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To intrcduce rmy talk this evening let me say, what at least some of
you knrow, that I am not an accountant. I cannot bring you a message with
any such authority as might attach tc the statements of one who professes
competency in the science of accounting. What krowledge of accounting I
have has been obtained by exposure to accounting discussions and to the ne-

cessity of forming unprofessional judgements rather thar by consistent and
organized study of the subject.

A layman whe volces his opinions on any technical subject or with ref-
erence te the application of standards by the memoers of a profession is
always in danger of getting beyond his depth and of merely exposing his ige~
rorance where re is most vocal in criticism. What I have to say this eve-
ning may offer no exception, vut whether or not you think that what I say in
criticism is sound, the relationshiy vetween your profession and the admin-
istration of the securities legislation is such that you are entitled to
have that criticism exrressed, even thougt you may not admit that it is valid.

I might 1limit myself tc a presentation of specifiec instances which
tave veen considered oy the Commission in connection with the application
of the program for regulation of the sale cf securities -~ and before I am
through I rlan vo oring to your attention a number of such instances in the
hore that I may leave with you some understanding of the Commission's atti-
tude and of the philosophy ~ if such it may be called -~ of its approach to
these accounting problems. But I think I should attempt to do more than
this., I t:1ink I should discuss with you some of the difficulties which
seer to be fundamerntal.

The Cormission, as you know, has not adopted general regulations govern-
ing accounting methods, FRather it has sought to attack each proolem as it
is rresented in an individual case., In this way, case by case, the Commission
has been sorting out what seem tec it improper accounting practices, secur-
ing correction of statements, ard criticising methods reflected in statvements,
This, I thirk, constitutes a movement in tne right direction. Some of the
leading accountants of the country report that already there has been a
considerable imprcvement and have urged the Commission to continue this pol-
iey of handling each problem as it arises in a particular case as opposed
to sdopting a set of general accounting rules. Many acccuntants, on the
other hand, have favored vhe formulation of general rules -- feeling that
such rules woull pe helpful to them and their clients.

Seection 19(a) of the Securities Act erpowers the Commission to pre~
scribe the items or details to be shown in the palance sheet and earnings
statement, and the methods to be followed in the preparation of accounts, in
the appraisal or valuation of assets and liabilities, in the determination of
depreciation and depletion, in the diiferentiation of recurring and non-re-
cu}ring income and as to certair other accounting matters. A similar pro-
vision in the Securities Exchange fct is contained irn Section 13(b}. Up to
the present the Commission has rot issued rules covering these matiers but
has tried to stake out its path by its handling of individual cases.

4 to general rules, I do not

Wwhether it may tecome necegsary to resor
necessary depends

koow. It seems to me that whether or not that will oecome
largely upon the members of your rrofession.
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I have often heard it sazid that accounting is not an exact science --
that general rules and przctices must be adapted to special cases, and that
to attempt to force accounting principles and forms of statement into an
unvariable course and form would retard progress and in many cases unfairly
ricture business results. It is not my purpose to deny that there are
dangers such as those indicated, but no layman can examine the hundreds of
statements which have been filed with the Commission withoui being impressed
with the lack of general acceptance of uniform principles in respects where
it would seem to him that fundamentals of accounting principle are invglved.
If an analogy may be drawn between accounting and engineering -- it is as
if engineers had no agreement on the required strength of foundations,
structural steel requirements for skyscrapers, or efficient design for
power plants,

"I think that 2 govermmental agercy should frame rules tc govern the
exercise of professional functions only when the need for such rules has
been shown to be of real public importance. Mere preference of the adminis-
trative agency for one method or form is not a sufficient reason for taking
the formulation of principles and practices out of the hands of the members
of a professicn, and where the profession gives evidence cf its capacity °
and willingness to develop znd ap.ply proper methods without evasion
or undue delay, it should bpe encouraged to take on the resronsibility. If
the profession fails in 1its puoliec duty to recognize and apply adequate
standards, I believe the agency whose duty it is toc administer laws such as
the Securities Act rust eventually move in.

It would be unfair nect to acknowledge the influence which the accounte
ing profession has hed in the improvement of conditions within its scope,
but it would be fatuous to assume that becausze the profession exists there
is no occasion to bve critical of results produced and no need of taking
stock of what remains to ve done.

It seems to me that we are cominyg to have a different conception of
the functions and responsibilities of puolic accountants, Perhaps it would
be vbetter to say that our conception of the function of the public account-
ant is becoming clearer.

