
This paper will address the quality of earnings presented in the 2003 annual report of Big Rock Brewery Income Trust. The earnings quality will encompass materials presented in management’s discussion and analysis, as well as the materials presented in the notes to the financial statements. Earnings quality takes into account the relevance, reliability, and other qualitative traits of the policies management uses to prepare the financial statements. These qualitative measures will assess the quality of the earnings reported. Management’s discussion and analysis will be addressed first, followed by the individual policies that management has selected for presenting the financial statements. Overall the financial statements are of good earnings quality. Big Rock provides both creditors and shareholders with a large number of polices and in some cases how they apply these policies. There are as well however, a few areas in which more disclosure would have resulted in better earnings quality.


Big Rock Brewery decided to change from a public corporation to a public income trust partway through the fiscal year of the corporation. Due to taxation laws, a trust must coincide with the calendar year ending December 31st. This immediately caused problems with earnings quality. This is because the year-end has changed from March 31st to December 31st. Displayed in the financial statements of Big Rock is the normal corporate year-end of March 31st for the previous year and a nine-month year ending December 31st.  The financial statements become less comparable with results from previous years. The financial results also become less useful as a tool of predictive value. It will be harder to make estimates on a twelve-month year using information from a nine-month year. This will correct itself after a few years under the new system when all the financial statements will be stated in terms of one year rather than nine months. This nine month year also opens itself up to management manipulation. The peak sales of Big Rock come during the fall and winter seasons. In other words sales are not consistent throughout the year. Despite acknowledging this, a nine month year might confuse or mislead investors and creditors to the actual performance of the firm. Big Rock tries to help the situation by proving financial numbers for the full calendar years of 2002 and 2003. These numbers are unaudited and are once again open to management manipulation. This will help investors and creditors make decisions for future years because there is now comparable data under the new year end system. Although there is disclosure above and beyond what is necessary it does not necessarily help the earnings quality.


The management discussion and analysis (MD&A) goes on to discuss that their sales mix has changed throughout the year and that it will continue to change into the future. Big rock is slowing selling more canned beer and fewer bottles. The change in sales mix will reduce labour costs, as canning requires less labour than bottling does. This affects the predictive value of the firm. Future earnings could be harder to predict given that the product mix is continually changing. Most likely the labour cost will continue to decline but it is not certain by how much. This will also produce less comparable financial statements as compared to previous years. Consistency will be preserved though since earnings should be consistently higher.


There is a one-time charge of $397, 234 mentioned in management’s discussion and analysis. This charge arose due to the settlement of a lawsuit with a competitor. This is a one-time charge and is not disclosed separately in the financial statements. This reduces the quality of earnings. The charge is a one-time event not resulting from the ordinary course of business and should be disclosed as an unusual loss. This will give the impression that Net Income is lower than it actually is. This will disrupt any consistency in earnings as well as decrease their predictive value. The policy of disclosing unusual losses was followed for the restructuring charges of  $909, 909 incurred during the year ending March 31, 2003.


There was also a change in policy during the year ended March 31, 2003 that was implemented on a prospective basis only. This means that previous financial statements will not be re-stated to show the change that would have happened had the policy been implemented earlier. The policy that was adopted was recommended by CICA. The impact of the change can be seen in the cash flow statement where a cash outflow is recognized in the year ending March 31, 2003, but not in the year ending December 31, 2003. Policies that are Prospective only reduce the overall quality earnings of the firm. The current year and later year financial statements aren’t as comparable as they once were. Also it will be harder to predict cash flows with only one relevant cash flow statement rather than two relevant cash flow statements.


Mentioned in the MD&A and then disclosed in the notes to the financial statements is the fact that creditors have put in place a number of covenants, which include maintaining certain financial ratios. The only thing that is known about the covenants is that the Royal Bank put them in place. The overall neutrality of the financial statements are at stake due to this lack of better disclosure. The actual covenants were not discussed. This means that management could be choosing it’s financial policies to help satisfy their covenants rather than present fair and equitable earnings information.


Mentioned under “Basis of Presentation” is the fact that the earnings of the last three months of the year ended March 31 2003 will be presented as if the corporation had been a trust for the entire 2003 calendar year. This should not affect earnings quality though. There were no policy changes implemented within the three month period that would alter the numbers presented on the financial statements differently than if the trust was never formed.


