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As most of you doubtless knor, the Comnission, shortly before the holiw
days, issued vhat is knom as form 10, with an accompanying instruction book,
to be used for the rezistration under the Securities l::channe Act of 1934 of
those issues of securities which have been tesporarily registered under the
provisions of that Act. ithin the past week the Commission issueé a corres-
ponding form, referred to as Form A-2, and the accompanying instruction book,
for registratvion under the Securities Lct of 1933 of issues of securities of
corporations vhich file profit and loss statements for three yesrs and vwhich
have, in +the past fifteen years, naid dividends upén. any class of common
stock for at least Two consecutive years, except such stabements as to which
a special form is specifically prescribed, IThe questicns which I have been
asked tc discuss this evening are very largely related to those forms and to
the accompanying instructions. Inasmuch as neither form has yet been used
by any registrant the Commission has had no occasion to issue interpretations
or opinions dealing /iSh citi:er of them.

In order that my discussion this eveuing might be fully authoritative,
it would be necessary that the Comnission shouvld have passed woon all the
questions to which I shall refer. That has not been done, I cammot speak
to you as either an attorney or en accountant and, excent as I mey indicate
otherwise, I hope you 1111l take vwhat I have to say as an expression of my
opinion only, which opinion is necgssarily in many respects a non-expert one,
I belisve that the ansters which I shall attomot to give are correct answers
but they carnot carry the weight of an owinion of counsel nor of an official
interpretation by the Comaission,.

Before I take up ‘the specific questions which I have been asked to
answer, I should like to say a few words regerding Form 10 and Form Am2,

. , . ; o s . s .
and regarding the purposes and hopes of the Comnhission in conneccion viith
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t:e use of those forms, First, as to Form 10, It has been the hope and F
purpose of the Commission that its requirements for permanent registration
on netional securities exchanges of those securities which have been
admitted to temporary resistration would not have the effect of causing
any delistings but would in fact tend to encourage the permanent regis-
tration of those securities, The underlying thogght has been that, regarde
less of what the situation m;y have been in tﬁg past as to the transaction
of business on the exchangeé, it is desirabie to keep, for securities which
have already been listed, the free and open market provided by the exchanges,
One major objective ef the Securities lixchange Act is the preventiqn of
practices which have caused criticism of the exchanges and the limitation
of the exchanges to the performance of their functions in furnishing an

open market,  If the accomplislment cf this objective may be anticipated, -

1
L

I think no one would deny that it is general;y in the public interest that
securities which have heretofore beeﬁ oﬁ the exchanges should beconme
permanently registered so that trading on the exchanges may continuc after
July 1lst, iny course of action which unnecessarily results in failure to
secure regigtration of such securities, including any course ef action which
might impose unnecessary burdens in connection with registration, we think
would be an action opposed to the pubiic intérest. Therefore, in the prepa=-
ration of Form 10 and the accompanying instruction bool, the Commission has
availed itself freely of the opportunity to consult with cerporation
executives, with leaders in the accounting and legal professions, and with
reprosentatives of the exchanges, I think it is correct to say that the
recention which has been given to Form 10 indicates that the requirements

€

are not considetred unreasonable or unnccessary, {

As to the new form for registration under the Securities Act of securie

"ties issued by going concerns, the Cormission adopted much the same course
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of procedure that it did in the preparation of Form 10, The actual drafting
of the requirements was done very largely by a comnittee embodying experience
gained by its members in the work of one of the leading investment services,
in the analysis of securities for an investment banking house, and in the
experiencé and studies of a member of the faculty of Harvard Business School,
Bffort has been made as far as possible to make the accounting requirements
fcr registration of securities of going concerns under the Securities Act
consistent vith those for the registration of securities on the emchanges,
The same free use of the criticism and suggestions which could be offered
by experts not on the staff of the Comrission has been made., .‘e believe
that e have accomplished a substantial reduction in the amount of time and
expense which will be reguired in furnishing the information for registration
under the fecurities Act and that the infurmation which is called for is that
which has a real bearing on the questicn of the merit of the offering,

I should like to point out that the Commission has cerefully avoided
requiring uniformity e¢f accounting either as to matters of classification
or as te matters of principle. It has provided for a degree of uniformity
in methods of reportinz the results of business opcrations and the financial
condition of the business, but cven here its requirements are not rigid,
Let me read you from the instructions issued with Form 10, the followings
) "Me registrant may file statenents and schedules in such

form, order and using such generclly accepted terminology,

as will best indicate their significance and character in

the light of the instructions,”
and further from the same form let me quote a pararraph:

"If any change in accounting principle or practice has been

-made during the period covered by the profit and loss state-

ments and such change substantially affects proper comparison

with the preceding accounting period, give the necessary

o
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explanation in a note attached to the balance sheet or

profit and loss stetement and referred to therein,”

Those who asked me to speak here This evening have submitted a list
of questions with the request that those questions be answerods . Before
I go into the specific questions which have been submitted, I feel that
I should comment upon and explain a rule of the Commission which has just
been amended, which rule in'its original form- caused a great deal of con=
fusion and misunderstanding, As I read the questions which were submittec
to me, it became apparent that a great many of thom grew out of that rule
. and the misunderstanding to which I have roferred. Section 13 of the
Jecurities Exchange Act desls with the filing of roports with exchangos
and with the Commission as referred to in two paragraphs of that section,
The important parts of the section, for the purpose of the present discuse
sion, are those which state the general character of the reports which the
Comnission may require to be filed with the erchanges and with it., The
Commission may require such information and documents as are necessary to
keep reasonably current the information and documents filed in the appli-
cations for registration and it may require the filing also of such amnual
and quarterly reports as it mey prescribe. No direct requirement dealing
with these matters has been made, but the Commission did issuve vhat was
knovm as Rule KCl, which, in its original form, read as follows:

"Reports by issuvers of securities registered under Rule JEi,

Every security registered purswent to Rule JZ1 (which was

the rule providing fer temporar& registration) and +the

issuer thereof shall be exempt from the provisions of Section
13 upon condition that the issuer mails to the ‘exchange and,
in triplicate, to the Commission copies of all reports and

financial statements which are made. available to security

~t

*
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holders and/or the exchange at ‘the time thoy are  so made available,”

Rule KCi'in éhe form which I have just quoted was commonly and erron- ° °
eously understood to require issuers‘having securitiés temporarily reéis-
tered to file vith the Commission copies of all reports and financial state=~
éents which were made “aveailable to security holders or to the exchange.
Actﬁaily, that was not the effect of the rule, The rule was issuedtin.
anticip;tioniof requiroments being promulgated under Section 13 to which
I have referred, and pro?ided, as you will have hoted, that if issuers
filéd with the Commission the reports and statements ¢overed by KC1l they
would be exempt during the period of temporary registration from.Section 13,
But no requirements have been made under Section 13 and consequently “there
heve been no requirements from which the filing of information aunder Rule
KCl could exempt an issver, "

Rule KCl, as I have said, was emended by the Commissien yesterday, so
that it noiwr :?ads as follows:

"Exemption of securities registered pursuant te Rule JEL

and issuers thercof from Section 13. Hotwithebanding any

provisions contained in applications fer registratioh on
Form 2, every security registercd pursuant to Rule JE1 and
" tﬁe issuer thereof shall beiexempt from- the provisions of
Section 13 for the duration of the peried of temporary
registration of such %ecurity." '

Under the amended form of Rule KCl there is no longer any doubt that
the rule does not require that reports %nd statements furhished te stocke
holders be filed with the Commissior in the cases of sécuritiés'%hich aro‘
temporarily fégistered. Ruie KCl in its éﬁended fo?m else overrides & bro-
vigion in the applicatiéné for tempor;ry registration on Form 2 whereby

igsuers in substance have agreed to conform vith the requirements of the 6ld
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Rule KCl, In addition to pointing out the clarification of Rule XCl, I might
also say that Rule JF4 has been amended so that the exchanges are no longer
required to file with the Commission annual reports and other statements of
issuers whose securities are admitted to unlisted trading privileges.

The Cormission has not yet issued its regulations geverning permanont
registrations on Ferm 10 and on the other forms which are contemplated, and
therefore there are now no requirements for the filing ef reports or other
information by issueré whese securities become pormanently registereds The
Commission, ef course, contemplates providing for periodic financial reports
under Section 13, ~.ith the clear understanding that I am net in a pésition'
te express fer the Commission its view en this subject, I think I may say
that members of the Commission understand quite clearly that te require by
rule er regulatien, assuming that such pewer exists, that reports which are
furnished %o stockholders be filed with it, might result either in corporatior
concluding that they could not safely furnish to stockholders agyything less
than the full information required by Form 10, er by such form of annual
report based on Form 10 as the Commission may prescribe under Section 13,
or that those ressponsible might expose themselves to liability . .
under Section 18 if they omitted from reports to stockhelders information
required in the registration statement or in other reperts to be filed under
Section 13,

Bear in mind that liabilities for misleading statements under the
Securities Exchange Act arise only with respect to statements in any
epplication, report or decument filed pursuant to the Act or to any rule
or}regulation thercunder, It seems clear to me, therefore, that, unless
the Commissien has in effect a rule which requires that reports which are

furnished to stockholders be filed with it, no liability can arise under the

»
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Act on account of §ﬁdhlreports to ‘stockholders, This may be -clearer
if I meke a comparison with requirements under the Securities Act
of 1933, As‘you know, that Act requires not only that a registration
statement Bé filed with the Commission, but alsé that a prospectus
relating t¢ that statement be furnished t6 the prospectite investor.
The Exchange ‘Act, however, requirés onlyithe f£iling of certain state=
nments and fepdrts with the Cormission, It does not have a further
requireménﬁ for the actudl delivery to investors of any reports or
documerits relating to theé statoments or reports so filed. Uader the
Securities Act liability arises both upon the registration statcw
ment and upon the prespoctus; under the Exchange Act liability arises’
only upon-the statements required to be filed with-the Corimission.
Irrespective of any question as to- the Céﬁmiséioh;s right to require
by rule or regulatien thet reports which are made +0- stockholdors
be filed with it, I think that sound administrative policy obviously
would indicate that such reperts be not roquired to be filed with it
by rule or rezulation until the Comnmission should have determined
either that those repcrts must' contain all er substantially all of the
information which mizht be required in reperts prepared for filing
/under the provisions cf Section 13, or that those who issue a more
abbreviated report would not be exposed to liability under Section
18 because of the use of a more condensed Iform. :

I think that what I have said makés it unnecessary to teke
up the considerable list of individual questions which have been
submitted %o me regarding what materiel should be included or might
be omitbed ‘from reports to stoekholders. The gemeral question preceding

the 'statement of the specific inquiries was:
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"Regardless of whether the liabilities of directors and
independent accountants are considered to exist under the
specific provisions of the Securities Exchange Act or
whether only the common law liability is deemed to.apply
in the case of ammual reports to stockholders, does the
fact that certain specific information-is required to be
filed with the Commission under Form 10 of the regulations
recently issued by the Securities and Exchange Ccmmission
enlarge the scope cf the informetion that should be furnished to
stockholders}"