Only a small part of what should be the public accountant®s responsi-
bility has been performed when he reviews the accounts of a company for
the purpose of assuring its management that it has accurate figures of fi-
nancial results and status, By no means has the complete resronsibility
ceen met when reports, adeguate for their purroses, are made to underwriters
of securities who stand between the enterprise and those investors whose
fupds give it life,

In the light of our securities laws, the accountant has a responsibil-
ity for financial information whick is important to the formation of an
opinion as to whether a security should be bought or sold. The success of
the application of the basic principle underlying the Securities Act, that
complete and fair disclosure of all material facts should be made, is de-
pendent on no one more than on the zccountant.
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- Granted that many pcorle are unicle to read statements and certifi-
catves intelligently, it seems tc me that the aim of the accounting profes-—
sion ‘should be to make those statements and certificates as clear and un-
ambiguous as their technical nature permits. Financial statements which
conform t¢ convention and custom 2re not adequate if, in fact, they serve
~to conceal -or f.1il to bring to light financial conditions 'or results which
an intelligent investor needs to krow in order to form a judgement, Cer-
tificates aré not adequate if they evade expression of opinion regarding
accounting practices whkich are not sound. I gquestion how far an accounte.
ant may, in-good conscience, resort to a multitude of notes attached to
statements to explain unsound, questionable, or irregular practices where
clarity of staterent and of opinion would oe vetter obtained by showing as
‘a part of the statements themselves, the adjustments necessary to bring
those statements irnto aecord with sound practice.

Zxyperience witli statements which have oeern filed under the Securities
Act clearly indicates to me tpnat the profession has a long way to go to
reet its full responsibility. In saying this I am not ignoring the many
excellent statements und certificates whkich have been furnished, nor do 'l
want to be understood 2s chargirg the profession generally with having
failed, nor of falling to recognize that many of its members have conscien-
tiously faced their duty in its broaaest sense, o

Nevertheless, I stand on the statement that the profession, by and
large, has a long wzy, to go. I think there are three or four principal
reasons why this is so.

In-the first place, the zccounting profession is bighly competitive.
Competition exists not only withia the ranks of those who have the status
of certified acccuntants., There is a large body of practitioners as well
who are not certified, which group shades down into a class who profess
competency in accounting but whose gualifications make their use of any
claim to bve accountants altogether improper, Even under the Securities
4ct we have had experience witl statements submitted on the authority of
practicing accountants wiich showed on their fzce the utter incompetence
of those who prepared them.

Accountancy has rot yet reached the point which the legal and medical pro-
fessions have attained, in wnick the practitioner must meet standards of
professional knowledge before he may undertake to practice. For exanmple,
under the Securities act, a public accountanti has the same status as a
ceriified puélic accountant, If he is ar accountant in public practice
and is independert of the issuer, he may certify financial statements with
all the authority of the vest firm of certified accountants in the country.
A@parentlyythe only determinations which the Commission may n?ke as to-his
qualifications are that he is independent, that he is in public practice,
and that he is an accountant. Who is, in fact; an accountant 1s not always
easy to determine. Probably the test woull have to be sufficiently'easy
so that individuals lacking a great deal in true professional qualifications
‘would come within' the term. ‘

What se2ms to me to bg a second reason why -accounting has not cone
closer to its goal is the fact that traditionally the services of American
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ruolic accountants have oseen rendered to the management as distinguished
from the investors. I do not mean that their werk has not in a great many
cases been of service to¢ investors, but generally they have been the repre-
sentatives or management rather than representatives of the investors,
charged with the responsicility of rerorting on what the management hus
accomplished, It may be very difficult to change this traditional relation-
ship. Where large numbers of security holders are widely scaitered, the
rroxy system of corporate government makes it questionable whether the
selection of auditors by the stockholders would oring about their genuine
independence of ranagenent, No single means of securing this independence
seems available. 1Its gradual accomplishment is probably a matter of tae
stimulation of professional consciousness, of continual effort from within
to raise the staindards of the profession, and of pressure by public autbor-
ity for the raintenance of high standards.

I have just indicated that the public accountant, though retained by
management, has a responsivility to investors and to the public generally,
I do not think that statement lays me open to the charge of being an ideal-
ist. It restson a very sound susiness pase. One of the most important as-
sets of tue public accountant, it seems to me, is his reputation for inde-
rendence. There is a neasure of puolic confideénce that, although he is
paid by the management, bis first loyalty will ve to the stendards of his
profession and to those who reaae the statements he prepares, Responsiole
accounting firms have worked consistertly and unceasingly to build and pro-
tect this asset of reputation »nd puvlic confidence. It seems clear that
the rublic accountart who compronises his independence, whether by sub-
servience to ranagerent or otherwise, not only injures his own reputation
but weakens public confidence in ithe indeperdence of accountants as a
class, and to that extent destroys one of the chief assets of the profession.

