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It has been suggested that I discuss some of the difficulties the
Cormission's accounting staff encounters in obtaining financial statedents
which meet our requirements, Much has been said and written on this
subject and I know that many of you have firstehand knowledge of our
procedure for informing your clients'- and you indirectly -—= of those
matters in financial statements filed with us to which we take exception,
If you haven't seen one of our always candid, sometimes lengthy, but
usually effective Deficiency Letters it is almost certainly because you
haven't had the occasion to participate in the filing of a financial
statement with the Commissions It is hoped that my remarks will play
some part in reducing the number of such letters which we find it nec—
essary to send out,

Generally spealiing, finangial statements filed with the Commiscion
~under the Securities Act of 1933, the Securities Exchange ..ct of 1934,
and the Investment Company .ict of 1940 are required tc be certified by
independent accountants.' The Commission's requirements pertaining £o
such finan;ial/statements are found in Regulation S-X;'in the liccounting
Series releases, and in formal Commission findings and opinions issued

v

in cases arising under the various .cts it is charged with the duty of
administering,

Regulation S-X is our basic accounting document and is applicable to
most of the financial statements filed with the Commission under the 1933,
1934 and 1940 ..cts, It contains substantially all of our formal rules
governing the form and content of financial statements, including the
probiems of -consolidation, certification and general presentation,
Mechanically, it is broken down into 12 articles; 4 articles containing

general rules on various subjec¢ts, 7 articles each applicable to a different
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kind of a company, and one article,giving specific formgrfgxfce;ta;n sup-i
gpléhentary scheduless Prior to the issuance of this regulation in. 1940,
‘the accounting requirements to be observed by registrants were set forth.
in the particular form to be filed, As new forms were promulgated, many
differences developed between the accounting requirements-of the.various
forms and Regulation S-X was designed for the purpose of integrating

these different requirementsiinto a single regulation applicable to all'
but a few special forms, principal among which is Form X-17.-5, on which
registered broker-dealers file their annual statements of financial con=
dition to which I will refer later,

The ..ccounting Series releases comp;ise ; special series of Commission
releases which was startedin 1937 for the purpose of contributing to the
development of- uniform standards and practice in major accounting guestions,
To date 61 releases have been issued in this series. Many of them have
been deyoted to a discussion of specialized types of cases which are so
unusual or complex from an accounting standpoint that establishement of a
general and inflexible rule is deemed inadvisable., Some have dealt with
the independence of accountants and actions against_accouptants»which
resulted in their temporary or permanent disbarment from .practice before us,
Others discussed auditing procecures and the evolution of the independent
‘accountant!s certificate or opinion. 4ll amendments to Regulation. S-X are
also announced in this series of releases,

The formal findings and opinions of the Commission issued from time.
to time under the various ..cts it administers contain many important .
decisions involving accounting matters anﬁ‘expf§s§ing the Commission's .

views thereon, . L B o S e
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411 of these sources of the Commission's accounting requirements —-
Regulation S=-X, the various forms and instructions applicable thereto,
Accounting Series releases and current formal findings and opinions ==
may be obtained from the Commission upon request, In order ito make sure
that he is kept currently informed regarding the Commissionts accounting
requirements, any interested person may have his name placed upon our
mailing list and receive all of this data automatically.

In addition to these formal means of keeping the public informed as
"to the Commission!s accounting policies, the accounting staff of the Com-
mission welcomes direct inquiry -- by létier, phone, or, wiere practicable,
by conference -~ concerning any accounting matter which appears not to be
covered by the published material or which may require clarification,

