949.600

4:02 1 .000

136.000
395.000

*

I,
14,

. 8 74|b5

nts are an mtegral part of this stitement,

$14.394,774
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APPENDIX 3--contiinued 1

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS -
3. Principles of consohidation, The fidated fi ixl include the of all subsidiaries. The results of .
the operations of subsidiary companics have been included only from the dates of acquisition (except 23 noted below) ! S
and piovision has beeh made for minority izferests. The purchase method has been used in accounting for the i |

acquisition of alf subsidiasies. o
(3} Acquintion of Consumcr Durables Limited:

As of Decomber 1, 1972, Canadian Retail Limited pu :
Durables Lim:ted for cash of £9.170,170. The exccss of purchase price over net book value, anamount of $850.663, N
was applicd to land, The ascets and labihities of Ca 3 Durables 23 2t D: ber 1, 1972 have been included in the -
company’s consolidated balance sheet as a1 December 31,1972,

The unaudsited net s of G Duzables for the month of Dccember, 1972 amounted to S19.400 with szles
of $1.370.000. These carrangs and sales have not been included in the b s ¢ ated st of
and retasned earmings and soutcc and usc of working capital for 1972. The unaudited fosccast for 1973 does mclude

sales and carmings of Consumer Donables. -

2. 24 o F o
23ed all of

:2d-2nd cutstandipg thares of Comsumer

+) Avquirition of additional share iatesést in Clothing Importers Limited:

Dunng the third quastes ¢! 1272, the company purchawd for «azh of 51,012,693 an addizzon»t 17% sharc intcrest in
this subsdiaey, brnging the "s present sharc holdings to $2%. The eacess of thic purchase price for this
2dditional interest ovei the proporiionate valuc of the subcidiary’s net assets at the date of acquisition was $321.689

which has been allocaied 1o geodwitl, >
i
- t
2. Iavemtunes. Inventorsos ate valued ot the lowes of cosI of estimated 27 realizable value less normal profit margins. S .
3. Fived anets B
1971 1972 Unaudited Forciast 3973
Net Book Accumulated  Net Brok Accumulated  Net Book-
Value Cost Depreciation Value Cost _Depreciation Value -
land. $1120.968 S 3065591 - $3.065591 S 3,599,000 - $ 3,599.000
B Buildings 2.4330.572 3.873,365 $1,305,185  1,565.180 7.200,000-51,566,600 5.654,000 —
- Fixturesand equipment 1,333,608 3548810 1.563.855 1983555 4.356,000 1.960.000 2,396.000 T~
- Leacholdimprovements__ 296,662 _ 396,051 119516 376,635 __ 605000 __ 149,000 _1&0;02
$5.302.806 S$12.983.417 $2,989.856 $9.993.961- $15,760,000 $3,675.000 512,085,000
_ <. Urmamortized debt discount ané expense. This will be amoruized at the rate of $36.300 per annum over the term of the 3 ‘
debentures, Lo
- ~ L I8 - ‘, 7’, ,'5
B 3. Goodwill. Thix amount is made up of: AU R L S : -
- Unaudited R
Forecast -
) 197% 1972 1973 .
E Purchawd $ 260.150 $ 260.150 S 260.000 e -
- On consalidation 1,236,328 1,558,317 1,558,600 ) .
$1,396.578 $1.818.462 $1,518.000 ’
- T above amounicare cired ia 1he 20¢ounts a1 cost without amoitization, T
4. Bank indcbred The comyp has gned the loss praceeds of wertiin fire intuuncc,;rolicics and lodged with the 1 «
- bank wettthiostes of-title 10 «ertain real propertics as security for short-term and long'lgn’r{ indecbtedness 1o the bank. 2 -
Accounts receivable of 3 r.bhading company 2:€ assigned from timc 1o time tes the bank a2t security- for-ite-bank H
R mdcbicdnesy, of which none was ovtvanding as 4t December 31, 1972, - TE
The vompany has-provided 2 Ietier of undertaling 1o its .Lankers to- provide them omr request w ith a debenture b
- ncorpoiat.sa both a speaifis chagge ovet fised aswets and a fleaung chasge over all assels of thie company 2nd certain of B
- s holly-owned subridianes, -
In asranping for finanaing for the acquinition of Consumer Duarables ihe company agrecd 1o fugsmish the following to the ) -
. hank 2¢ vecunty for loans: -
- i Collateral morifages on weriain propertics. .
G An additenal sxignmient of Joss proceeds of fue insurance policies on certain other prupertics. B
Gny - Certifizates of title to contnp other real properlies. -
- uv)  Pledge of 3Tl outstanding “hares of Consumner. Durables Limited. :
7 . .
1




APPENDIX 3-=continued

7. lonptezmdibe Unaudsted
torecast
1972 1973
% Sanbang Lund Debentures, Scgis "\ due May 15, 1982 » SHSHD § 3NN
Bonk Laum tRuicd)
Pavalile w.th interest at rates not oxoeeding 2% oves the pre-
valing poamce tank £31¢ and eaaturing a6 various dares o E9N2 a31%.170 243400
Mortgapes
Parable with interest 31 9% per anain and mawang in 1983 200,728 395,259
Oihoes 21 vagioun Interost rates and maturity dates 57033 . 38,856
52,7168 11.266,285 Wws1~oon
Deduct amounts due wathi vne year 3826 _ 769 560 919,000
5333932 5$10.516.725 S 9368 00p

Sichang funrd payment requucments on the 6% debentures are $363.000 anzwslly. The waking fend psy ment fuzr 3973
is anticipated to be reduced by $121.G00. which 15 the amount of debentures puschawd and wndered 1o the Trustoeas
3t December 310 1972, The 6% debentutes aze sexured by 2 first fiaating chasge on 3l avets, business and umdertatangs
“of Consumer Duzables Limited.

Psyments sequized for retisement of debentures and oiher longtcrn: debt wver the nent five veats ares

1923 - S769560 1973 - 598,630 1975- S9R2S20  1976- $1,029.710 1977 - §1,090.210

B. Share capital

Na. of shares
Authnrized: Common shates of no par salue £.000.060

Isued:  Balanuor, December 31,1971 2335312
Sasecs 1wsued on oprions eneroned duriag the year for ek -

Hslance Decombes 31,1972 286,278 6OFNIKS.