What seems to me to be 2 third reasorn why acéountancy has not more
nearly fulfilled its possibilities is the tendency to rely on precedent
and authority rather than on the scientific method. The competitive nature
of the profession and its traditional affiliation with management makes
the acceptance ot precedent cangerous. Perlaps when I come to a recital
of a few of the srecific problems which we have met, this danger will
appear more clearly. Accounting authority also seems to me to be surpris-
ingly lacking in critical analysis. 4s problems are presented to us, we
usually make 2 study of the accounting authorities. Results have ©Deen
disappointing, first, because there seems to be a complete lack of liter-
ature on many proolems, and, secopnd, vecause the authorities, even though
often differing among themselves, seem toc much inclined to state a rule
without giving the reader the benefit of the reasoning on which tiie conclusion
is based. The field for research in zccounting seems to me to be a huge
one. Practicing accountants should have a part in this researchk and col-
leges and universities shauld have a place in it comparable to. that which
they occupy in other fields.

The place which the Securities and Exchange Commission should take in
this research program has so far not been clearly marked. Up to the pres-
ent the Commission has developed its views largely by the case method.

In a few instarces resort has been had to stop orders to suspend the
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effectiveness of registration statements where accounting practices were
clearly in viclation of sound prirciples and erroneous in their portrayal
of conditioen and results. How far-the Commission must take the lead in
requiring the application of certain prirciyrles is a question about which
there may pe great diflerences of opinion. Much will depend upon wiat is
accomplished in other ways, but unless the professiocn of accountancy'

- moves forward consistently to develop principles and presentations with
a view to meeting the investorg' needs, the Commission may find it im-
rossible to fulfil its responsibility in the program of securities sales
rggulation without going much further than it has in imposing rejuire-
ments, '

A business ernterprise wbich 2sks the tublic to furnish it with capital
cr «lhose securities are widely held and actively traded surely owes an ob-
ligation to investors to furnish thesm with clear statements prepared in ae-
cordance with sourd principles, The accountant who certifies the state-
ments should have an obligatior tc vell investors clearly and unequivocally
what Lis opinion is of the staterents and of the accounting principles and
practices which they raepresent. The iustructions for registration forms
which the Commission has prescrived provide thai the accountant's certif-
jcate shall statez his opinion of the results ond of the principles ugpon
which they are baseld. Vel one of the most difficult undertaxings of the
Commission in the field of accounting bes besn to secure certificates which
stated such opinion clearly so that it cculd be undersztood by the investor.

Accountants have frequentl, told me that, when, in their certificates,
they certify "subject to the foregoing comrents", they mean to direct at-
tention to the fact that the certificate would or night de misleading with~
out the comments and should constitute rotice to the reader that, to an
extent, the staterents reflect improper or questionable practices.

Generally, howsver, they will not rake s direct statement that the
practices were improper or questionable. 3Soretimes they obviously do not
mean that all of the matters cowrented on are supject to criticism. PFre-
quently the comments will relate in part to practices which are question-
able or improper and in part to procedures wkich are proper but need elu~
cidation.

Such certificates do not clearly state the opinion of the accountant.
Perhaps they, would serve the purrose of the management or of the analyst,
but if the reliance of the Securities Act upon presentation of rertinent
facts to the pudlic is to be justified, surely a clear statement of expert
opinion is called for. Ferhaps the explanation for the failure to meet the
simple test of clarity and definiteness may oe found partly in the lack ?f
a gereral recognition of what are correct principles and partly in the his-
torical development of tne relation vetween the accountant and the management.

A fourth difficulty seems to me to arise from the fact that financial
statements often contain figures for which the accountunt is not willing
to take responsibility and whieh he feels unable to eriticize. An example
is’ the provision for depreciatior or a large and complicated property and
the reserve for depreciatlon which appears in the balance shee?. H?re the
general practices seem to fall into three classes: First, a disclaimer of
any responsisilivy for the figures; second, a modification of the first,
which uses the phrase "sudject to the adeguacy of the provision for‘depre—
ciation"; and, third, a statement of management's practice ?nd whether or
not it purportis tc represent a provision on a 'life and age vdasis.
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It must oe adrmitted that the accountant may not be in a position to
certify to the adequacy or correctness of the depreciation accounting.

. There are a great many cases, however, where the provision has so patently
been insufficisnt that it is juestionable whether the accountant is not
called on for the expression of an orpinion. . A difficulty nere is that the
practice in such cases of giving an opirion to the effect that proper stand-
ards have not oeen aprlied might lead to misunderstanding of the certifi-
cate in cases that are more nearly borderline, and where the determination
is clearly beyond the province of the accountant.

This may well prove to be one of the classes of cases as to which the
Commission should rrescribe standards urder Section 19 of the Securities Act,

It has been suggested that you would ve interested in having me out-
line a few of the specific proplems which nave arisen in the administration
of the Securities Act and indicate how they were handled, It will, of course,
be impossible tc present anything comprehensive within the limits of this
parer and of your tatience, but a review of a few cases may emphasize some
of the respects in which it has seemed to us that accounting statemerts
have failed, as originally submitted, to present a proper picture of the
business. Som= of the more flagrant cases have oeen discussed in stop order
opinions but those which follow are cases where armendments have been worked
out informally.