It is my understanding that the common law liability is not affected
by the Securities Exchange Act. I think it is clear that there is no
liability under the Act as matters stand now with reference to reports
to stockholders, If I am correct as to both of these, the answer
would be that the scope of the information that should be furnished
to stockholders has not been enlarged. Understand that I am answer~
ing this question only with reference to the situation created by the
Securities Exchange Act, I do not mean to be understood as saying
that I think that reports which have actually been furnished to
stockholders have always been what.they should,

I think we may turn now to more specific questions which have

been asked,

The first of these relates to the provision in reference to

Form 10 that the information called for in that -form is a minimum
requirement to which the registrant may add such further infermation
as will contribute to an understanding of its financial condition and

operations, First the question is asked whether the use. of the word
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"may" conveys thét the diéclosure of additional information is optionalh
to the registrant,” The answer to that, as far as any requirement
of the Cormission is concerned, is "Yes". The disclosure of addi-
tionel information is optional to the registrant, It is true that,
aside from any requirement of the Commission, there may be instances
in which it is necessary to furnish further information in order
that that which has been given in response to the requirements of
Form ‘10 is not misleading, I do not think that there should be any
substantial difficulty in determining in most cases whether er net
additionai'information'oughﬁ to be givene It will usually be only -
that infgrmation which is clearly material, énd I should say that
if the registrant adopts the attitude that it wishes to give the
information which is material rather than the attitude that it wishes™
to give as little information as it can and meet the technical
requirements of registration, it éhquld encounter no serious difficulty.

The question 1s then asked ﬁhetﬂeg, if tﬁe.fegistééﬁt 50
interprets the phraseology, it will be protected ﬁndef the Securities
Exchange Act assuming‘thét it has in gcod faith furnished in satise
factory furm and content all of the iﬁformation specifie& by the
Commission in the registration form, cr must ;ther materizl facts
be discloséd, such as thosc which I will meution, I do not know
whether the frauers of this question meant tc alter its substauce by
meking the reference to the néceséi;y of including other material
facts or ﬁdt. The first specific qqestion with reference to this
is whether the registrant ;hgdld show a surplus arising from dona-
tions by a bareﬁt cbméany or Sy stockholders, I think there is no

necessity”of showing more as te éurplus than the fcrm requires; that is,
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if the registrant has on its books separate balances in several
surplus accounts those separate accounts should be carried forward
in the registration statement, If it docs not have on its books
separate balances but carries ali of its surplus in one account, all
that it will be expected‘to do is to utilize that account fdr the
opening balance and furnish an analysis for the year covered by
the profit and loss statement, You will bear in mind in connection
with this, however, that Form 10 calls for the submission of certain
supplemental financial information dealing with investment, property
plant and equipment, intangible assets, restatements of capital stock,
and writing off of bond discouné and expense ahead of the regular
amortization program, This requirement will undoubtedly result in
many cases in the registrant showing much‘that is important regarding
the histery #f the surplus account,

The next quostion is whether the registrant sﬂould disclose,
in addition to the information called fer by the form, write-offs
of operating deficits in pricr years, I assume that reference is
intended here to write-offs against other accounts than earned
surplus, and I think'ﬁhe answer which I have just made covers the
answer to this question alse, )

Another éuestion dealing with whether or not additional infor-
mation should be furnished has to do with the existence of large
amounts of abandoned or obsolete property no 1ong9? used or useful
which have not been eliminated from the property, ilant and eguip~
ment account of the registranﬁ.i'l tﬂink nd alleinclusive aﬁswer ean
be givgn to that question. If reserves are adequate to take care

<

of depreciation in used and useful property and in addition to absorb



- 1]l -

the loss which would be accounted for by writing off the abandoned
or obsolete property, I should say that the importance of showing
the'existenée of such property would be much less than if reserves
were not adequate, I think also that something will depend upon the
type of business and the relative importance of the accuracy of a fixed
capital statement to the investor. You will remember that the ques~
tion related to "large amounts" of such property. No one could say
as a general thing that the fact that sich large amounts exist need
not be shovm, and certainly if they are of such magnitude as %o
appear to the registrant natters of importance they should be reperted.

The fourth.qﬁestibn having to do with the general topic of
furnishing information not called for by the form relates to trans-
actions which would require disclosure in accordance with the rsquire-
ments of item 34, which is the historical survey to vhich I have refer-
red, except for the fact that they occurred—prior to January 1, 1925
and the specific question is whether the fact that the existence of
these traﬁsactions prior to January 1, 1925 was known to the person
certifying'éé the answers to item 34 iwould have auny bearing with respect
to the answer to this question. As a general matter, I do net think
that it is necessary to report any of the sort of information called
for by item 34 for any period prior to January 1, 1925, although I
have nc doubt that hypothetical cases might be set up and possibly
some actual ceses, in which the history of these accounts prior te
January 1, 1925 might be of such significance to the investor that
additional information should be furnisied, I believe, however, that

such cases would be quite exceptional and that the general answer te
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the question is that there is no necessiéy of reporting as to these
accounts more than is called for by item 34,

The next question asked I will read to you as it was presented
to me: |
"The instructions accompanying Form 10 with respect to
the 'Supplemental Financial Infermation! (par, 8547-34)
provide that the answers may be certified either by (a)
the board of directors through its authorized agent or
(b) the chief accounting officer of the registrant company
or (¢) independent public or independent certifiod public
accountants, Assume that in accordance with these instruc-
tions the answers are prepared and certified by the chief
accounting officer of the registrant and that the answers
as thus prepared are later found to be false or misleading
with respect to a material fact but that the directors and
other officers of the company at the time of filing had nc
knowrledge of the fact that the answers were false or mis-
leading. Under such circﬁmstances could the directors or
other officers be held liable under the Securities Exchange

Ack?"