If, upon review by thc staff, financial statements filed are found
to have been prepared contrary to generally acceptced accounting principles
or otherwise fail to meet the requircements of the Commission, a deficicncy
letter is prepared, This letter is reviewed, as to accounting matters,
by the ..ssistant Chief Accountant in the examining division and, if novel 1
or debatable questions of accounting policy or principle are raised, by the
Chief ..ccountant, before being forwarded to the registrant., These defi~
ciency letters, and the corresnoncdence or conferences with registrants and
their accountants that frequently ensue, have proved to be an cxpeditious
means of resolving accounting questions mich might otherrise have to be
settled through time-consuming and exp;ensive formal hsarings,

I should like to be able to tell you that deficiencies in financial
statements are uncommon, However, the.contrary is true. A rccent review
of 100 deficicney letters picked at random and applicable to.statements

filed under the Securities Act of 1933, the Securities Exchange Act of 1934
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and the Investment Company Act of 1940 produced onlyx 1 statements without
financial deficiencies, The other 86 statements were found to contain 329
deficiencies with respect to the financial statements or the acéountants'
certificates, While a ‘few of the items requiring correction or amplifi-
cétion‘were individually of minor importance, a large majority of them,
in our opinion, seriously impaired the utility of the statements. The
correction of these deficiencies caused the expenditure of‘considerable
time on the §art of the companies and their independent accountants and,
in the case of some of the 1933 Act statements, resulted in serious delay
in obtaining effective registration.

Before discussing the nature of the items which give rise to most of
the deficiencies we find it necessary to cite, I\think it would be profita-
ble to consider their cause, With respect to the 329 deficient items
vreviously referred to, 180 were due to the failure to comply with specifie
rules contained, for the most part, in Regulation S-X, and 20 disregarded
the Commission!s Accounting Series releases; 86 were contrary to generally
accepted accounting principles not specifically contained in our rules and
regulaetions; and 43 indicated the necessity for the clarification, or
inclusion, of explanatory footnotes.

In view of the fact that a large majority of the deficiencies (200
out of 329) resulted from noncomnliance with specific rules or requirements
as contained in Regulation S~X or the Accounting Series releases, it would
ajpear that these particular Commission publications are not as well known
to the Accounting profession as they should be, It is interesting to note
in this connection that of the 1,130 members of the Pennsylvania Institute

of Certified Public Accountants listed in the 1946-47 year book only 336
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are on our mailing list or are associated with accounting firms whose
names appear thereon,

None of the 100 ‘deficiency letters commented upon above was appli=-
cable to finangial statements required to be filed by broker;dealers.

The form prescribed for these statements —— Form Xwl7A=5 ~— was drafted
after extended conferences with national securities exchanges, state
regulatory bodies, public accounting firms and other organizatiocns ine
terested in the financial reporting requirements of broker-dealers, The
several items of the form, many of which are applicable only to the
brokerage business, are required to be shown in a menner designed %o
produce a readily understandable statement of financial condition, Under
* certain circumstances this statement must be certified by an independent
accountant, Rule X~17A=~5, under the Securities Exchange Act of 1934, sets
forth the principal requirements governing the accountant!s certificate
and the form itself contains a statement of minimum audit requirements
which must be observed by the certifying accountante These audit requirem
ments include physital examination of securities and other items on hand
and the obtaining of written confirmations with respect to numerous ac=
counts peculiar to the securities business including, specifically, those
with customers, partners, officers and directors,

Notwithstanding the specific requircments of the rulc and form, we
have experienced considerable difficulty in obtaining correctly preparcd
and properly audited statements. Examination of the reports filed and
| correspondence conducted in connection therewith has indicated that many
broker-dealer audits were performed by accountants unfamiliar with ﬁhe
Comnissionts regulations and apparently not well=versed in the general

requirements of effective auditing procedure as sct forth in publications
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of the American Institute of Accountants and elscwhérc. A discussion of
the problem was had with representatives of the American Institute of
Accountants carly last year following which a program of education was
instituted in an effort to improve the work done in this special field,
L pencral editorial entitled "A Verning to Auditors," calling atbention
to the problem in very étrong terms, was jublished in the JOURHAL OF
ACCOUSTANCY in June, 1946,