The first case that I will mention arose in connection with the regis-
tration of a oond issue of a large purlic utility.

CASE K0. 1

s Prior tc 1924, the registrant fcllowed the practice of amortizing debt
discount znd expense by charges against income over the life of the respec~
tive issues. In 1924, it wrote up its fixed carital and investment accounts
approximately 315,000,000, crediting zbout $7,000,C00 to a2 retirement re-
serve and abouit 38,000,00C to carital surplus. During 1924 and 1925, it
wrote off to carital surplus a total of approxiravely 38,000,000, which was
suostantially 21l of its then unamortized deot discount and expense, The
effect of this write-off was to relieve the income account [rior to August
31, 1964 {(the date of the balance shkeet included in the registration state-
ment) of amortization charges aggregating approximately $5,000,000; uvhe
balance (appreoximately 33,000,000) would have been charged to income subse-
guent to that date. The accountants commented upron these facts in their
certificate and in the final pnragraph took exception to the procedure
fcllowed,

Objection was raised to the method followed by the company and consid-
erable discussiorn both within the Commisziorn and »etwveen the Commission and
representatives of the registrant and the zccountants was hai. Without
commenting upon the effect upon the proprerty account and the increase in
the reserve by additions made other than from earnings, the procedure fol-
lowed raised the following prinecipal objectlons:

(1) The earnings stuvatements for the periods covered were
overstated,

(2) The ezrned surplus account was overstated.
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{?) Since the funded debt on which the discount was incurred was not
yet due, the procedure wéuld .result in overstatements of earn-
ings and earned surplus accounts in the future.

(4) TIhe procedur: failea to disclose that a deficit would have
existed in the carned surplus account.

{6} It did not disclose the true interest burden of the company.

{(8) It, in effect, capitalized discount.
(7) It understated the amount of the unamortized debt discount.

As finally amended, footnotes to the earnings statements, balarce
sheets ard surplus schedules and more extensive comments in the certifie-
cate of the accountant fully revealed all of the facts involved, Any one
reading the statement and taking into consideration the footnotes and com—
ments of the accountant was put on notice of the fact that thbe company had
fcllowed incorrect accounting procedure and was given information necessary
to determine the correct results that would have obtained had correct zc-
counting procedures teen follcwed. The company was not required to change
its accounts or its accounting procedure.

The majority of the Commissioners thought the facts were sufficiently
disclosed in the registration statement and prospectus as amended, Accord~
ingly, the statement wus permitted to become effective, Two of the Commis—
sioners thought that adequate disclosure and treatment required that the
balance sheets, the earnings statements, the earned surplus accounts and
statements of dividernds paid should be restated and siiould be acéompanied
by a description of the company's past accounting practices,

In considering the principles adopted in this case, it must be recog-
nized that the Commission permitted this procedure to be ifollowed only be-
cause it was possible to make, and the redistrant had made, in the opinion
of the majority of the Comrission at that time, a disclosure that was suf-
ficiently simple to make possible the reading of these statements without
serious danger of misunderstanding.

CASE NO. 2

Shortly after that cace, a holding company in the same system filed
a registration statement. The financial data as originally presented by
it included fifteen pages of notes pertaining to the balance sheet and
profit and loss statement. The certificate of the accountants included
numarous gualifications and exceptions. Because of this, it was prac-
tically impossible vo determine with any degree of certainty either the
company's financial condition or the results of its operations.

It appeared to the Commission that in this case adequate disclosure
could not be made without some adjustment in the financlal statements
themselves. To overcome this condition, the various financial statements
were amended to give effect to many of the adjustmernts referred to in the
accountants ' certificate and in the footnotes.
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This was accomplished by showing on each such statement three
columns, headed as follows: :

t1) (2) (3)
Per Company's Footnote Amounts if
Books Adjustments Adjusted as
Explained in
Footnotes

Items

Through the adjustments shown in Column (2) of the balance sheet, surplus
was reduced from approximately $139,00C,000 to a deficit of approximately
$33,00G,OOO as at December 31, 1934. This reduction in surplus was off-
set on the balance sheet through the reduction of assets.

The final statements as drawn still had an extremely large number of
footnotes and the accountanis' certificate was long and complicated but
we felt that it was considerably simpler and more understandable to the
investor than it was before the statements were required to be changed.

The difference in treatment in these two cases was due largely to
the fact that in the first case, the majority of the Commission felt that
the information as presented was sufficiently revealing and the deviation
from accepted principles of accounting was shown in a manner sufficiently
easy to analyze that it was unnecessary to require further amendment of
the statements; whereas, in the latter case, the information presented in
supplementary notes and in the accountants’ qualifications was so compli-
cated that it was next to impossible to get any adeguate understanding of
the facts.