- 13 =

I do nét feel firepe.red to give a definite answer to this question but I
direct your attention ‘to the fact that under Section 18 of the Aot the
1i§.bili‘(;ie_s for false or misleading information arise ™unless the person
sued shall prove that he acted in good faith and had no knowledge that
such ‘statement vms false or‘misleading." This section refers, among
other things, to the liability of persons (such as directors) who csause
statements to be made. The answer to the question, therefore, really
depends upon the proof that the directors are able to make. If, under
the recognized standards of the common law, they acted in good faith
without knowledge of the falsity or misleading character of the state-
ment and can so prove, I am sure that they would not be liable, I think
that attorneys will agree with me that, under the standards of the
common law, it would be only in the most exceptional ocase that 'a director
who relied in good f;a.i’ch upon such statements prepared by the controller
or other chief accounting officer would be charged with knowledge of
facts that he did not actually imow. Or, to'put it more plainly, I think
tha*t? if directors or officers who took such nction in good faith would
be held liabtle in any case, it would be oiriy in a very exceptional one
involving gross negligence on their part,

The next éuestion to which an ansver is sought is illustrated
by the fcllowing assumed state of facts: X company!s total sales for
the year 1934 weré 31,000,000, Sales of {900,000 were made under
privete brand to one customer, which customer is still purchasing sub-
sta.n'biall}; the same amount “of goods, The question seems directed
toward the extent of. disclosure required under the Securities E:zchange

Act by the use in that ict of the words "or misleading with respect to
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any material fact" as compared with the language of the Securities
sot which reads, "or omitted to state a material fact required to be

stated therein or necessary ta make the statements therein not mis~ .

leading". Specifically the question is: "Does the Securities Exchange
.ct of 1934 provide only that the material facts stated be not mislead-
ing or, like the Securities .ict of 1933, must therc be no omission of
material facts?" Of course, the Exchange .ct lacks the provision
imposing liability for omissions of facts }equired to be stated by the
Asct or the rules of the Commission, but with respect to omissions to
‘state a material fact necessary to make the statements made not mis~
leading, I believe thers is no substantial difference in the provisions
of the two laws. The substance of the standards provided in both acts
is that a half truth should not be told., In other words, if, under the
Securitics ..ct, it appeared. necessary to statc something in order that
the statements made in response to the requirements of the Commission
should not be misleading, I believe the same necessity would exist
under the Exchange .iot,

In the specific instance cited, which has %o do with a sub-
stantial part of a eoncern's gross sales being made to one customer,
I direct your attention to the fact that the instructi-sns with refer-
ence to item 41 of Form ..=2, which has to deal with information as to
material contracts under the Securities Lct, state "any contract for
the purchase or sale of current assots for a consideration loss than
3% of net salos as shown by the registrant!s latest profit and loss
stgtement for an annual period filed with the registration statement,

or, if a consolidated statement is filed, in the latest consolidated
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statement for such period so filed," is to be deemed to have been made
in the ordinary course of business. This leaves open the question as
o whether contracts for sales in excess of 3% of net sales arc made in
the ordinary course of business and whether, under the Securities .ict,
they might therefore have to be summarized as required by item 41 of -
Form A=2, Not every material contract is required to be summarized but
only certain material contracts not made in the ordinary course of
business, The standard of the Exchange /ict is not the same., Under
that Act only material bonus and profit-sharing, management and service
contracts, are called for.

The question really is whether it would be necessary to qualify
the financial statements by reference to a statement of the situation,
or to item 41 in the case of registration under the Securities Act.

If it would appear necessary to qualilly the financial statements in a
registration under the Securities ict, then I believe the state-
ments should be qualified. in & registration under the Exchange Act,
fAssuming that there is no contract covering these sales, there would
still be the question as to whether thc financial sbatements should

be qualified in either case, Personally I think that in as extreme
e case as the ono cited it weuld always be well to qualify the financial
statements, although I bslieve that necessity fer qualification might
bo.affected by the position of the issuer in the business, by the keen-
ness of competition, by the extent to which patents enable the issuer
to control his market. I think no one can express a general opinion
as to whether the financial statements ought to be qualifiod.in every
such case, Ce?tainly the safer policy would to meke the qualification.

As extreme a case as that cited in the question would, I think, un-
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doubtedly be brought out by the answer to item 11 of Form 10, which
calls for a brief description of the general character of the busiw
ness, Having in mind the question asked by item 11 and that, in fact,
financial statements might be misleading which were not qualified by
reference to the condition in question, I should say that the regis-
trant ought not to omit reference to the situation,

The next question directs attention to the fact that the
Securities Exchange Act affords remedies both to sellers and purchasers
of securities who have sold or purchased the securities in reliance upon
a false er misleading statement, The question is whether, where
directors in good faith have adepted a policy which they believe to
the best interests of stockholders and have.been actuated by no ulterior
motives but where that policy has been ultra-conservative with reference,
for instance, to such items as provisicn fer depreciation, provision for
bad debt losses, and provision for inventory losses, the directors and
independent accountants (unless they teke definite exceptien to such
policies) would be subject to the liabilities provided by the Act,
Here again we have a question which is se broad that I doubt if it can
be answered flatly. In a given case the policy may be so couservative
as to amount to a substantial misstatement of financial condition or of
results of operation, or it may be conservative only within such limits
as ~jould ordinarily indicate that the officers and directors of the
corporation viere merely following orudent practices., I think the best
ansver that can be given is that, if the ultro-conservetive accounting
policies materially affect the financial statements, the policies
followed should be clearly stated and the fact that they affect the

finencial statements should be brought out., I do not thirk that such

1



qualificabtions should be limited only to those cases in which independent
accountants might feel justified in taking definite exception to the
policies, Let me illustrate. In public utility accounting it is common
practice to make provision for retirement of property on a basis which
falls far short of accepted deprcciation accounting in industry gonerally.
I do not regard it as the accountant's duty to take exception to that
policy. I believe he should state what the policy has been and the
nature of the effect which that policy has upon the financial statements,
If the policy has been ultra~comscrvative, on the obther hand, I think
the accountant should likewise state the policy and the nature of its
effects, In making this general answer I am not prepared to say that
there may not bc cases so extreme that the accountant should definitely
take exception to the practice followed. I am merely trying to indicate
that in my opinion the fact that ultra~conservative accounting policles
have been followed and the nabture of the effects flowing therefrom
should be stated just as should be done if a policy which was not
sufficiently conservative vith reference to accounting for depreciation
had been followed,