Cash and cash equivalents are of good earnings quality. Because they are only considered to be a cash or cash equivalent if they mature or are convertible to cash with in three months they have a timely aspect to them. The values will most likely be relevant because of the timely nature, as the values will most likely not fluctuate too much within a three month window.


Inventories are presented on the financial sheets using different values for different stages of completion. Raw materials are presented at the lower of cost and market. This policy is conservative in nature. These costs are relevant in the sense that the cost is traceable, and market value is based on current prices paid for the materials within the marketplace. The problem is that any two people can come with different values for market value. This makes it hard to have two people verify the carrying cost of inventory when the carrying cost has been believed to drop below the original cost the inventory was obtained for. Inventory in progress and finished goods are valued at the lower of cost and net realizable value (NRV). This system of pricing the inventory is much like the system used to price the raw materials. The lower of cost and NRV should be relevant to the point that the carrying value should at least be realized should the inventory be sold. The downfall is once again the verifiability of NRV. Two people can come with two different numbers for NRV. This will tarnish the reliability of the carrying value. Since the NRV can be different numbers to different people, no one may actually know when NRV goes below cost, or inventory won’t be written down once NRV actually goes below cost.


Goodwill once recognized is not amortized on a regular basis. Goodwill is tested for impairment each year and written down if impairment is found to have taken place. This policy was implemented to harmonize with CICA standards. Without regular amortization the goodwill losses some reliability. The value of goodwill is based completely on the professional judgment of management. Management can manipulate this number for the company’s gain. If they want to reduce or increase net income, management can increase or decrease the impairment charge of the goodwill. And just like the inventory any two people can come up with different values of impairment, which makes this item hard to verify. The policy for goodwill also hurt the predictive value of the financial statements as well as the earnings persistence. If goodwill is only written down when impaired than there will be years with more expenses than others which will make it harder to use the statements for predicting future earnings as well as make the earnings somewhat inconsistent.


Capital assets are all depreciated using the straight-line method. This policy creates a system where different people can verify the amortization expense. The depreciation expense can be calculated in advance, which can make predicting earnings easier. This policy is consistent with all capital assets. This helps to uphold earnings persistence. The downfall to the straight-line method is that not all assets will lose value in the time that is prescribed for them by management. Some will wear out faster, while others will wear out more slowly. Being unable to predict the exact life of the asset will make the carrying value of the asset less verifiable from a market value perspective. This does not counteract what was stated above about the verifiablility. The straight-line method is very verifiable for book values, but not market values. So in the end capital assets will most likely be under or overstated compared to their actual values. Big Rock compensates for this by doing yearly impairment tests on all their capital assets to see if any need to be written down due to impairment. This policy may make the number on the balance sheet more relevant, but this policy is open to management interference. Management may be able to revalue the Capital assets to their advantage to write some assets down more quickly than they should be. 


Deferred charges are described as intangible capital assets such as product artwork and trademarks. Intangible capital assets are stated at cost less accumulated amortization. Like tangible capital assets, the intangible capital assets are amortized on a straight-line basis for five to seven years. Much like the tangible assets, this increase the predictive value and persistence of earnings quality since the yearly amortization charge will be known in advance. The downfalls of the straight-line method of amortization are the same as those discussed in the paragraph above, with one slight difference. In tangible assets cannot wear and tear like their tangible counterparts, which can reduce the earnings quality of the intangible assets. If an asset does not physically deteriorate over time than the straight-line method may actually be writing down intangible assets more quickly, or not quickly enough. In effect the number on the balance sheet, as well as the amortization charge may not be a reliable nor relevant number to follow. Management gets around the straight-line method quagmire by issuing yearly impairment tests. Once again the impairment test has the exact same arguments as discussed in the previous paragraph for tangible assets.


Big Rock’s revenue recognition policy is not overly aggressive, but not overly conservative either. Revenue is recognized when the shipment is sent out, not when product is finished or when payment is actually received. This revenue recognition policy is fairly timely. Once a shipment is sent out to a buyer, the buyer is most likely committed in the buying process. This policy is also very relevant and reliable. This is because the price is agreed upon before shipping so the actual revenue will not have to be written up or down because of changes in the market price.


Overall the MD&A, financial statements, and the notes to the financial statements were very clear, concise, understandable, and easy to read. Big Rock’s qualities of earnings were very much acceptable, except for a few items such as the lack of disclosure about the one time charge of $397,234. Some polices had to choose between being more relevant or more reliable. The choice was made by management and the consequences lived with.