It is interesting to note that in a third case, that of the regis-~
tration of an issue of another company in the same system, the entries
which were the basis for criticism were reversed on the company’s books
after discussion with representatives of the Commissicn, so that the state-
ments as presented caused no difficulty.

CASE ¥0. 3

In 1930 a public utility company operating electric, gas and traction
properties made a revaluation of its electric and gas properties, as a
result of which their value on its books was increased approximately
$8,200,000. This excess was carried to an account designated "Appraised
Value in Excess of Book Value". The amount of this write-up was credited
to "Capital Surplus - arising from revaluation of electric and gas
properties®.

During the years 1930 to 1935 inclusive, abandonments of traction
property, amounting to something over 82,100,000, were written off against
the capital surplus so created. The accountant 's certificate made no
reference to this and expressed no opinion concerning the propriety of the
write-off of abandoned traction property against surplus created by the
write-up of electric and gas property.

The Commission was of the opinion that this procedure was sufficiently
questionable to necessitate a specific expression of opinion by the account-
ant with respect to the practice.
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Accoriingly objection was raised to the statement as it had been
presented. Considerable discussion took place as to whether the company
siiould be required to carry the amount of the abandonment to earned surplus
and restore'the‘appraigal surplus to.its original amcunt.

The accéuntants in the case suppcrted the claims of the registrant
that the preocedure followe? was in accordance with accepted accounting
practice and expressed 3 willirgness to so state in their certificate.

The urstot of the matter was that arendments were finally made to the
re¢istration statement which, among other things, gave complete information
on the aprraisal, stated how and by whom it was made, descrihe? how the re-
sults were set up, deseribed the abandonrents of property and explained how
they were andled, Also, tre certificate was restated in such 2 manner that
the accountants cleaply expressed their opinion of the procedure in question.
The amended certificate as it rélated to this iter read as follovs:

"losses or the complete abandonment of certain street railway
operations nave been charped against capital surplus arising from re-
appraisal of assets. Yeither the rractice cf the company nor deneral
accourting practice calls for provision for sugh losses out of income
or out of reserves created out of income, and in our opirion they are
prorerly chargeable against any capital surplus, inecluding surplus
arising from reappréisal of propertizss assuring the correctress of such
reappraisil (which being a question of valuation we, as accountants;
cannot pass uron). Tn tre atsence of apyraisal surplus, sound accounhting
practice vould, in our opinicn, have perrmitted the charge of the losses
against 2 capital surplus created by reduction of capital or otherwise
or, alternatively, tiey might have been charged against surplus earned
prier tc abandorrent cor cver a pericd of years following abandonment;
the extent to whick the earned surrlus on June 30, 1935 wonld have been
reduced if the latter alternative had been followed cannot be stated.

The earnings would not have feen effected.”

Here again, in my opinion, the procedure that was followed was in
violation of good accounting rractice. “owever, all the facts were clearly
stated and the accountarts expressed an opinion cn the principle involved
and seemed, at first readirg, to do so with respect to the application of
the princirle in the particiilar case. Here again, full disclosure of the
rertinent facts was the guiding principle in the settlement of the case.
The acccuntants! disclaimer of responsibility as to the denuireness of the
surplus, of course, raises a questicn of whether they had really expressed
an ovinion on the particular entries concerned. T

The distinction betweer this case and the first one I cited is trat in
this case the accountants upheld the practice of the registrant as being in-
accordance with accepted accounting practice whereas in the cther the
‘accountants took exception to the method adopted. We felt that neither case
followed gcod accounting practice, but, since all the facts in the case were
presented in such a manner that the investor would not be misled and since
the accourtants had expressed their opinions with regard to the nrocedures,
the majority of the Commission felt the statement might be permitted to.

become effective.



CASE KO. 4

An industrial concern acgquired certain patents through the issuauce of
its own capital stock late in 1928. These patents were carried into its
accounts at the stated value of the capital stock issued for them. The
book value of the patents on this basis was approximately 31i,200,000.

From the date of their acquisition until June 30, 1933 2 half million
dollars of this cost was amortized. On that date the patents were
appraised at $2,400,000 and surplus arising from appreciation was created
in the amount of about $1,700,000.

During the period from the date of acquisition to September 30, 1936,
the corporation was amortizing the appraised value of these patents. The
amortization of cost was charged to income and the amortization of the appre-
ciation was charged to surplus arising from their appreciation. 3y the close
of September 1936, the operations of the company hai resulted in a deficit
in the earned surplus account so the stockholders approved a restatement of
the capital stock from $i10.Q0 a share to $1.00 a share, thereby creating
approximately 31,800,000 of capital surplus, The company then not only wrote
off the unamortized portion of the cost of the patents against this capital
surplus but it also transferred from capital surplus to earned surplus an
amount sufficient to restore to earned surplus all that had been charged off
through the income account in the form of amortization of patents since the
date of their acquisition. In this manner, a deficit of approximately
$470,00C was changed to an earned surplus balance of nearly 400, 0CO.