Form 10 provides for the furnishing in the application proper
of certain schedules, such as schedules dealing with funded debt of the
registrant and funded debt of subsidiaries included in the consolidated
balance sheets The question is whether it should be nndersteod that
independent accountants should cﬁrtify to such schedules, There are
no specific instructions dealing with this subject in commection with
Form 10, We have, however, similar schedules provided in Form Ae2

for registration under the Securities Act, In both forms these schedules
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are really in support of the balance sheet and in the instructions on

the use of Form A~-2 it is provided that "the certificate of the account-
ant or accounbants shall be applicable to the matter in the r?gistration
statement proper to which a reference is ;equired on the balance §heet."
Referengevto the schedules in question is required on the bglancenshegt
both in the use of Form ;-2 and in the use of Form 10, although the
insbruections as Yo covering the schedulocs by the certificate are lacking
in comnection with Form 10, The instructions qught ‘o fe the same on
both forms and the schedules in support of the finencial statemonts -
should be certified by the independent accountants. This includes

those schedules which are included in the body of the form and those
schodules which are covered in connecticn with the instructioﬁs as to
financial statoments,

The next question in subsbtance may be stated as follows:
Corperation A constructed a building in 1928 at a cost of GSQOQQ,OOOS
Its balance sheet correctly shows the cost of the buildings The build-
ing today may not be worth a million dollars. That would be the obligaw
tion to disclose the faect that the value at which the fixed assets are
carried 1s in excess of present valus, provided that the balance sheet
states the basis on which the assct is carriecd? I would say that if
the balence sheet shows correctly that the building is carried at cost
and if the income statements correctly ref}eot the decline in earnings
which has probably ac¢ompanicd the declinﬁ.in vglue,'all the disclosure
contemplated by the Act had been made unless there are circumstances
not included within the question., As to fixed assets, I do not think

that a balence sheet may properly nor practically attempt tc reflect



- 10 -

current values, Anyone who would attempt to have a balance sheet from
vear to year reflect the value of fixcd assets must indulge in conjecture,
must be constantly changing the statement of his fixed capital accounts,
and I should say must run a substantial risk of making misleading statew
ments. If the extreme case which I have cited were the typical case, it
might appear that the registrant should assume some duty of expressly
notifying the publie that in its judgment values had declined, but if it
is to be expected to assume such a duty I do not xnow whore the line
would be drawn. It might even follow that, if in the judgment of the
registrant's directcrs, values had increased abecve the ¢ost, they would
be ebliged to so state, Iy cpinion is that nothing of This sort was
intended, that we must recognize the limitations on financial sbatemonts,
and that there is no ebligation on the registrant or its officers or
directors to express their opinion on the question of walue in such
cases, Their obligation is to show the basis on which the company has
done its accounting and not to attempt to adjust each financial sbate-
ment, either on its face or by means of accompanying statements, to
changes in current value,

The next question has to do with the situation of a corporation
having fixed assets of a ledger value of $25,000,000, of which
$5,000,000 represents investment in plants not now used and which will
not te required until business conditions show a material improvement.
Is it necessary that this condition be stated? While I telieve that
in most instances the accompanying statement of income is normally
sufficient to prevent e statement which does not diroct specific atten-

tion to the facts quoted from being misleading, it may be that under
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item 11 of Form 10 such information should be furnighed. I am inclined
-to the belief that the registrant would do best to state the situation
. in his response to item'1ll, or it might be stated in some instances in
response to item 12, which has to do with the general character and
location of principal plantse I have no difficulty in thinking of
oases where I beliove that facts analogous to these stated in the
question would be so decidedly material that failure to state them -
wolild be misleading., For: instance, I kiow a street railway company which
has abandoned the use of tracks and street cars almost entirely and has
turned to busses. Ibs income account has not been very seriously
affected by the change, It is possible that it might returrn to street
railway operation under more favorable conditions, as the present situa-
tion is largely the resulb of ruinous taxicab competition. It is true
that in such a case item 11 would develop thc material information but
even if jtem 11 were not in the form, it secms to me that such a street
railway could not think of registering vithout making a disclosurc of
the facts, Vhile my answer is, thercfore, that in a great many cases
I do not believe that disclosure is neccssary, I misk recognize that
there will be cases where the failure to make disclosure would be
serious,

The next. question reldates to a corporation which has an invest-
ment of 15,000,000 in fixed assets, of which 5,000,000 representg
a plant used. in a department that shows a loss for the year, 1Is
this material information that should be disclosed in the mbtatement?
-1 do not regard it as such. . It is true that if that same.plant wore

owned by an uncolsclidatgd.subsidiary, the balance sheet ‘and results’
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of ope}'ation of that subsidiary would have to be separately disclosed,
There is no requirement in the form, however, for such disclgsure in
oaselthe plant is owmed by the registrant or by a consolidated subsi-
diary. Here again I think one can anticipate that there may be situa-
tions where disclosurc should be made. If the loss has teen due %o
changes in the industry which meke the plant in question unable to
keep its place and show a profit, I should thinlz that fact should be
shown, For instance, there have been recent developments in the steel
industry which have made properties obsoletc and, I should assume,
have caused large plants to operate at a loss bocause they could not
meot the competition of more modern methods. Here the problem is not
merely that of bridging a period of depression but of being permanently
out of the field unless new equipment and new methods are adopted,

We come next to a question wihich has no accounting significgnco.
The question is: Under what conditions does the Comnission pormit
securities to be withdrawn from listing? The answer ié that there have
been no cases involving questions of policy which have had tc be decided,
The only questions presented so far heve boen procedural ones. Ccn-
Sequently I am not able to outline for you anything as to the Coumission's
epinion regarding the conditions under which securities may be withdrawn
from 1listing where any real issue is raised in connecticn with an applica=-
tio‘z_l for withdrawal.