Shazes evpedied 10 be ivued on aptioas excrcased during
1973 for cash (unaudited forccast ... 5000 LS50
Expected balance December 31, 1973 (unaudited forecast) 2 $-6.090.338-
Cenain employees have options 1o putchase 15,715 thares a1 $8.66 per share, §00 shasesat S14.70 pey <haiw and 9.000
shares 3t $22.90 per shase,
The total options for 25,515 shues expire in the following years:
1973-6,000 1973-32015 1975-3700 1976-2,000 1977- LS00
No-material dilution of carnings per share results from thew options. The unandied foreeast_indicaics that the
-company will continue 1o offes share optioas fo key employces 26d that na matcral dilution of camings per share il
1esult from theswe options.

9. Lease commitsn dinimum annual sentals for propenty feases in cack of the next e yrarsarc
1973 - $942.913- 1974 -19E3.563 1975 - SBBG.631 1976 -S763,598 1977~ $631.776
Certain of the Teaswes Provide £6r 3c2rvicnal rental bated 0n sales, w3 d el as other occupansy sharpes

The unaudited forecast indicates the following, mizimum rentals will prevanl at December 31,1973
1973 - S1.693.000  1975- 81,656,000 1976- $1327.000  1977-S1.379.000 1978~ $1.13°.000

10. -Cuntracival ohlifations. The company hay an oblieatsn under corain vircumiznces ta purchase for cah the minotity
nteresis” share holdings of §% 13 3 «whudrary company. The company. ako hasai ugion under CCTtain Circkmatantes to-
acquue these minogity interests for a prescribed cash considesation. This option expises Deorniber-31. 1989,

1. "Remunciation of directon and senior olficers. The sgregaic somunciation paid of paysble by the-vompany. ond it~
subvidiarice to-the directoss and semior officers of the vompany.for 1971 2nd 1972 wou S203.XRS_ind S210982
1ospectively. The unaudited fusecast for 1973 is $2165.000,

12, Sabwequent event. On January 3.1973,the d of the company dedlared » Gividend nf Mn eentpes shate payshice
Teteuary 1S, 1973 10 shascholders of sevord on P'ebruzry 1, 1973




APPENDIX 3--continued

SEVEN YEAR REVIEW and one year furecast
UNAUDITED
YORFCAST
1966 1967 1958 1970 1932 i973

e e AR e R e R

GCperating results ($000)

Sales. 3.256 7382 25,337 33,151 70162

Eanings fiom operations
befoze she followmng: - 910 3,709 b 183 5,692
Depreciziion.... - 77 1221 220 2 393 m
Income taxes... 404 2 1819 23570 3825
Minority interests... . - - 157 27 113
Net earnings. 338 993 1.503 2794 4,045

Financial Position ($000)
Working capital., 630 5,299 6392 14,395 15331
i 877 4,190 7,298 17.662 22950
S35 3.181 3818 9993 12083
266 3 11277 16055 42775 45,399
Lodg-tcrm Acbt..... 22 150 260 10517 9568
Sharcholdeis’ eqUitye.erenra. 3 8222 10,461 15431 19,255

Per Common Share (S)

Net earningsemnnnen 522 67 1.23 179
Dividends paid - - - ~ 06 W12
Cash flow® from opes 32 43 627 95 1.17 156 224
Net asset value. - 97 141 380 $.69° 5.63 6837 830
Stock market price: High...... : 7.00- 938 14.50 12,25 1725 2388

Low...... . 4.55 405 -8.38 6.00 9.50 16.00

Close..... 5.88 8.88 1213 938 15.88 2588

ey

Ratios-znd Statistics . B
Numbet of shares outsianding 16 1.605,101 1,663,874 2165131 2229590 2245412 2.256,275 2262278
Net earnings = Sales........ .08 08 07 06 06 06 05
Netearnings ¢ Sharchulders® . .
EQuilyzuussemn. 27 26 J2 NES .16 ar
Net earnings £ Total Assets... .16 A7 09 09 .10 Ko
Salcs=-Shareholders™ Equity.. 3 338 3.15 180 242 2.60 . RE
Sales & -Total AsSeiSencnnen.n = 2.06 199 1.5} - 1573
Sharchiolders”™ Equity + Total i
Assets .59 .63 65 .62 s

%Growth ®
Net Earnings per Shate...... 69 3 29 39 RES
Nét Earnings..eecemr — riS 51 38 45
19 7 30 83
68 50 28 =3

Wanking capita! catio - 3
Price~camings 1auoS.... . K 130

NOTESTO SEVEN YEARREVIEW AXD ONE YEAR FORECAT™

3. Dunng 1969, thr rates of depreciation were chaaged 1o eot. T with fevited estimates of the uieful bfe of fixed assetsand the cumpany
converted frnm the tasres payable to the taz alioeation-method of providin;’ for income tares. "Frior yram figures i3 shown above have
ot bern re-ytated.

e A e A AR s B i e s o e e

"Raicd on welghted:-average of 1,907,012 ahases oulstanding.

Net ramnings ¢ Depleciation and smnrt:zstion + Deferred income laaes o Minosity interests.

Not celeulated breause asets of subndiary- ired In D Ler are included but Mmles and camings are aot.
Tnctreane during yeat divided by Jcvel a2 beginning of year.
. Closng suock market price per shiate 102 the year divided by nict exrnings per share for the year,

- b LA W bl b o8 cenme
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APPENDIX 4--continued

PRESIDENT'S REPORT

The past » car wasan vuistanding one for Canadian
Retail Limited. New records wese se1 1a both sales
and carpings and 31 the «ame time the largest
expanson program in the company™s history took
place.

Sales in thoyezr ended December 31. 1972 rosc to
£23.150.857 compared 10 S32912385 in 1971,
an increase of 31 percent. Net carnings increased
by 3% percent 16 $2794.012 or $1.23 per share,
compated with 32,079,776 or $.93 per shase in
the previous year.

ft shiuld be pomted oot that alikough the
Consolidszed -Bslance Sheet as at December 31,
1972 includes-the assets of Consumer Durables
Limited. the Consolidaied Statements of Earmings
and Retained Earnings for 1972 do not include the
sales and ezrnings of Cansumer Duzables Lamited.

Duzing the-past year 13-retal stores were added,
bringing the-twsial 10-61.-Retall seliing space now
amcunts 10 31 7000 sqoacy fect.

Towards the end- af e year. vour company
acquired -Consumer Durables Limited. This
acquisition broadens our corporate mastker arex
considerably. Your company s now miegrating
the-two firms” Tines of -merchandise 10 provide a
greater diversity of preducts for both Canadian
Retail and Consumer Durables vperations,

This new subsidiaty supplies consumer durable
goeds and hadware to 3 chain of 229 grales
franchised stores and 1n addition canzits on a
wholesafe industral aecount  business to the
building trades.-Fifteen Canadian Resail siores are
now bencfiting from Consumer Durables
eapertise in durable consuzner goods while robber
and canvas footwear items have besn made
avaslablesta Gounsumer Durables deajers.