When this company filed a redgistration statement in December 1936, it
included profit and loss statements for three years and nine months ended
September 30, 193¢, in which no deduction was made for the amortization of
these patents. It also submitted a balance sheet as of September 30, 3936,
in which earned surplus was shown at this written-up value of nearly
$400,000. These statements were certified.

We considered it improper to show net income for the years in gquestion
without including deductions to provide for amortization attributable to
those years. We-are also in agreement with the generally accepted principle
that capital surplus should not be used to relieve the income account of
charges that would otherwise be made thereagainst. While there may be justi-
fication for using capital surplus to wipe out a deficit in the earned surplus
account, we could hardly subscribe to its use to create earned surplus.

An asset should not, it seems to me, be written off to capital surplus
when its consumption is part of the cost of operations and generally accepted
accounting practice would amortize it by charges to income and particularly
is this true when earned surplus exists, Statements drawn in conformity with
such a procedure without extensive explanation and qualification would, in my
opinion, be misleading, A company cannot honestly state that it has a sur-
plus arising from earmnings when expenses of doing business during prior periods
have been charged to capital surplus in an amount so great that the earned
surplus would have been completely wiped out had operations been properly
charged. In saying this I recognize that there may be cases substantially
amounting to reorganization where it will be proper to accumulate earned
surplus from the date of such reorganization notwithstanding the fact that
losses attributable to prior periods may have been wiped out agajnst capital
surplus.,



Fursuant to our letter of deficiencies and after conferences with our
staff, the registrant amended its.statements. In the amended profit and
loss statements, net income was shown before amortization of patents from
which was deducted the anortization of patents, thereby arriving at a net
1ncome figure after amortization.

Possibly this treatment night be criticized on the ground that the
amortization should have been included as part of the cost of goods but
since the inforration was clearly set forth and a resulting net profit was
arrived at after the deduction of =uiortization, we concluded that the facts
in thie case had been sufficiently revealed. In the balance sheet, the earned
surplus was wiped out but a sufficient anount was transferred from capital’
surplus to leave no deficit in the earned surplus account. Full expianation
of all the facts relating to the patent situation was contalned in footnotes.

CASE K0, .5

In this casé, there was included in the registrant's balance sheet
approximately $302,000 for patents [rom which was deducted a reserve for
amortization of about $296,000, leaving roughly $6,000. The following foot-
note appeared in the schedule relating to intangible assets:

"There is included in the above reserve for amortization of
patents $294,816.837 applicable to patents covering chain manufacture
which were fully amortized prior to June 30, 1832,"

It developed that a substantial part of these patents Lad expired and
we questionéd the propriety of showing them in the balance sheet, expressing
the opinion that the expired patents should have been written off against
the reserve, It seemed to us that the balance sheet should reflect only ithe
unexpired patents and the reserve applicablie to then. Inaswmuch as the ex-
pired patents had no further value as patents at-the date of the balance
sheet, thelr inclusion seemed to be misleading,

The registrant objected to anending the financial statements, claiming
that, altholfhk the patents had expired, there was still a substantial carry-
over of value tc the company fron having had them:; This, they felt, entitled
then to show what' the patenis had previously been worth., An amendment to the
balance sheet was submritted to inelude a footnote reading as follows:

"There is included in the above reserve for amortization of
patents $204,816,37 applicable to patents covering chain manufacture
which were fully amortized prior to June 30, 1932, However, a
relatively small portion of this amount is applicable to patents
which have not run the limnitations of statute, and the segregation
of this portion so -applicable has never been made upon the books
of the Company and would now be impracticable. Patents which have
not been heretofore wholly amortized are being amortized over the
life thereof., Patents are the only 1ntangible asset shown on the
books of the Company."
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In view of the fact that the amount involved was relatively small, the
net balance carried into the asset account was correct and the footnote
clearly revealed the facts as to the expiration of the patents, we felt
that the statement as amended was not naterially misleading. Accordingly,
further reguest for amendment was waived, However, it seems to me that
when the patents have Leen fully amnortized and have expired, they should
be written off against the reserve so as to remove from the balance sheet
both the asset and the reserve.

CASE K0. 6

Some years ago, a company acquired a subsidiary by purchasing its
capital stock at a price considerably greater than its value as shown by
the books of the subsidiary. The subsidiary owned very profitable patents
carried on its books at a nominal amount.