%ome improvement has been noted in the quality of the statcments
filed on Form I~-17A~5 and the accountanius! certificates applicable thereto
appear, generally, to more nearly meet our requirements, However, as
recently as January of this year it was found necessary to deny a Hublic
accounting firm and its senior partner thc privilege of appearing or
practicing in any way before the Commission for a.period of ong ycar., The
case, which was dealt with in Accounting Serics Relcase Noe 59, published
Januvary 23, 1947, was based almost, entircly on the accountant!s failure to

.corply vith generally, accepted auditing stendards, including those speeifi-
cally enumcrated in the instructions to Form X-l7A=5, The accounting firm
in.this case was not on our mailing list and, I regret to say, thc firm
was not alone in this respect for, even now, this list contains the

names of only 102 out of 743 firms of certified public accountants through-
out the country who have certified. to onc or more Forms X-17i=5e

We come now to a discussion of the naturc of the accounting problems
involved in deficiencies cited in connecetjon with financial statements
other than those applicable to the accounts of brokeredcalcrse Most of
the items found deficicnt in one way or another recur so scldom as to
warrant no comment, Iowever, there arc several specific types. of items,

cach involving an important accounting principlec or auditing standard, - -
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which arc frequently the subject of deficicnciés, and cach of which I
propose to commcnt upon bricfly, '

A problem that has been of considerable concern to us for a number
of years results in frequent deficicncy itoms in the form of a request
for greater clarity in presentation of the facts, and occasionally in a
change in balancc sheet and profit and loss trcatment, I have in mind
the question of employces' pensions,

In the great majority of cases the pension plans arc voluntary on
the part of the company anc may be altercd or discontinued entirely at
the will of thc management. ALs a practical mattcr I think scrious cone-
sideration should be given to the proposition thaf cven under voluntery
plans in which there is no strict legal liability to continuc pension
payments a corporate managecment expecting to remain in business and enjoy
good labor relations would not — if in fact it could -- abandon a pcnsion
plan, and a rcalistic approach is to rccognize thc liability., However,
in’fhe absencc of a clecar~cut legal liability we have not, as”a matter
of policy, insisted upon the showing cf an actuarially determined liability
for the accruing pensions, Instead a clcar footnotc cxplanation is acceptced,

If the plan providcs‘for the purchasc of annuity contracts from an
insurance company or the establishment of a trust fund, in either casé ,
based on past service of cligible cmployccs or former employecs now on
pension, we arc faced with considerable diversity of opinion as to the
proper accounting, The funding of nension costs for past service may be
accomplished by lump sum or installment payments to the trustee concurrent
with payments covering accruals for the current year, Payments covering

the currcnt year arc clearly profit and loss charges, Payments bascd upon

past service of cmployees currcntly on the payroll arc claimed by some to

~



be proper charges to carned surplus on the grounds that the payment is
for service rendercd in prior yecars. We have held in such cases thet
the payménz‘is actually made for a current benefit in the form of bcttcrl
cmployce relations, rcduced labor turnover and similar benefits currcntly
and in the futurc and hence the charge should be to profit and loss,
Hovever, where the payments werc substantial and would have scriously
aistorted current income figures no objection has been raised to dircct
charges to carned surplus although cven in this situation I would prefer
to trecat thesc items as extraordinary charges to profit and loss, A
variation which has been accepted is the case in which the lump sum pay-
ment based on prior ycars! service has been treated as a deferred charge
and transfcrred to profit and loss by annual instellments as thc amounts
have been claimed as deductions for tax purposes,