In the lates pert of 1972 Cunadin -Reiail
purchased an additional 17 percent interest in
Clothung Importers Limited, one of our importing
subsidiaries,

Larger warchousing and héad ofiice fcilities,
purchased eacly in-1972; have now bean renovaisd
and sedecorated 2ad the move to the new location
is underway. The building provides Canxdian
Remil with 180.000 square feex for the
distribution  centze and exccutive offices and
35.000 squase feet for-importing operations.

A divderd policy was introduced in 3972
commencing with 2 semiannual dividerd of six
cents per share paid in August. A similar dividend
was paid in February 1973,

Atonz with the physical expansion has pone 2
strengihening of munagement personncl at both-
the executive 2nd senior management levels. The
expertise of our key people has been inwvaluable in
the past year and We oxpress oui appicciation 10
these and our many other Toyal emploxevs,

You will slonce that. for-the. first time, we wnclude
with our timancial Satements 3-foreqasi-for the
vear 1973 ln addiion. we present below an
mdicanon of the ressoning behind our forecast.
Though no ore an predicr the futere witih
certainty. we believe that our forecast and
explanations may be usefal 10 you in 2ssesang the
futuze of vour compeny .

Next year’s annual repont- shonld “be even more
uscful, It will' follew up en this forecast,
explzining any diffetence between our 1973
forecast and the year's actual-results, as welb as
forecasing results for 1974,

We foicsee another good year alead, with wies
ung e 64,545,000 and csrmings gwr share
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APPENDIX 4--continued

to-$1.48. This tncludes the sales and carnings of
Consumer Durables, to be consolidated for the
first-time in 1973,

Our 1973 forecast is based on the assumption that
the Canadian cconomy wili continue with the
momentum evident at the end of 1972, Consumer
spending and retsil mlesare expected to expand in
1973 21 rates closc to their 1972 rates (which wese
£1.6% and 10.9%, respectively).  Inflatiorary
piessures are unlikely to abate significantly, and
price-conscions shoppers should continee to fook
favourably wpon our longstanding policy of
quality merchandise at reasonable peices.

Our forecast 2also 3assumes that
government-proposed 12x changes will become law
and “that certain stock options-wil! be exercised
during the year. The validity of these assumptions
is not, however. critical to the- forecast. Only
marginal differences in caraings-and earnings per
shire would result if these assumptions proved
unfounded.

The retail division will open S-new stores (5
<lothing stores, 2 junior depariment siores, and |
full line department store) with combined space of
more than 70,000 wuase feet, This dnision will
cantinue- to-base its marketing concepis on the
successful formula developed by-its experienced
maznagement personnel as it branches out to serve
an evers farger segrment of Canada,

New stores, although opea for-orfy 2 portion of
1973, will contribute to sales and carnings. Stores
opened in 1972 will show sizeable increases in
sales and earnings by vistue of having been open
for:the-wholc of 1973, Thesc and other cxisting
stores will beaefit from broadened merchandise
Tines and increawed consumer demand for both
durables and non<durables,

Sales volume for Consumer Durables during the
coimning year will increase from its 1972 rate and
will provide a conttibution to piofii. Growsh in
this division will reselt from cxpanded
merchandise fines and from an increase in outlets.
A progam of spring and summer footwear Fas
alseady been iniroduced into <§ franchised stores
with excellent consumer reaction. Plans are
underway 10 introduce clothing inio the fall
program for all franchised stores with suitable
facilities. The development of aew franchised
dealers wil! be aceclerated and company owned
stotes will be opened in larger centres wheee there
will be no conflict with dealer outletss

Other segments of the company will also grow in
sales and earnings in 1973. Excepitonal growth is
expecied oncz again for Clothing -Immporters as
product” lines will continue to be-brozdened and
new customers will be added.

The company’s profit masgin percentage will
dectease somewhat, due primasily to the addition
of sales from the lower margin Consumer Durables
division. Ability to coatrol costs has alvaysbeena
strength of your company, however, and will
continue to be emphasized. The preseat
osganization is well equipped with personnel and
facilities 1o pursue the planned growth without
undue increases in corporate overhead costs.

On behalf of the Boaid

President

Howseprn

1




APPENDIX 4-=continued

Retzil Division

The setail division continues 1o be the largest and
maost impostant. while other divisions provide the
company with depth 2nd stabifity. The retail
division is now 19 years old and has grown from a
single store 10 3 chain of autlets. The table below
sets aut the growth in number of stores operated
from 1967 to0 1972,

Number of Stores
1967 &8 69
Clothing stores 1312
Jurior department stores |
Depariment stoses 1.5
3

13 21

20
17

6
S
%

Originally Canadian Retaill martketed only family
clothing, but 3s @t grew, so did its lines of
merchandise,  Each new loction is  studied
carefully and depending on the resvlts of area
sureys, 2 new store may be onr of several
diffcreat wypes. In some ¢ ities, Canadi:

Consumer Durables Limited

Through the yeams Consumer Dusables has
developed 2 successful marketing concept using
ihe dealer {ranchise system and today distributesa
vasiety of brand name consumer durable goods to
329 dealer owned stores. The company supplies
goods for rerail, along with adverising material,
merchandising and pzomotiona! programs and any
other business assistance the independent opzrator
may require. Three distribution cenires are
operated. The two myjor centres supply franchise
dealers and industsial accounts. The thitd serves
anly indusirial accounts,

Consumer Diables is now providing 2n expanded
range of dunbic roods to 15 of the larger
Canadian Retad outlets and the infusion of
clothing cartied by Canadian Retnil into the
Consumer Duzabies progiam provides dealers with
ithe opporstunity 16 expar® into general
merchandising.

The_manag of Coz Durables has many
years experience with the fismm and has been

Retail is the major department store.

The taklz below provides an analysis of retail sales
by typs of store for the years 1967 t0 1972,

Percent of Retail Sales

1967 ¢8 €9 JO0 71 72
Clathing stores 100 96 35 26 52 S2
Junior department stoges  «- —~ 20 23 25 29
Department stores —_ % 3¢ 30 23 19

169 106 100 100 100 100

The company has been developed to take full
advantage of the economic benefits of volume
purchasing and central distributicn which have
increased as  the company expanded. Mass
meschandising, primarily on a cash and carry basis.
is 2 concept which hac proven successful for
Camdizn Retail znd continues to beencouraged in
most Jocations. Credit departiments are, however,
incorporated into full line depaniment  siores
where customers purchese major 2ppliances and
fumiture.