In the balance sheet of the parent filed as part of a recent registra~
tion statement, the investment in the subsidiary was carried at about
¢10,000,000, which was about $6,000,000 nore than its book value, at the
date of purchase. No provision was made for amortizing any part of the.
investment. In the balance.sheet consolidating the affairs of the parent
and the subsidiary, the excess of $6,000,000C was carried under the heading
"Patents, Patent Rights and Goodwill®, No provision was made for writing
off this excess to give effect to the expiration of the patents.

When the registration statement was examined, a deficlency was cited
with respect to this procedure. In citing the deficiency, we were governed
by the telief that the excess should not be designated as patents unless
provision was made for its anortization to reflect the expiration of the
patent rights. To us it seened improper for the company to show in its
consolidated balance sheet that it possessed patents without providing for
thelr amortization in its consolidated profit and loss statement. We also
felt that if a considerable portien of the value of the investment in the
subsidiary was due to the value of the subsidiary's patents, as- the regis— -
trant consistently maintained throughout its prospectus, such investment
should be reduced in conformity with the expiration of the patents,

Had the value of the patents been reflected on the books of the sub-
sidiary at the figures atiributed to them in the acquisition of the sub-
sidiary's stock, they would have been shown on the consolidated balance
sheet in the same manner as they were in this case but would have been
carried at an amortized figure and charges to income would have reflected
the amortization in the consolidated profit and loss statement.

Representatives of the registrant contended that the value of the in-
vestment in the subsidiary was not actually decreasing and that, therefore,
there should be no amortization of the excess cost. This continuation of
excess earning power was due, they said, to several factors, among which
were (1) improvenents to the basic patents continued -their usefulness
indefinitely, and (2) contacts which the subsidiary had with certain large
customers gave assurance of a continuingly profitable outlet for its
products. They further stated that these factors were anticipated at the
time the stock of the subsidiary was purchased and, accordingly, what had
really been purchased for the excess was goodwill,
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Tre responsibilivy for the truthfulress of the representations in the
firarcial statements filed in conrection with a registration of securities
is tnat of the rezistrant ant the accountarnt. /e were in nc pesition to
determine whether this ercess value was due to the expirinc¢ patents, as
indicated4 by the caption of the account and reiterated elsewhere in the
body of the statement, or whether it was due to Zoodwill, as was as<erted
in the course of the discussiors relating to the deficiency memorandum. In
our treatment of the deficiency, we did not undertake to determine whether
the evcess was paid for patents, for goodwill, or in part for both,

We 4id insist, however, that the treatment throughout should be con-
sistent. YWe felt that if the pesition was taken that the excess was due in
whole or in fpart to ihe value of the patents, it should be amortized and
thet this necessitated writine cff tne amount carried as patents in consoli-
dation and writing down the investrent as carried on the parent's books as
the patents expired.

If, on the other hand, th= excess ad been paid for geodwill, it was
not necessary that the excess be arortized. 1In such case, however, we felt
the registrant shoul?l remove from its financial statements an?i prospectus
all mitter ternling to indicate taav this excess purchase rrice was paid
because of the paterts.

The registrant arended its financial statenents and its prospectus by
stri%ing out the references to patents in supperu of the evceas purchase
price 2and labeled the item:

" 30ciwill, being the investrent of Corpany in the
capital stocks of suvsiiiaries consclidate? ip evcess of tne net
assets exclusive of goodwill of sucn subsi-i=ries at dutes of
agquirerent.”

<«
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During the years 1984 ani 192% 2 ccapany enéazed in the manufacture of
aircraft was sanutacturing three long-range multiple engine ships and, dur-
ing r~ach of those years, approximately a quarter of 2 million dollars of
its expenses were deferred as represeruing axrerimental cest. It was
anticinated thai if the uwnree ships were successful, the company would re-
ceive éontracts for the manufacture of a substantial number of additioral
shirs 2a3nd the deferred experimental expense was to be written off as part
of their costs.

In 1927, it was determined that no contracts for additional ships
would be entered into. Accordingly, the corpany charded off the deferred
experze against surplus. This procedure was, of course, in accorda§ce Yith
proper 2cgounting practice. However, tnhe recisiration sttement which it
filed in 193 included rrofit and loss statements for the years 1933, 1£34,
and 1935 avd for the seven ronths ended July 21, 1934, 4t the time of
filing, the company was aware of the fact that its experimental expenses.had
been useful only in the construction of the three skips manufactured during
1924 and 1025 and had already made the charge to surplus. ?ne facts re-
latir.? to these expenses were given only in connecti?n with the ?harge to
surplus and no mention of 1t was made in connection with the profit and loss
statements. It =z2ppeared tc us, even trough the charge was jroperly made to
surplus, 2 retresrective statement cf the 2ctual results for 1934 and 1935,
made 1fter the less had been ascertained, should clearly show yhat the re~
sults wculd have been if these losses rad been charged to profit and loss at
the time the expense was incurred.
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When *his thought was conveyed to the registrant, the profit and loss
accounts for 1924 and 1935 were complately restated and the surplus cliarde
of 1938 was eliminated from the schedule of surilus.