L better case for a direct charge to carned surplus can be madc with
respect to amounts bascd upon past scrvice of former cmploycc; now on the
pcension rolls, It can be asscrbed thet lump sum payments to fund past
scrvice costs in this casc yicld no present or future benefit to the
corporation henec have no relation to current income and thercfore should
ba charged to carncd surplus, Until somc uniformity in practicc is
attaeincd in the pr&fcssion with respect to climinating all cxtraordinary
charges and credits from the surplus account, we havc, in practice, con=
ccded this argument although these payments, I belicve, also bcnef%t the
company making them, both currcntly and in the futurc, because of the
wholesome influence of the pensioners on persons still actively cmployced,

The most scrious problums arisc in the fowr cascs of company managed
plans which crcate a legal liability. In such cascs the liabili?y should

be determined on an actuarial basis and given recognition in the accounts,
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If the irrevocable element of the plan applies only to those qualified
and placed upon the pension rolls the question then arises as to the
approaching liability for active employees on the payroll, As I indicated
earlier I think a realistic view of the problem would require at least a
surplus reserve determined on an actuarial basis although in practice a
footnote explanation is al; we insist upon, Recent experience witin
pension plans indicates that the independent accountant should review
their terms with the greatest care and question management and counsel
closely as to the precise nature of the obligations imposed on the com=
pany by the plan, for in some cases the actuval liabilipées have bzen
substantially understated while in others inadvertent misrepresentation
has crept into ‘explanatory footnotes,

Another frequently cited deficiency results from the creation from
~income of reserves for future inventory price declines and losses, The
result, if not the objective, of this procedure, in my cpinion, is to
improperly reduce current profits and increase profits of subsequent
periods,” It is our position that provisions made to reserves for inventory

losses may be charged against income only to the extent that the losses

have actually taken place but have not been realized by use or sale of

the materials involved., And any reserve so provided, being, a valuation

reserve, should be deducted from the inventory on the balance shcet, If

it is considered necessary or desirakble to provide # reserve for losses
which it is expected will occur in the future such provisions, in my
opinion, is no more than an appropriation of net income or earned surplus
and should be so treated,

‘In a number of instances statements have been filed reflecting the

use of a novel inventory method and involving a reserve for future losses.

A}
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Each such method has been examined into to determiﬁe whether it gets
the sae results as, or is in fact ouly a variation of, one of the
generally accepted invéntory costing or valuation methods such as
first-in-first-out, last-~in-first-out, etc., I think it will be of .
interest to describe briefly one of these innovational methods and
indicate our reasons for considering it to be unacceptable. Oné\pf the
basic principies of this method was that the current high prices of
certain raw materials will not be maintained and that, for example, a
specific item vhich is now gbtainable at 35¢ per pouhd, will "stabilize”
sometime in the near future at, say, 22¢ per pound. The proposed method
would cost inventories on the FIFO basis provided the resulting average
cost per unit in periods of temporarily increased or increasing prices
is not considered to be in excess of a unit cost at or about which such
costs may be exvected to stabilize. If the average unit cost on the
PIF0 basis exceeded such estimated "stabilized" cost, a reserve wounld
be established by charges to income, sufficient to equal, after allow-
ance for the effect of applicable incone taxes,if any, the eicess of
FIFO cost over the estimated "s?abi;ised“ cost times the nwiber of in-
venﬂory units which; from tiiie to time,would be determined to be the
"normal® inventory quantity reqrired by the particular business.
Charges to set up the reserve would not be shown in the income state—
ment as a part‘of cost of sales, but would be deducted as the last item-
on the income statement 3ust before arriving at net income for the year.
By means of sinilar charges the reserve would be adjusted annually should
an increase therein be ne;essary, but would be {ransferred to sirplus to

the extent it was found to be excessive or not needed. The reserve would

>
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be considered to be a specific reserve to be used for no purnose other

than future inventory price declines dovm to, but not below, the esti-

mated "stabilized" cost; it would not be deducted from inventories in the

balance sheet, but would be shown as a miscellaneeus reserve on the lia=-

bility side. It would be explained by a footnote which, however, would

not disclose the estimated "stabilized" cost per unit or the average

. FIFO cost per unit,

le objected to the use of the proposed method principally because:

(1)
(2)

(3)

(4)

(5)

The operative critcria are subjective and not reviewable,

Tt allowrs extremely sride latitude in the determination of inven
tory amounts and »rofits vhich thus permits and indced, in our
opinion, invites improper equalization of carnings.