The next question ig,.in substance, whether the definition of an
exchange as included in the Act includes over-the-counter transactions.
Obviously it was not intended to.do so and I think it does note. Tt

is true that there may be borderline casos in which it is hard to state
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whether the characteristics of an exchange are or are not.present. In
such cases the answer probably cannot be obtained by applying any
single form.

Coming back now to questions dealing with accounting, wo
hgve this one. Many companies maintain a system of internal check but
no staff of internal auditors. The Commission's regulations provide
that accountants may give due woight to an intermal system of audit
regularly maintained by means of auditors employed on the registrant!s
own staffe The queétion ig: May accountants give due weight to a
system of internal check where no staff of internal auditors is
cmployed? I do not know what "due weight" would be in such a case
and consequently I camnot definitely enswer the question. It may be
answered in part by the instructions as to the accountants! certificate
in connection with Form 10. The language is: "Nothing in these
instructions shall e construed to imply authority for the omission
of any procedure which independent public accoun’cgn'bs would ordinarily
employ in the course of a regular annual audit." I do not suppose
that any two firms of accountants would have the same definition of
the words "due weight" as applied to a system of inbtermal check, I
think the question is one of what constitutes due weight to be given
to a system of internal check rather than whether or not any weight
may be given to such a system,

The question is noxt asked what constitutos nonerecurring
income within the meaning of the regulations, and cerbain specific
questions to which I will latcr refer are asked in comnoction with it.

I cannot attempt a comprehensive definition of what constitutes non-
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recurring income. My conception of the term, however, is that it was
moant to include items which might be passed through the income account
but which I think would generally be more properly entered directly in
the surplus account, Such items would inelude p}ofits on sale of
capital assets and profits on sale of the corporationt!s ovm securities,
This statement of my opinion is concurred in by the Commission. I
would not elassify as non~recurring income'income which had been
received in the ordinary course of business from a customor, even
though a very large custemer had been lost,

We come now to the specific questionse. The first: Utility
A suffercd a rate reduction in September 1934, Must this fact be dis-
closcd by the independent public accountants or by the registrant? I
should say that there is no obligation on the independent accountants
with reference to such a situation, Vhether there is an obligation
on the registrant I think depends om the circumstances, Many rate
rcductions are made in the ordinary course of business, The fact that
they may have been made by order of public authority dees not in my
opinion alter that fact, Many such reductions are overcome by increas-
ing business, I think clearly there is a class of rate reductions to
which attention would not need to be called, On the other hand, there
may be rate reductions of so scrious a character that they are likely
to have g substantial effcet upon the securities of the company.
There is no absolute test that I know of that car be set up for such
cases and I think a good policy would be for the registrant to adopt
a liberal oonstruction of its obligation to make disclosure and to
make such disclosure even though in an individual case the clear

necessity therefor might not appear.
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The next question I can only aunswor in about the same way.

This relates to the case where a customcr was lost at the end of
November 1934, which customer!s purchases {rom the registrant amounted
to 304 of its total sales and vielded a margin of gross profit com-
mensurate with that of. the cher business of the registrant,

The next question deals with the obligation to make a dis-
closure which would probably enhance the value of the sceurities,
Company X operates a gold mine, It has struck a now vein which will
greatly increase the vroductivity of tﬁe mins, Should disclosure of
this be made? I would say that ordinarily such disclosure should be
made if there had been sufficient exploration so that it had been
determined that the productivity of the mine would be greatly in-
creaseds It 1s probable that the eloment of good faith would be
involved here. If the information were withheld and, following that,
insiders used the information to their own advantage, it may very well
be that liability would arise from failure to make the disclosure. On
the other hand, if thc information werc withheld in good faith rather
from a desire not to masnify unduly thc prospects of the company thaam
from Any sinister motive, I would question whether therc would be any
liability,

Next we turn to the instructions dealing with the disclosure
of defaults in principal, inbterest, or sinking fund provisions. The
question is: Is it intended that default in other specific covenants
need nct be disclosed? In answering this I should like first of all
to call your attention to the techmical nature of many defaulits and

the fact that to stgte whether such defaults exist often calls for
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eonclusions of law, It was not the intention of th; Commission to
provide that other defaults must be disclosed, The quostion in the
form has reference to the balapco sheet only and is cbviously intended
to elicit informatlon only as to such defaults as to which failure of
disclosure might make the balance sheet misleading, Tho instruction

is that the facts and amounts with respect to any default in principal,
interest, or sinking fund provisions shall be stated in a balance
sheet note if not shown in the balance shect,

In connection with the next question & nurber of illustrative
cases were cited and the quest;on raised as to whethor or not certain
ocorporations are subsidiaries of othor corporations for the purpose
of item 10, I think I oan give a general answer to this, Tho ques=~
tion of whether a corporation is or is noct "conbrolled by" ancther is
not entirely answered on any vercentage basis, There there is a
clear majority cf voting stock of cne corporation owned directly or
indirectly by another, I suould say that it would be a very unusual
case in whioh there was not actual conbrol, but Thero may be actual
control in many cases accqmpgnying only a minority stock holding.