Renail sales voleme frum the older established

outlets has incrcased 2t the some time that-

CXPInSION IntO ACw market ateas wes takmg place.

T d to-continue operation of this division.

Importing, Wholesalirg.and Manufacturing
Your-company has iwo-imposting subsidiasics, onc
wholesaling: subsidiary and one manufacturing
subsidiary.

Clothing Importers "Limited imports ladies
sporigacar 2nd some childzen’s snd men’s wear
Trom the Far East, The company’s sales force
opzrates from centres across Canada, «lling to
leading depariment  slores, chain  stores,
wholesziess, and  disiributors. Less than ten
poreent of the company’s volume is sold to
Canadian Retadl.

The other importing subsidiary also brings in
merchandise from the Far East, primanly canvas
and rubber fooiwear. In addition, the company is
2 distributor for 2 line of stereo components and
sadios.

The whoiessling subsidiary distributes domestic
and imposied shoes, mainly Curopean, to Teading
storcs.

The manufactaring subsidisry is a2 producer of
men’s tsdored and semidtailored clothing. Both
double-knit and woven garments are sold to
national depariment stores and leading men's wear
shops. Less-than ten porcent of the company™s
production is sold 1o Canadian Retail.
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APPENDIX 4-~continued

CANADIAN RETAIL LIMITED AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF EARNINGS AND RETAINED EARNINGS

far tke yecr ended December 31, 1972 fwith comparziive figures for 1951 and ¢ comparszve forecast for 1973}

UNAUDITED
FORECAST
1971 1972 1973

Sules . . o . L . b e i e e e o e e e - . . . 5320912385 $43.150.847 $£64.445.000

S, 8 Tl e b bk Lyt Bl « b 8 sy e S bAoA e S 6 TR
i

Coust.of goods svld and uperating expenses before
the following . . . . . e e e e e e e e <« - . 27828110 36,484,947 55.850,000

Depreciation and amortization. . . - . - . - - . 277.613 393.365 666.000
Interest —cumrent. . . . . . - < o « 4 = = 187,070 260,053 398.000 1
~longterma. . . . . . . . . . . . . 79.394 221.568 §88,000 E

28,372,187 37,359,933 57,802,000

Farnings from operations bejfore fincome taxes and

MinOrity inLerests . . . . - - v -+« « + . - . _4540.198 _ 57909314 _ 6.643.000 :
Income faxes —current. . . . . . - - o . o . . - 2,150,892 2,657.735 3.057.000 ; :
~deferred .. . . . . 0 o 0 s e e 109,989 112288 133.000 )

27260,881 2,770,623 3,190,000

Minorizy inierests . . . - . . . . e e 4 a2 e . . 199,541 226879 97,000 . B

Net Earnings forthe yveer . . o o o « « = « - - - . 2079776 3,794.012 3.356.000
Reigined carnings, begiuningofyear . . . . . . . . . 4.633.965 6.733.741 9.393.000-

6.733,741 9.527.753 12,749,000

Diviilends . . . . . . . . e e e e e e e e e e . 135.114 271.000
Retained carnings, endof year. . . . . .« - . . . . - S 6733,741 5 9392639 S£12.478.000 : :

Netvarnings pershare . . . . . . . .« o e o - - - 593 $1.24 $1.48 .
i :
Notes to consolidated financial statements are an integral part of this statement. ﬂ B
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APPENDIX 4--continued

CANADIAN RETAIL LIMITED AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET

a3 af December 31, 1972 with comparstive figures for 1971 crd & camparative foreesst for 1973}

UNAUDITED
FORTCAST
Assets 1971 1972 1973

Current Assers )
Cash and term deposits (note 1) . . S 1184981 S 6,370.584 S 2.946,000
Accounts receivable |, e . - 2,018.056 5.909,523 5,360,000
Inventorics (notc 2) . . . . - 10,236,133 17,662,300 18,803,000
Prepaid expenses - . . . . .. 79.090 92,892 131.000

13,518,260 30,035,299 27,240,000

Non Currestt Receivables

Notes receivable in installmenisto 1981 . 368,990 333.000

Mortgages . . . . . . . .. .. . . 6983 148.624 140,000

6,983 517,614 473.000.

Fixed Assets(note3) . . . . . .. - . . . . 5302806 9.99396) 10,212,000

Unzineriized Debt Discount and Expense (note 4) 333.338 307.000:

Other Assets . . . . . . . . .. 66,652 __ 66652 _ __67.000
Goodwill- {notes 1-and 3) . . . . .. 1,496,578 1.518.467 1.818.000

$20,391,279  $42,775,331  $50,119.000:

Noles to consolidyivd financial st tsare an integral past of thisstatement.

AUDITORS REPORT

To the Sharcholders of Canadian Reuwil Limited:

We have cxamined the consolidated balance sheet of Canadian Renail Limited and its subsidiaties

as at December 31, 1972 and the consolidated stziements of carnings and retained carnings, and-

wurce @and use of working capital for the year then ended.  “We have not examined the forecast-
financizl statements in this anaual seport and we eapress ne opinion on them. Our examinaiion-
mehuded a general review of the accounting procedures and such tests of accounting records and-
other supporting evidence as we considered necessary in the circumstances.
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APPENDIX 4--continued

Liabilities
Current Liabilitics

Bank loans pavablc (note §) . ..
Accounis payable and accrucd lizbilities .
Incomne znd other taxes pavable . . . .
Long-lerm debt-due within one year . .

Long-Term Debt (notesb6and7) . . . . .
Deferred Income Taxes - . . . . . . ..

Minority Interesis (notestand 10) . . . .

Sharcholders” Equity
Share Capital (note 8y . . . . . . . . . .
Retained Eornings . . . . . . . . . ..

Approved by the board:
3. Smith, Director
K. Browa, Director

1971

$ 2,216,310

1972

$ 7,675.818

UNAUDITED
FORECAST
1973

$ 2,574,000

3055833  6.206,8086 5,880,000
814,737 958.347 1,162,000
12.826 769.560 943.000
6.099.706 15,640,525  10,565.000
444942 10516725 _ 9,568.000
341,483 821,238 955.000
829.644 365.716 463,000
5,941,763 6,038,488 6,090,000
6.733.741 9,392,639 _12.478.000
12,675,504 15,431,127 18,568,000
$20,391,279 $42;775.331 $40,119,000

in our opimon. these consolidated financial statements present fairly the financial position of the
companies as at December 3), 1972 and the results of their operations and -the source and use of
thar working capital for the year then ended, in accordance with generaliy accepted accounting
principles spplizd on o basis consistent with that of the preceding year.