It is not internally consistent ith respect to detcrmination

of cost of sales, nrofit anc loss prescntation, and treatment

of the reserve on the balance shecet -~ in part the method
appears to be dealing with- the concept pf a present %oss asso;i-
ated vrith the current reveﬁues, in part with a possible fﬁture‘
loss due to conditions vhich may come to pass, and in part irith
the financial conscrvatism reflected in a retontion of current
profits against possible lean years in the future.

The distinction between regular losscs (drops below the esti-
mated stabilization price) and temporary inflationary increases

from and dcclines to the estimated base price is not support-

‘eble, in principle.

It permits the periament understatement of net profit by re-

turning unused rescrves direct to surplus.
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The accounting for the establishment and use of Wwar,.post war and
cencral contingency reserves has given us considerable trouﬁle since carly
in the var, Briefly stated our practice, as outlined in Accounting Scries
relcases Nos, 42 and 54, has been to require with respect to rescrves a
full disclosure of their source, nature and disposition and to the great-
est extent possible a denonstration thcot the cost or expense wnder consid-
cration is dircctly or fairly allocable to the income of the year in )
which the provision is established by charges to profit and loss. Recent
practice in this regard has been to require a positive statement in a
footnote relating to the rescrve that the account will not be used in
such a manner as to rclicve the income account lfor any futwre period of
& charge that should properly be made thereagainst. In my opinion
charges creating rescrves for unforseen contingencies of future pcriods
have no place in the detcrmination of net income, Such reserves, vhere
required in the opinion of management to rcflect sound business judgment,
should bc appropriated from (not charged against) either nct income or
earned surplus.
Onc of the recont and most widely discussced of the Aecounting Scries
rcleases has been lHo. 53, "In the Hatter of 'CHarge in Licu of Tazes.'
The conflicting, opinions among accountants vhich vere revealed in the

course of the Commission's discussions with represontatives of the pro-

fession prior to the issuance of this release still persist in some

respccts and registrants continue to file statements which e find necos-

sary to have amcended to comply with the rclease, The Commission's posi-

tion is summarized in its Twelfth Annual Report in this language?
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"This op?'_nion dealt with a practice thich had been growing up
for some time, a practice tolerated by some accountants and sinceoro-
" ly advocated by others, pursuant to vhich the currcent income account
is charged, 1—1nder the heading of income taxes or charges in licu of
income toxes, not only with the actusl amount of income taxcs
expected to be peid by the company but also with an additional sum
equivalent to the reduction in taxes brought about by unusual cir-
cumstaonces in o -particular year, This additional charge agninst
income is, in most cascs, offset cither by a credit to surplus or
by utilizing the rcduction for some special purpose such as elim-
inating a portion of unamortized discount on bonds. The amount of
. the estimnted reduction has been colloguially termed a !tax saving?
and the general problem loosely rcferred to as the 'treatment of
tax savings.! The principal conclusions announced in the opinion
were that:

1. The amount shoim as provision for taxcs should reflect only
actual toxes believed to be payable under the applicable tax
laws;*

2. The use of the caption !charges or provisions in lieu of toxes?
i:s not acceptoble;

3. If it is determined, in view of the.tax effect now attributable
_to certoin transactions, to accelerate the amortization of dc—‘
ferred charges or to write off, losses by means .of cho.rges. to the
income account, the charge made should be so coptioned as to in-

dicate clearly the expenses or losscs being written off."
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There have been, since issuance of this release many cages in which
its application to varying facts was involved and ﬁich » I think, have
demonstrated that the Commissiont!s ennounced position is sound and practi-
cable, and produces an informative and useful presentation of financial
facts.