The question is not how large a percentage of the stock is held but
whether there is actual oontrol. In all thosc cases wher> control
may be associated with the ownership of é'minority interest in votiné
stock, thé answer must be based upon the realities cf the situation
and no general answer to hypothetical guestiéﬁs‘can be givéh. For
determining the necessity of furnishipg financial statemﬁnﬁs under
Form 10, an&,also uwnder A=2, the test'is the ownership of more than

half of the-shares of stock mormally entitled to vote,
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The next question is ome witﬁfreference to which I think Form 10
is not entirely clear. The question is stated as fqllpws:

"Many corporations have types of operations which are merely

incidental to their principal business and ‘the cost ef such

operations is often charged to clearing accounts, from which

it is distributed te primary sperating accounts on some

proper basis, An example cf the foregeing would be the

automobile expense of a public utility eperating company.

Such expense, of course, would include elements ef mainten~

ance, depreciation and tarxes, Under the foregoing conditions,

is it necessary to attempt to break down both the character

of the sost and the distribution *thereof to primary accounts

for the purpose of complying with Schedule VIII accompanying

the financial statements?"
I direct your attention to the difference between Schedule VIII of Form
A~2 and Schedule VIII of Form 10, both of which deal with the same sub=
ject matter, which is the distribution of the total charges for meinten-
ance and repairs, depreciation, depletion, and amertization, property
taxes, management and service contract fees, and rents and royalties.
In Form 10, as to each of these major classes, it is required that there
be shown the amount charged to costs, the amount charged t» profit and
less, and the amount charged te other accounts, naming the accounts and
specifying the amounts. In Ferm A-2, the distribution is among the
emounts charged to cests, the ameunts charged te profit and loss, and
the emounts charged to c¢ther accgunts, without specifying as te each
account the ameunts eharged, It is my understanding that Form A-2 would
be complied with if the total charged to such clearing agceunts as those

for automobile expense were shown without any further distribution., It
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is not s0 clear that such an answer woul@ meet the requirements of Form
10. This may be a defect in Form 10, as A~2, I think, contains all that
the Commission considers essential in this respect.

The next questions asked involve the Comgission’s interpretation
of the exemvtion from the registration requirements of the Securities
Act provided by Section 77 B of the Bankruptey Acte I shall take up
together the problems involved in soliciting consents to a plan of
reorganization under Section 77 B as well as those involved in a solic-
itation of deposits'in connection with such a plan. This question %s
one which has given rise to considerable difficulty and is strictly a
matter of legal interpretation upon which I am not fully gqualified to
speaks, The exemption afforded by paragraph (h) of Section 77 B of the
Bankruptey Act is believed, with cerbain irmaterial exceptions, to
apply only to securities issued subsequent to a court!s confirmestion
of a plan of reorganization, and since a certificate of deposit normelly
is a security within the meaning of the Securities Act, the exemption
is, therefore, not applicable, generally speaking, to certificates of
deposit which are offered prior to such confirmation of a plan.

Before a plan may be proposed to the court in 77 B proceedings,
it must have been proposed by the debtor or approved by a certain per-
centage of the debtor corporation's creditors and security holders.
Confirmation of a plan which has been proposed to the court in accord<
ance with this Section is conditioned upon the acceptance thereof by o
larger percentage of creditors and security holders.

Assuming that a plan of reorganization meets the requirements of
paragraph (b) of Section 77 B, I understani that Judge Burns, Genersl

Counsel to the Commission, has stated as his opinion:
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l, That a reorganlzatlon cormittee may solicit from
creditors and stockholders by mail or by use of inter-
state commerce, approvals of a plan necessary in order
to autherize its propoesal to ihe court pursuant to para-~
craph (d) of Section 77 B, without there being in effect
any registration statement in conmection ﬁith the plan
or the securities of thé ﬁew company to be issued there=
under., ,

2, That similarly no regisvration statement is required
prior to the solicitation of acceptancesof such a pro-
poséd plan pursuvant te the prcvisibnsnof paragraﬁh (e)
{1) of Section 77 B in order that such plan may be con-
firmed by —he coﬁrt in coaformivy with ‘the prévisions
of that paragraph.

Following out these cPinibns I understand thal the General Cousel
to the Commission has also rendered his opinion tha*, assuming a plan
of reerganization is ene which meets the requirements of paragraph (b)
of Secticn 77 B of the Bankruptey Acty the deposit of oubstanding
securities, or the presentation of the same for stamping, may be solic-
ited to evidence the appreval or acceptance of the plan by the security
helders, even though such solicitation takes place prior to confirmation
of the plan, provided:

(1) +<hat any general power of the reorganization committee

under the plan is or will be limited 50 the power, sub-
ject to the provrisions of Section 77 B, tc take such
steps and action as may be incidental {o the ocarrying
out of the plan in accordance with the provisions of

that Sectien;
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. (2) that holders of stamped or deposited securities will
not become liable individually, nor their sccurities
be subjected to amy lien, to pay any expenses or fees
in conngction with the reorganization, except to the
extent that the court may order payments to be made
cut of the debtor's assets in accordance with Section
77 B;_and

(3) that the offect of the deposit or stamping of securities

does not create any greater substantive rights, powers
_er obligations than those invelved in the giving of
_approvals or consents such as I have already outlined,

In other words, any receipts which may be issued prior to the court's
confirmation of the plan of reorganization proposed in conncctian with
Section 77 B proceedings do not need to be registered if, and only if,
their legal effectAis eguivalent solely ©to "approval" or "asceptance”
of a plan of reorganization in those proceedings,

