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SINKING FUNDS FOIR BOND REDEMPTION

Should They Be Charged Against Profit and Loss?-
Views of David S. Kerr, C.A.

In the published annual reports of large corporations
there frequently appears, as a charge against profit and loss
account an item for sinking fund payable to the trustee
under the bond issue.

Bearing in mînd that the sinking fund is an amount
payable at stipulated periods under the ternis of the trust
deed securing the bond issue, and that the'fund is to be used
by the trustee in the redemption of the bonds, it is plain
that the amount thus allocated is for the purpose of reducing
the liability on the bond issue, writes Mr. D. S. Kerr, C.A.,
in the Canadian Chartered Accountant. The mere payment
of a liability is not, of itself, sufficient grounds for a charge
against profit and loss account. A company loanîng five
thon sand dollars rnercly substitutes a debtor for a cash item
for that amount. Similarly a sumn of money received by a
company on boan is credjted to the lender and charged to cash;
when it is repaid it is simply a credit to cash and a debit
to the borrower. Nor does it make any difference if the loan
bc secured by collateral of anv kind. A bond issue is ýnothing
more nor less than a secured boan. When the cash for the
bonds is reccived, cash is charged and bond issue credited.
When the bonds are rcd ýcmed, the bond issue is debited
and cash creditcd. The f act that the bond issue is paid off
by instalments will not alter the treatment of the various
payments.

The question ni premîums or discounts on the bonds
redeemed througb the operations of the sinking fund will
not be taken into accunt in these remarks.

1Why is tbere the practice Of charging against profit and
loss and crediting a so-called "sinking fund reserve account"
with the amount of the periodical allocation? This entry,
of course, is in addition to the entry crediting cash and
debiting the sinkiing fund trustec.

Treatment of 'Slnklng Fund.

These are the most frequently used arguments: (i) The
cash is to be supplied out -of the profits of the concein;
(2) the available balance of the profit and loss account is
reduced, and therefore, dividends are not paid to the saine
extent as otherwise they would be.

Sinking fund payasents are payabile as a rule wbether
a company is making profits or running at a loss. As to
the dividend question, the balance at the credit of the profit
and loss account or surplus account does not necessarily
indicate whethcr or flot a dividend should be paid, as the
amnount of cash available for the payment of the dividend
must surely guide the directors of a company. A cursory
glance at the publisbed balance sheets of large corporations
discloses large balances being accumulated at the credit of
the surplus açcount, whjch is, of course, only rigbt. It is
likely to be suicidal on the part of a cornpany to divide up
ail of -its profits. Another point ïs that it often happens in
practice that companies require to borrow from their bankers
sufficient cash io mnake the sinking fund payments.

Another viewpoint is thîs. Suppose a company charges
the profit and Iosi account with the sinking fund, and bor-
rows the necessary cash from the bank. Cash is required
in due course to repay1 the bank.- No one wouldever think
of passing any entry in connection therewith through the
profit and loss account. Vet the cash has to bc provided.
If, then, there be any argument in favor of the view that
an entry sbould appear througb the profit and loss account
for tht sinking fund, it would also be necessary to take a
similar view in connection with the repaymient of a bank
boan or any other indebtedness, such as short-terma notes, etc.
The manner in which the money was used at the time of
its being secured bas nothing whatever to do witb profit
and boss transactions. There is some inclination to discuss
this treatment of the sinking fund upon the basis that the
money was used for investment in'the fixed assets.

Bond Issue Beaure.d by FIxed Assets.

Somne corporations charge to the profit and boss account
an amounit equal to the sinking fund payment, but do not
set up the usual depreciation reserve, as they consider the
sinking fund offsets the depreciation. -Otherý corporations
'will set aside the usual depreciation and in addition charge
the sinking fund to profit and boss. Still oCher companies
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charge the sinkinzr fund and a smaller depreciation rese:
as they consider the aggretate amount sufficient to of
the depreciation.

There is no relation whatever between the sinking fý
and the necessary depreciation allowance. A company 1
have several bond issues outstanding for various peri<
such as ten, twenty, thirty or forty years. As, a rule,
depreciation reserve is not based upon such a varying n~
ber of years. The depreciation reserve is usually based u
only certain of the fixed assets, while the bond issu(
usually secured by all of the fixed assets. For instance, 1
is flot a depreciable asset, nor is a perpetual franchise.
these form good security for bond issues. Further, b
issues are seldom over seventy per cent. of the value of
assets mortgaged.

It seems to be bad practice to show in an accour,
charge against profit and bass under the heading "sin1b
fund," and then to explain that this charge is "in liet
depreciation,'l or is supplementary to the depreciation spe
cally show n. If the sinking fund be "in lieu of" ail or]
of the depreciation, the corresponding credit should not
t0 a sinkiiig fund reserve, but to a depreciation reserve,
it is toý offset a reduction in tht value of the fixed ass
If the amnount in such instances be left at the credit c
sinking fund reserve, then the accounts do n 'ot disclose
real situation, as the net value of the fixed assets (cost
depreciati6n) is overstated to the extent of the sinking f
reserve. Agýain, if. instead of crediting the sinki-ng f
reserve, these items be credited to a general' reserve,
samne erroneous impression is conveyed.

Muet Not OverIook Stookholdors.
The position of the stockholders musýt not be overlool

Suppose a bond issue of $i,ooo,ooo for twenty years. At
end of the nineteenth year there has been accumnulate
sinking fund of $o5o,ooo, and the balance of the profit
boss account is $ 100,oo0. After the lapse of the bond iý
the balance sheet will be changed to show either a bal2
at the credit of profit and loss account of, say, $i,ioo,,
or $ioo,ooo and a credit at a reserve account (previoi
sinking fund reserve) of $i,ooo,ooo, eliminating the
year's earnings, except the $50.000 sinking fund. Ordinai
stockholders do not understand the effect of this me-thoc
dealing with the sinking fund. It is most desirable to 1
aIl statements relate, as plainby as possible, the real si
tien. If a reserve bas been accumulated it ought to be
tinctly shown as such and flot confused with depreciatiort

Another point in connection with the charging to
profit and boss accoutit of the sinking fund, in lieu of de
ciation, is that it nilay sometimes cause confusion in des.
with insurance companies in thse event of it being neces!
to arrive at the net book value of assets.

Take the case of a company with a bond' issue
standing, but no provision for periodical sinking fuud
ments to the trustee, the bonds being payable at matui
A comparison between the accounits, of such a company
a similarby situated concern which treats its sinking f
in the method discussed would not be of any avail.

Alter Doduoting instalments.
In the event of a company treating its sinking fun(

the manner discussed, it would bie well to note in pa
thesis after the surplus account, a memo to the effect
the surplus bas been. arrived at after deducting the sini
fund instalments paid t0 the trustee, aggregating so mi,
This is on the assumption that the sinking fund paym
were flot thus treated in lieu of depreciation.

It is unfortunate that the word "fund" is se f reque
used in designating an account with a credit balance.
terni "fund'l always conveys an idea of something in h;

Have patience and courage, work bard, fight or pay
The f acts are often better than th e sentiment. Ana

them carefully.
Mayor Hocken,, of Toronto, bas revived bis plan for

rearrangement -of the duties of the city treasurer aid~
appointment of a finance commissiOner. The Mayor thi
tbat the statutory duties of the city treasurer are sýufficie
arduous without the added responsibilities of -the bond b
ness. "The, new commissioner, if appointed, would
bonds, look after the sinking funds, advise as to source!
revenue, and generally sulpervise the accounting syste
No definite action was taken by the controlIers regarc
the suggestion.