February 28, 1973

Chariered Accountants
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: APPENDIX 4--continued :
3
i
CANADIAN RETAIL LIMITED AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF SGURCE AND USE OF WORKING CAPITAL
A for the year emded December 31, 1972 fwuh comporative figures for 1971 and ¢ ce mparasive forecest for 1$73)
UNAUDITED
FORECAST .
1971 1972 1973 .
Source of Working Capital :
Netecarningsfortheyear. . . . . . . . . . . . $ 2079776 S 2,794,012 $ 3.356,000 .
Depreciation and amortization, . . . . . . . . . 277.613 393.365 702,000 j
Deferred income taxes. . . . . . . . - . . . . 109.989 112,288 133.000 :
Earnings of minorityinterests . . . . . . . . . . 199.541 226879 27,000 ’
Provided from operations . . . . . . . . . .. 12666919 3526544 4,288,800 :
Bankloans(note 1), . . . . . . . . . . . .. 6.718.170 .
- Debentures and deferred income taxes of N
. newly acquired subsidiary (note 1) _ , . . . . . 4.239,467 i
Issucof shares(note 8) . . ., . . . . . . . .. 133.903 96,725 52,000 §
Proceeds from disposatof fixedassets, ., . . . . . 28G.588 1
Decrease (increase) in-otherassets . . _ . . . . . (6.983) 838 45,000 !
3,074,427 14,581,744 4,385,000 !
Use of Working Capiral "7
-Purchase of fixed ussets of subsidiary (note 1) . . . 2,001,717 " .
Purchasc of othier ussets of subsidiary (note 1) . . . 8$54.8C". f
- ‘Purchasc of other fixedassets . . . . . . . . . . 2,033,077 3.082.803 885.000 ;
- Purchasc of additional-share in partiaily N
owned subsidiary(note 1) . . . . . . . . . . 1,012,696 !
Dividendspaid . . . . . e e e e e e e e i35.114 271,000 ;
-Current portion of new bank loans and reduction ;
mmotherlong-termdebt . . . . . . . . . .. 14326 518,388 -949.000 z
2,047,403  7.605.524 2105000 ]
i
Increese in Workmg Cepital . . . . . . . . . . . .. 1,027,024 6,976,220 2,280,000 !

Waorking Capital, beginning of year _ . . . . . . . . . _ 6,391,530 7,418,554 14.395.000
Waorking Capita!, end of yeat . . . . . . . . . . . . S 1,418,554 S$14,394,774 $16,675,000

Notes to consolidated financial siatements are an integsal part of this statement.

;
i
4
i
El
4
i
i
4
i
3
!
i
!
i
¥
|
i
|




APPENDIX 4--continued

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. P

ples of ¢ ion. The idated fi 12l sta include the accounts of all suhsidiades. The results of
the of of idiary panics have been inctuded oaly from the dafes of acquisition (exeept 25 noted below)

and pronion Ras been made for munonty interests. The puschase mcthod has been scd in accounting fos the
acquistiion of all subsidianes.

(2) Acquisition of Consumes Dusabley Limited:

A< of December }. 1972, Canadan Retail Limted purchased all of the issued and ding shares of C
Dzzables Limited for cash of $9.170,170, The excess of purchase price over net book value, an amount of $850,663.
was Applxtd 20 land. The asscts and liabilities of G Durables 3s at D ber 3. 1972 have been included in the
lidated bal sheet 23 at December 31, 1972,

The unaudited net casnings of Consumer Durables for the month of December, 1972 ‘mount:d 10 $19.400 with sales
of 31,370,009, These carnings and «ales have not been ancluded in the pany’s consolid of carnings
and retained carnings and sourde and use of wothing capital for- 1972, The unaudited forecast for 1973 docs include
33les and earnings of Consumes Dunables.

{b} Acquintion of additional shasc inzerest in Clothing Impornters Limited:

Dunng the third quatter of 1972, the company patchased for cash of $1.012.694 an additonal 1% sharentceest in
thus <ubsidiary. bunping the m-r.p.mys present share holdings 10 93%. The excess of the puxch:sc price for this
additsons) intercst over the prog value of the subsidiary™s net assets at the date of acquisttion was $321,889
which has been allocated 1o g-»ocuill.

Inventones. Inventorie< are valued at the Jower of cost or estimmated net sealizable value less normal profit matgins.

T oved 3wty
1971 1972 . Unaudited Yorecast 1973
Net Book Accumulated  Net Book Accumulited  Net Book
Valuc Cost Depreciation Value Coxt Depreciztion Value

tand SLI20.968 S 3065591 - $3.065591 $ 3.095.000 - $ 3.098.000
Buildings 2330572 S5.873.565 $1.305.185  3.568.180 6,368,000 51,539,000 4.819.000
Uinvtupeand equipment 1, 333,603 3545,310 1.564,855 1983555 3.841.000 1,934,000 1.907.000
Leaschuldimprovements__ 296,662 396,051 _ 119416 376,635 536,000 _ 136000 ___390,000

SI2983.417 32985456 $9.993.961 $13.843.000 53 629.000 S1 ’l~ 000

Unamo:tized debi discount and expense, Th wit he amortized at the rate of $36.300 pes anawm over the term of the
debentures, -

Goodwill This amount 1< made up of

Unaudited
Forccast
1971 1972 1973

Purchawd $ 260,150 $ 260,350 $ 260,000
Qn con<ohdation 1,236,328 3,588,317 1,558,000

$1.396.578 $1.818,467 $1,818.000

The above amounts are catred i the sccounts at cost without amaortzation.

. Bank ndehiedness, The comp hac gned the Toss p ds of Cestan fire insurance policics and iodged with the

bunk cerhficates of title 1o certan real propestics as security for shost-tcrm and long-1crm indcbledness to the bank.
Accounts recettuble of 3 subudiary comzany are assigned from time tn ume to the hank as <ecurity for its bank
wdehtedness, of which none was outstanding 3 31 December 31, 1972,

The company has provided a Jetter of undertaiang 10 1t bankers 10 provide them on request wath 3 debenture
mncorporating both 3 speaific Charge orer fined assets and a floating charge over all ascets ef the company and cestain of
113 w hollyrawned subnadiaries.

tn-arsunging fo: financing for the acquiunon 2f Consumer Durables the company agrecd to furnish the fo!ln\\. ing to the
tank as wcunty for loans:

m Collateral mortgapes onveriain propeeties.