Another release which caused considerable debate at the time it was
in preparation and vhich has continued to be a subject of discussion in
some of the many recent financing operations is Accounting Series Release
No. 45. The question treated by that release was whether a premium paid
on the redemption of preferred stock, in excess of the amount paid in
fchereon, may properly be charged against paid-in surplus contributed by
another class of shareholders or whether, when earned surplus is present,
the excess pr.enﬂ.um should be charged there;against to the extent available,
The release indicated that the amount paid in redemption of preferred stock
in excess of the amount originally paid in thereon should be charged to
earned surplus,

We have applied this principle as well to the situation in which a
hew class of stock, preferred or common, is sold for cash at a premium
and the proceeds used to retire an old issue at a premium. This is
’tz'eatefi as two separate trensactions in which the premium on retirement
is not to be charged to premium received on the new issie. A distinctidn
has been drawn, however, in the case of a direct exchange of new stock for
old. In such a case existing paid-in surplus on the old issue may be
consildered to be directly transferred to the new issue given In exchange.

From time to time accountantst? certificates which accompany financial
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statements of public utility companies filed with the Commission contain
the following qualification, or one similar thereto:

W=t Subject to'the adequacy of the provision and the reserve

for depreciation, as to which we ere not in a position to EXem

press an opinion, the accompanying balance sheet :2¢ presents

fairly e

Ten years ago this might have been a proper reservation for an ac-

countant to make in his certificate covering the accounts of a public
utility company, It has been tlfxat many years since depreciation account—
ing has generally displaced the retirement reserve or other methods of
prov:Ld:mg for the exhaustion of the service life of utility property.
Durlng thls period accountants have had much opportunity to familiarize
themselves vwith the property accounts and depreciation problems of utili-
ties and there is no doubt in my mind that they have taken full advantage
of this opportunity. It seems to me that under these circumstances there
is little, if any, justification for accountants to avoid the assumption
of full responsibility for the adequacy of depreciation provisions or re-
serves of these companies except, perhaps, in very unusual situations. If,
in the opinion eof the accountant the depreciation reserve is inadequate
T can see. no reason why he should not so state in his certificate. While
it may not always be practicable for him to determine the extent of ine
adequacy, the amount, if known, should be stated. In any event the reader
of the certificate should be left with no doubts as to vhether the depre-
ciatiop reserve as shown on the balance shee:o and 1?he prov;'.sions for depre~

clation included in the income statement are, within reason, adequate.
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liore often than would be expected, accountanfs ﬂave indicated in
thelr certificates that tﬁey hafe not confirmed accounts receivable or
have not verified inventory quantities. Under these circumstéﬁées it
is felt that a review of our requirements in this respect may be help-
ful. While auditing procedures performed by independent accountants
have been discussed in Commission opinions on a number of occasions,
the most notable of which is that of McKesson & Roboins, Inc., the Com-
mission has prescribed no rules relating to fh% subject. Mahy phases
of auditing practice were reviewed in that case;‘wiﬁh particular
emphasis on receivables and inventories., Prior to the publication of

the McKesson opinion, the American Institute of Accountants had adopted

and publiéhed, in October, 1939, its Extensions of Auditiﬁg Procedure as

the first of its Statcments on Auditing Procedure. This bulletin, among
other things, requires the auditor to be presént at the inventory taking
and, where the aggragate of notes and accounts receivable'represents a
significant portion of the assets, requires confirmation by direct com=
munication with débtors; in each case wherever practicable and resonable.
The same bulletin recommended a new form of certificate. 'In introducing
it,” the bulletin said, reférring to'the auditor: "If in his judgment it
it not practicable and reasonable in the circumstances of a given en-
gagement to undertake the auditing prodedures régarding inventories and/
or receivables set forth in this report as generally accepted procedure
" and he has satisfied himself by other methods regarding such inventories
and/or reccivables, no useful purpose will be served by requiring an ex-
planation in his report. If physical tests of inventories and/or con-