This procedure was, we believe, the rost satisfactery method of pre-
sentind the facts in this particular case. “hile our deficiency letter did
not advise tne company to do rore tnan reveal the pertinent facts in the
profit and loss statements, our staff sujgested the desirability of a com-
plete restatement. The registrant and its accountants promnotly accepted the
suddestion and went the whole way in the amendment.

Case NC, 8

One of the companies redistered uncer the 1934 Act had charged to sur-
rlus and credited to incore substantizl zmounts of dividends on its own pre-
ferred stock held in iis treasury. In 1334, the fiscal year covered by
statements examined, this amcunted to nearly 3 quarter of a million dollars.

We thought that the policy of showing the dividends on treasury stock
as income was highly improrer. Wy this procedure, a company with a substan-
tial amount of treasury siocr could, on the basis of an earned surplus at
the bedinning of a2 series of years Aduring which no profits whatever vere
made, show net income in the profit and loss statement and rey dividends
therefrom during such yeairs. To shcw net income under such circumstances
appeared to us to be highly misleading.

Pursuant to a deficiency memorandum with resrect to this item, the
company amended its staterent by reducing the dividends charged to surplus
to the amount paid to outside holders and by removing from income the
dividend on the treasury stock.

CASe NG, o

As of May 31, 1834, 2 company by an zmendnent to its certificate of
incorperation restated and reduced the stated value of its common stock.
The total reduction amounted to slightly more than $2,200,0C0, of which
nearly $2,100,000 was carried to a reserve agdainst investiment in subsidiary
companies and 3 little over $100,00C was credited to capital surglus,

This company owned a numoer of subsidiary companies that had suffered
substantial lcsses since the daite they had been acquirests As a result, the
consclidated balance sheet at the date of the restatement of capital carried
2 substantial deficit in ihe surplus account although the parent company had
nearly a half million dollars of earned surplus on its own books.

By the use of the reserve for investments created by the restatement
of the capital stock, the company was ahle, ir drafting a consolidated
balance sheet, to eliminate these subsidiary deficits adainst the reserve
created by the reducticn of the capital stock c¢f the parent. Accoriingly,
the earned surplus of the parert was carried out as consclidated earred
surrlus and the deficit “isuappeared in the consclidated balance sheet.
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As a result of this procedure in 1934 the earned surplus account as
shown in the consolidated oalance sheet as of Feoruazry, 1936, filed as

rart of 2 registration statement, was stated at half a million dollars
more thar it would otherwise have shown.

The consolidated balance sheet is intended to present the joint con-
dition of a parent and its subsidiaries in the manner in which it would ap-
pear if only one corpcration existed. There seems to be no good reason why -
a consolidated group should create earned surplus tnrough a restaterent of
capital stock when an individual corporation could not do so. accordingly,
it scemed improper for this company, in its registration statement,to show
an earred surplus of nearly $500,C0C more than the consolidated net earn-
ings after iay 31, 1334, the date of the restatement; so we advised it
that we considered the statements to be deficient in this respect.

As a result of this notice of deficiency, the parent company decided
1o adjust its accounts to take up the profits and losses oif the subsidiaries
from the date of their acquisition. The deficit wrhich, on the revised ba-
sis, would have existed at the date of the restatement on May 31, 1834 was
then wiped out by use of the reserve created vy the restatenent. The com-
pany then took up profits and losses of the supnsidiaries from May 31, 1934
to the date of the balance shset filed with the registration statement,

As a result cf this procedure, the parznt company now showa in its
earned surplus account its own and its subsidiaries' profits znd losses
sirce the date of the restatement and its earned surplus account is dated
to show that Tact. The surplus on the consolidated balarce sheet is, in-
sofar as tnese factors are concerned, the same as cn the balance sheet of
the registrant itself.

what I have said may sound unduly critical of the work of the account-
ing profession. It would oe most unfair to leave withouv acknowledging
tkat a great deal of progress has be=n made and that a great deal of credit
is due to memoers of the profession., I have the highest regard for the
aims and standards of many accountants with whom 1 have come in contact.
No profession is without its weaker merbers. Prcbably no rrofession has
had to fight against greater odds to secure advancenrent of its standards.
It seems to me that yours has a greater opportunity than ever and I musi
recognize improvement whick is underiaoly taking place. It would be pleas—~
ant to recount some of the svidence which we have seen of advancing standards.
I have assumed, however, that you are more concerned with the other side of
the picture. This raper has already reached such lengih that I am sure you
will not object to ny closing its presentation with merely a2 general écknowl—
edgment of the progress which is being made znd of our deep interest in
having Lhat progress continue.