() Anaddional asagnanent of loss proceeds of fire 1nwuzance policies on cesiain other propertics.
) Cerificates of tile 2a certann otlier 1cal properhies,

() Pledge of alt cutstanding shaies of Conumer Durabiles Limied.
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APPENDIX 4--continued

Long-taamdebrz CUnaudited
Forecast
1971 1972 1973
% Sinding Fund Debentuses, Sencs “A™ duc May 15,1982 S - S 3.1135.000 § 3.812.000

Ranh Loans (Note 6)
Parable with interest ut rates 1ot exdecding 2% oscer the pre-

vailing pri.- bank rate ond nzaturing a8 vazious dates to 1982 - 6,718.170 6,233,000
Morigares

Paishle with imlcrest 2t 9% por annunr snd matusing in 1983 200,725 391259 255000

Oshers 31 vazous intesest rates and maturity dates 57.0343 58,856 . S7.000

352,768 11.286,285 10517.000

Deduct amounts due » ixhin onc year 12,826 769 560 932.0600

342,922 $10.,516.725 S 9.565.000
Sinksng fund payewnt requiiements on the $% debentures ase $363.000 annually. The sanking fund pazment 101 1973
wanbapaied 10 be seduced by $121,000, which is the amount of debentuses putihased and tendored 10 the Trustze 24
2t December 31, 1972, The 6% debentures are «wcueed by » firct flaating charge on ali asscks, business and underiakings
of Consumes Duzables Lymited.

Pav ments requized for retizement of dekeatares and oiher long-term debt oser the net five years are”
1973- 8769560 1975 - $935,630 935 - 3982520 1976 - 51,029,710 1977 - S1.090.210

Share capitak
No. of shazes-

Aushonsed: Common shares of no par value 3,000.000
Iwwed:  Balanoe. December 31, 1970 2235312 S 5931563
Shzres isued on options ehvercined dunag the yeas fos cash 310,866 _..96.325
Ralanee December 21 1972 2.256.278 6.038,.388
Shazes eapected 10 be 1sated on options enerciwd dunng
1933 for cush tunaudited forccz<} _. 6,950 . 51,800
Lapected Palance Decomber 31, 1973 (unavdized forecast) 2.262.278 S 6090338

Certain cmpluyevs have opuoas to puschase 15,718 shazes at $8.66 per shate. §00 shasec at $13.70 pes sharcand 9.000
shazes ut $22.90 por share. B

The 1ota] options for 28335 “hares enpire in the followng years:

1973-6000 1974-12,015 1975-3,7C0 1976-2.000 1977- 1.500

No 1 dib of sngs por share sesults from these options. The unaudited fosesast indicates that the
wwmpany witl continuc 1o offer share options 1o hey employees and that no matenal dilution of carpings pét ~bhare will
tesult from thesc aptions.

Loase copmmmitimenis. Minsmumn annual seatais for propesty Ieases in cach of the nent tve yoars ¢
1973-8242,913 1973 -5913,563  1975- S886.63F 1976 -§763.598 1977 - $631.776
Cettan of the Teases provide for sdditional reatalcbawed on <ales, as well as other nccupancy charges,

The unaudited forecast indicates the following mimimum 1entals will provait at Decemter 31,1973
1974 - $1.222.000 1975- 51,156,000 1976-51.150.000 1977-5992,000 1978- $583.000

Contractua) bl The company has an obligation under voztain circusnstances 1o purchase for cash the mmority
mreres” shase holdings of 8X in 3 subndiary company. The pany aho has an oplion undes cernain circunicantes to
Acquize thew minotity 1atciests for a pressribed cash deration, This opticn eapises D ber 31,3989,

Ruwnuneration of directors and ~enior officers. The agmegate remuneration pasd or payable by the company and its
sub~iduanes 1o the dircctors and «enior officers of the compaeny for 1971 and 1972 was $203.385 und $210.983
seapectinely. 1 hic vnaudited forecast for 1973 is $218,000.

Sutiequent cvent, On Janeary 3, 3973, the ducctors of the company ceclated 3 dividend of wx cznts per ~hare payable
February 18, 19?3 1o shaicholders of secord on Febrvary 1, 1972,
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APPENDIX 4-~-continued

SEVEN YEAR REVIEW und e yeur foreeast

1966
Opcrating results (S000)
S L S 4417
Lammgs from opeations
belore the fOHOWINE: coveanans 540
Depreciation,... 62
Income taxes.... 227
Minonity interests —
Nt CurningSencnec e eunaen 250
Financial Posian (3000)
Waorking copitala.c e e 365
1 uties. 499
Fined asseis—nct... 768
Tatal asxs..... 1,796
tong-trenm debt. 22

Shatcholders” cquity............. 1.130
Poi Common Share ($)

Net corrmngs.

16

-Divwends paid . -
Cash Tow? from opesations .. 19
Net awet walue... .70
Stock market pri 4.10
2.35
Cluse.... 3.0

Ratios and Statistics
Numbes of shares ontstanding  1.604.906

Net eanmings 2 Salesonnn.. 00
Net cimnings 3 Shuscaniders”
Equity..ene 2
Net earnngs £ Total Asets... A3
Sules o Sharcholders™ 1 quity. 391
Sales 2 Toral Asset 256
Starchalders” bauity 3 Tonl
Anely 63
o Growth ®
Nt - anmngs pes Shine,
I BIC aeen
Workane capital 1ane, | Lol
Poccammgs mba®, 1.3

1967

5.256

210
7
04

428

650
877
845
2.626

4.55
5.88

1.603.101
08

27
.16
3.38
2.00

59

69
N
19
68
1.6:1
2N

37
43
141
9.38
4.05
8.88

1,663,874

S
.26
A7

335
1.99

W63

1o
1“.0?'.185.'»
[~ 3 N

AITES TO SEVER YEAR REVIEW AND ONE YEAR FORECAST

1969

14,809

2,093
122!
9781

993

622
3.50
14.50
8.38
1213

2,165,141
.07

12
.09
1.80

1.31
13

41
61
101
443
3.0:1

233

1970

25347

3,709
220
1819
167
1,503

93
3.69
1275
6.00
9.38

2,229,890
06

14
09
242
1.58

65

29

51

7
50
2.5:1
14.0

1
1

2,245

93
1.17
5.65
7.25
92.50
5.88

412
06

.16
-10
2.60
1.61

.62

39
38
20
28

2.2:%

17,1

1072
43.151

6.184
393
2,770
227
2,793

14,395
17.662

9993
42775
10517

15431

1.24
.06
1.56
683
23.88
16.00
23.88

2,256,278
.06

.18

F

2.80

.y

249

CNAUDITYD
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1973
61845

7309
666
3.190
97
3.356

16.675
18,803
10,214
40,119

9,568
16.568

1.48

12
190
8.21

2.262.278
.05

18
08
347
161

A6

19
20
49

1 Dunnz 1969, the rates of Sepreciatiun were ¢chinged to eonfomm with revissd estimates of the useful Lic of fived asset<and the company
converird fram thr taces payable 10 the tay alincaion method of provding for income taxcs, Prior ycars hpures as shown above have

not hreen rrestated,

. 2 Nawed? o0 weiehismg avs rage ok 1,307 912 shares cutstanding.,

B Netosrmungs © Drepreriation and sinortizatinn « Deferzed income tasves = Minonty interests.