The next question asled is as follows:

"In cases where propsrties are acquircd as an entirety

for a tetel ccnsideration payable either in cash or

sccuritiesait is, of course, impcssible for an acceunt-

ant to sogregate the amount of the total consideration

which may be applicable to tangible and intangible

properties., Under these conditions should the applicant
state either in his certifiocate or in the financial
)

statements that it is impessible to make such a segre=

(e

gt

gation?"
My answer to this question is, genmerally, Uyes™, I anticipate that in

some cases it may be difficult if not impossible for the accountant te
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determine whether or not gﬂx_parf‘éf<thefgurchase price was paid fqr
intangibles. I direct your atiention to notes on Schedule IV of the
instructions to Form 10, Schedule IV-is a “schedule ef ‘the changes
during the period in the- asset accounts for intangibles., The note is:
"fhere, in the accounts of the registrant, it is not practicable to
separate intangible assets from nroperty, plant and equipment, the
information here required may be included in Schedule II," Schedule
II is the schedule for property, plant and equipment. I recognize that
there will be a great many cases in which corporations have actually
expended money for the acquisition ef intangible assets where it will
be impracticable to identify the cost of such assets and the practical
"limitations are, I think, adequately recognized in the form.
The nest question is:

"In cases where a considerable number of cempanies are

involved as well as a very detailed classification of

property, plant and equipment, how much detail should be

presented in complying with SchedulerII_accompan&ing the

finaﬁcial statcments? In conmnecliion with the fégegoing

it should also be noted that in a'great:many instances

detailed classifications of properties shewn an the

cempany's records will be meaningless due ts the fact

that there are considerable amounts of unclassified

property acquisitions, ete. apd aiso to the fact th;%

retirements of preperties which were incfu&e&"in«such

" unclassified balances have bs&h creditod %A hhe primary
classified accounts rather than to the undistributed

balances previcusly referred to,"
o
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It is not intended that Schedule II should be answered with reference
to a very detailed subdivision of property. For instance, in the case
of public utilities it would be ;uffidient to shew the primary accounts
of generation, transmission, distribution, etc., and a corresponding
degree of subdivision should be sufficient in the case of other companies,
Where there are unclassified balances on the compahy'!s books, it will
often be impracticable to break them dovm by primary accounts, and in
that cvent the unclassified balance should be carried into Schedule II
as such. I agree that where there are ccusiderable amounts of unclassi-
fied property any classification in Schedule II will bo necessarily
inadequate, both because the classification itself is not’ comprehensive
and because the cost of property retired may have becn charged to the
unclassified balance or to the primary classified accounts without
relatienship to whether the property actually revired was included
within the one' or the other, and in many cases without ihe possibility
of making such detcrmination.

The question is asked whether the exemptien which extends under
certain circumstances to the exchange of a company’S‘securitics with
those of its"own security holders, extends alsc to an exchange of the
securities of a wholly owned subsidiary with the holders of a company's
own securities. Section 3 (a).(9) of “he Securities Act provides an
oxomplion for “ény scourity oxehanged oy “he isyuer with its existing
security holders exclusively where no commission or other remuncration
is paid or given directly er indirectly for seliciting such exchange."
The answer to the’spe&ific‘quostion is "io".

The next gquestion has to deal with who is an independent acoountant

within the meaning of the Act. I am asked whether I would consider a

" public accountant independent if a momber of his family or a partner
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ovned a small block of the seé:urities of the registrant. I do not think
that an adequate snswer can be made to the question as framed, Perhaps
the best way %:o answer the guestion is to quote from a letter whioch was
sent by the Chief of the Sec;.uri“ties Division of the Federal Trade
Commission, at the time that that Commission administered the Act, te
a firm of accountants. I am quoting frem the 1ejbter:
" "™Jith respect to the question of stock mvriership, I do

not believe that this can be answered categerically

cither with regard to the amount of stock which may be

held or with regard to the persons by whom it may be

held. A nominal stock holding whioh obvicusly would

nct influence the judgment of an acccuntant, would not,

I beliove, affect the accountant's indepondence.

Certainly an empleye of a firm of accountants who has

ne conncetion with a particular client might held-con-

siderably mcre stock in that client.without affecting

the independence of the firm ef accountants than ceuld

a partner of the firm direotly in charge of the work

for that client, In any case, I believe that the steck

holdings of all persons, either pariners or employes,

.who are concerned with work for a particular client of

an accounting, firm, sh;uld be taken into ccns:txder,ation

and I de not believe that a firm can be dsemed indeperndent

if such stoock holdings in e{ny case, either.directly ar

indirectly, are more than nomine:l in ampunt."”
I would liko te direct your attention alse to a ohaage in Ferm A~2 from
what appeared in Form A-l which may be taken 'bo 1ndicate something of ..

what the Cemmission has in mind, a],thsugh it does no‘; answer the specific
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question, Item 50 of Form A-l provided that "If any statement contained
hersin purporting to have been prepared by an expert has been prepared
by a person who has any interest in or is te rcceive an interest in the
issuer as a payment fer such atatement or has been cr is employed by
the issuer or a subsidiary er affiliate thereof or has been empleyed
upon & oontingent basis, a full explanation of the circumstances,"
Item 44 éf Form A-2, in cslling for the cérresponding disclosure of
relationship, does not call fer a statement cf facts where the expert
has or 1s to receive any interest, but only where he has er is te
receive an lnterest of a substantial nature.

I think it weuld be clear that the mere holding of a small interest
does not destroy the independence ef the accountant or other expert but
there may be facts associated with such holding which will destroy his

independence for the purposes of cthe Acts,

Geo, C. Mathews
Illinois Society of Certified Public Acoountants

Januvary 18, 1935,