E

. Incrrane during ye ar divided by Ievel ot berinming of year,

. Clomng stack market price prer share for the year divid-~d by net carmings per share for the year.

Not ralculatrd bostauss ayarts sei wbsdiaes ae-smzed 10 Decemleer ate included but sales and earmings ate not.
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APPENDIX 5

QUESTIONNAIRE ONE

Questions to be Answered After Analyzing the Annual Report

1. What is your best estimate of Canadian Retzil Limited's net earnings per share for 19737 (doflars 2nd
oenis) S .

2. Give upper and lower bounds for the estimate you have just made, such that vou are_reasonsbly
confident that the zctual net earnings per shaze will fall between these bounds.

Upper bound: (doflarsand cents). S -

L ower bound: (doliars and cents) s -

3. What is your best estimate of the market price per-share of Canadian Retail Limited common at the end
of 19732 (doBars and cents) § -

4. Give ‘upper and lower -bounds for the-estimate you hazve just made, such that-you are reasonabiy
confident that the actual market price will f21] between these bounds.

Upper bourd: (dollarsand cents) s N
Lower bound: (dollars and cents) s -

5. How long has it taken you to 2nalyze the aanual report and answer these questicns? .. minutes

6. How-much experience have you as a professional analyst? years

(Please return both this sheet and the 2nnual report to the sesearcher.)

8121773
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APPENDIX 6

QUESTIONNAIRE TWO

Questions to be Answered After Making Foreaasts

1. Please list the factors (as many as 10) which you considered in making yous forecasts for Canadian
Retail Limited.

Eamings per Share Market Price
Forecast Forecast

2. Indicate the importance of each of the sbove faciors in your forecasting for Canadian Retail Limited, by
rating cach factor on 2 scale from | to 5. For example, place a ¥ beside the factor if-it.was very important
to you:and 3 5if it was of litile importance 10 you.

Number for matching with forecasts

251
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APPENDIX 7

INSTRUCTIONS TO SUBJECTS

Eaplanation and Instructions to be Read Befose Proceeding Further

Thaak you for agzee:ng to participate in my study of fozecasting by investment analysts. The study can succeed
only with the prticipation of many 2nalysts like you. I think you will find your task to be interesiing and-

will not take jong to compleiz. (Participants in earler sessions have taken less than an hour on the average.)
Results of the study should be of interest to participants and preliminary results will be made available within
three 10 four weeks.

What I would like you to do is the foilowing:
1. Read the questions which you will be asked to answer. (Reverse side of this sheet.)

2. Anslyse the annual report of Canadian Renail Limited in ozder to answer questions 1, 2, 3, and 5. To the
extent possible (2nd I realize it is not entisely possible) use whatever analysis techniques you would use
if you were making an investment recommendation on the common shares of the company.

The annual report is based upon that of a real Canadian company, but significant featurzs have been
2ltered.

Rest assured iheie 3¢ no tncks i the seport. I expect you will be able 1o do 2 reasonably straightforward
analysis of the company and make the forecasts calfed for in the questions.

No doubt you typiclly study the cconomic and industry environment in doing an analysis of this type.
For purposes of shis study. howeves, you are asked to devoze most of yous cffort to the company’s
annual report. You are agked to assume, for purposes of this analysis, the following cconomic forecast
for 1973:

Growth in GNP (cusvent dollars) 11.5%
Growth i GNP (constant dollars) 6.5%
Inflation (GNE price defiator) 4.8%
Growth in consumer spending {personal expenditures

on consumer goods 2nd services) 11.0%
Growth in retail sales 11.0%
Unemployment (annual average) 58%

In doing your analysic do not sefer to other published material or 1o other persons. Above 2if, do not
communicate with other paiticipanisin the study.

3. Answer all of the questions.
4. Reium all materials to me.

Your answerswill be treated confidentially. Neither individual participants nor their firms will be
identifiable in 2ny report of tie resulis. Results will be disclosed only in terms of the entire group of
participants, o1 subgroups with particular characteristics.

Thank you once again for your cooperation.

Carson Duncan

Ph.D. Candidate

School of Business Administration
The University of Western Ontario
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NO- 5
NO- 6
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APPENDIX 8

RAW DATA FROM EXPERIMENT

Earnings Per Share Siock Price
Forecast ($) Forecast ($)
Best High Low Best High Low
1.42 1.8 1.3% 21.30 25.00 15.00
1.60 1.90 1.2% 32.00 38.C00 25.0C
1.37 1.42 1.35 23.00 25.00 19.006
1.18 1.30 1.10 16.%0 21.50 14.25
1.3% 1,20 1.2 16.25 22.50 14.88
1.40 1,50 1.25 19.00 21.00 17.00
1.45 1,60 1.30 18.80 22.00 153.50
1,47 1,55 1.40 20.25 21.50 19.00
1,27 1.30 1.25 22.20 25.40 19.00
1.5 1.67 1.40 22.00 27.060 17.00
1.31 1.33 1.20 18.00 20.00 156.00
1.60 1.70 1.52 22.5C 26.50 19.25
1.70 1,80 1.65 25.00 28.00 20.00
1.9¢ 2.10 1.50 153.00 19.006 12.00
1.80 1,90 1.70 35.00 40.C0 2C.09
1.90 2.00 1.80 38.60 42.06 34.00
1.80 2.00 1.65 29.00 46.00 23.0C
1.25 1.6% 1.00 15.00 20.00 12.00
1.7% 1.90 1.60 26.00 29.00 23.00
1.65 1.80 1.50 20.00 29.00 18.00
1.71 1.7% 1.70 32.50 34.00 28.00
1.70 1.90 1.%0 34.00 45.00 25.00
1.5% 1.%9 1.531 21.00 24.75 18.00
1.70 1.89 1.41 24.00 30.12 19.75

Time

Spent
(Min.)

Exper-
icnce

(Years)
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Subject

YO- 1
YO-
YO-
YO-

2
3
4
YO- 5
YO- 6
7

8

YP-
YP-
YP-
YP-

yP-
YP-
YP-
YP-

OO BN

YP- 9
YP-10
YP-11
YP-12
YP-13

N.A. indicates no answer.

Earnings Per Share

APPENDIX 8--continued

Forecast

($)

Stock Price

__Forecast (3%)

Best

I
o)}
O

.30
.35
.35
.75

Iy

.55
.40
.45
.55

S N

.55
.40
.40
.60
.30

bt bt ot ot ot

High

1.80
1.70
1.70
1.85

1.80
1.70
1.77
1.69

1.70
1.67
N.A.
1.80

1.50
1.40
1.75
1.80

1.62
1.50
1.50
1.60

1.62
1.50
1.50
1.70
1.40

Low

bt Bt ot ot
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.20
.45
65

W O
O

L
QO

65

~)
Q

.00
.20
.48
.65

.50
.3C
.30
.45

.45
.30
.35
.40
.20

Best

21.00
25.60
28.50
18.00

24 .00
23.50
27.50
L2.00

19.80
32.50
38.00
23.00

15.00
24.25
N.A.

24.50

27.50
20.00
20.00
22.00

20.00
206.00
31.00
25.00
19.50

High

28.00
28.90
38.0C
23.00

27.90
25.20
29.00
35.00

28.00
36.00
38.00
28.00

18.00
27.00
33.25
31.50

31.00
25.00
24.00
31.00

26.00
22.50
32.25
34.00
25.00

Low

20.00
20.30
23.00
12.00

22.50
22.50
26.00
29.00

15.00
27.90
23.00
22.00

12.00
20.0C
20.72
21.00

21.75
15.00
17.00
18.50

14.50
17.00
29.50
i4.00
17.00

Time

. Spent
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APDENDIX 9 i

CORPORATIONS IN THE SAMPLE

Algonquin Building Credits Ltd.
Andres Wines Litd.

Biltmore Hats Ltd.

Block Bros. Industries Ltd. ,
Cambridge Leasceholds Lid.

Canadian Breweries Lid.

Canadian Equity & Development Co. Litd.

Canadian General Electric Co. Litd.

Canadian Utilities Lid.

Cassidy's Ltd.

Celanese Canada Lid.

Combined Engineered Products Lid.

Consumers Distributing Co.

Richard Cosiain {Can.) Lid.

Crestbrook Forest indusiries Lid.

Dale-Ross Holdings Lid.

Dawson Developments Lid.

Domtar Ltd.

Donlee Manufacturing Ind. Litd.

Douglas Leaseholds Ltd.

Dustbane Enterprises Lid.

Farmers & Merchants Trust Co. Litd.

Fraser Co. Litd.

CGesco Distributing Lid.

GSW Ltd.

John Inglis Co. Lid.

Inter=-City Gas Lid,

Interprovincial Pivne Line Co. ‘
Kaps Transport Ltd.

Keeprite Products Ltd.

Laura Secord Candy Shops Ltd.

Lawson & Jones Ltd.

Lincoln Trust & Savings Co. i
M. Loeb Ltd. '
Logistec Corp.

MacLaren Power & Paper Co. ;
Magnasonic Canada Litd. ,
Magnetics International Ltd.

Maher Shoes Lid.

Maritime Telegraph & Telephone Co. Ltd. i
Melton Real [Cstate Ltd. i
Molson Industries Ltd.

Montreal Trust Co.

Moxrse Corp. Ltd.

Newfoundland Light & Power Co. Ltd.
Orlando Realty Corp. Ltd.
Peel-Elder Ltd.

Pembina Pipe Line Ltd.
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APPENDIX 9--continued ;
E
Pennington's Stores Lid. o
Petrofina Canada Ltd. i
Photo Engravers & Electrotypers Ltd. :
Scott Paper Lid. .
Shore to Shore Corp. :
Shully's Industries Lid. Co
Steintron International Electric Lid. !
United Corporations Ltd. ;
Universal Sections Lid. ¢
Wall & Redekop Corp. Ltd. j
Zeller's Ltd. ’
Zenith Electric Supply Lid. ¢
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APPENDIX 2--continued

SEVEN YEAR REVIEW

Operatiag tesutts (S000)
Sales.
Earnings from aperations
trefore the following” .
Depreciation...
Income taxes..
Minority interests..

Net carnings.
Finzncial Position (S000)

Working capital...
Inventories.

Fixed assets-nel..
Total assets....
Long-term debt
Sharcholders™ cquity..

Pet Common Share (S)

Net earnings.

Dividends pui

Cash flow™ from operations..
NET 25501 VHIUC. cescersuonas
Stock market price: High

Close.....

Razios and Statistics

Number of shares oulstznding
Net cormnps 2 Sales.onnn...
Net carnings ¥ Sharcholders
Equity. N
Net carmings  Total Assets....
Sales 2 Sharcholders’ Equity..
Sales ¥ Total Assets.
Shareholders” Equity 2 Total
Assets
% Growth 2
Net Ezrmungs per Share,
Net Earnings.
Sales,
Cash Flow® per Share........
Warking capual ratio,, .
Pricc-carnings ratio®...

NOTES TO SEVEN YEAR REVIEW

1966 19587

4417 5,256

910
77
403

428

680

877

768 845
2626

27
32
97
7.00
4.55
5.88

1,605,101
08

1968
7382
1339

96
629

615

1,091
1.607
1.065
3715

34
2341

37
43
141
9.38
4.05
8.88

1,663,874
08

26
17
3.15
199

63

1969

14,809

2,003
1223
978t

993

5,299
3,190
3.181
11277
450
5221

522

.(:22
3.50
14,50
838
1213

1970

25,347

3,709
220
1819
167

1,503

6,392
1,298
5,828
16,055
460
10,561

67

93
4.69
12.75
6.00
9.38

2,165,141 2.229.890

07

a2
09
1.80
131

13

41
61

06

14
09
2.42
1.58

.65

29
51
n
50

1972

43151

6,183
393
2,770
227
2,794

14,395
17,662

9,994
42775
10,517
15,431

1.24
06
1.56
684
23.88
16.00
23.88

2256278
06

18
£

2.50-
<

36

33
34-
3k

31

« Dunng 1969, the 1ates of-diprecistion wete-chinged to conform with reviwd estimaies of the uwcful life of fined aswets
and the company coniverted from the laxes pivable 1o the tax aflocation method of providing for-income tases FPrior
years figures as shown above have hat bren rostated.

Based on welghted aversge-of 1,907,012 thares outstanding.

. Net rarninga + Depreci and

. Notcalculated b A3sets of

y aeg in Deceruber are induded but sales and camnirgs are not,

. Inctease during yerr ¢nided by level at beginning of year.

+ Deferred income taxes ¢ Minority interesis,

Cloeng stock market price grer share for the year divided by net rasnings per shaze for 1he year.
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