firiation of receivables are practicable and reasonable and the auditor

has omitted such generally accepted auditing proceedure, he should make
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/ a'clear—cgy exception in his repo;t." The Coﬁmission's conclusions in
the XcKesson case published in December, 1940, commended the profcésion.
for adOptlng these exten51ons of procedure and exprossed its confldence
that the profe581on vould maintain and ;mprovc its standards and that
Asuch procedure was to be prefe?red to the adoptlon of spe01flc rules by
the Commission,

However, following recommendation contained in the KcKesson reﬁort,
the Commission revised its rules with respect to the accountant's corti-
ficate to.require that it."(i) shall contain a feasonably comprehensive
statement as to the scope of the audit madc including, if with respect
to significant items in the financial statements-any auditing precedure
generally recognized as normal have becen omitted, a épecific designation
of such procedures and of the reasons fog'thelr om1351on, (ii) shell
state whether tbe audlt was made in accordance w1th generally accepted
auditing standards appilcable in the 01rcumstances; and (iii) shall state
whether the audit~made‘oﬁitted any procedurc deemed neeessary by the sC-
countant under the circumstances of tle particular'case." Nothing in this
rule is to be "construed to imply authority for the omissioﬁlof‘any'p}o;
cedure which independe;t accountants would ordinarily employAin'thc coursc
of an audit made for the purposc of eipressing the opinions rcquired" as
to the financial statements. |

. In No. 12 of Statements'on Auditing Procedure published in October,
1942, the Institute recognized that the dlfference betvcen the A.T.A. and
S.E.C. dlsclosure rulc made it appear that accountants had a doublc

standard of perlormance betwcen listed and unlisted companles, whereas

it was felt that the majority of practitioners actually applied the S,E.C.

4
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rule to all companies. To correct this unsatisfacfbfy siﬁuation the
Institutets Committee on Auditing Procedure recommended that thereafter
"disclosure be required in the shért form of independent eccountantls re
port or opinion in all cases in which the extended procedures regarding
inventories and receivables set forth in tExtensions of Auditing Procedure!
are not carried out, regardless of vhether they are ppacticéble and
reasonable, and even though the independent accountant may have satisfied
himself by other methods." Our present practice is to demand a very
strong showing that the prescribed extensions'are not practicable and
reasonable before other methods vill be accepted as the basis for a satis~
factory certificate.

Following the passagé of the Imestment Company Act of 1940 a nurber
of chanées were made in Rezulation S~X and in Januvary, 1942, a special
Article (No. 6) applicable to financial statements filed by unit investment
companies . under the 1933, 1934 and 1940 Acts was added. A complete re-
statement of this article was published as Accounting Series release No,
57, in Novenmber, 1946. ihis restatement was undertaken after a critical
review of financial staternients filed by management iﬁvestment companies
iﬁdicated that such statements might be prepared in & manner vhich would
bring more Torcefully to the attention of investors the special character-
istics of this type of company and the significant aspects of its finoncial
condition and results of operation. The restatement was adopted only
after discussions with representatives of investment éompanies, the
National Association of Investment Companies, accountants, attorneyé, and

other interested persons, which extended over a perilod of more than two

’
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yea:r's -and culmna.ted in a publlc conference and a reconcillation of -the

5

pr:.nc:.pal dlfferences in v1ews prior to publ:z.cat:.on.
It is not u.nusualfthét' & completely revised regulation should result
in the £iling of some stabements which fail to comply therewith in ell -
respects. Hdwever, 'deficiéncies in s’b/atements‘ to which :b}ze new Article
6 is a:ppiicable have bea'rtl. far more numerous than was expected, And again,"
in most cases, the deficiencies appear to have resulted from unfamiliarity
-w:.'bh the regulations, In fact a number of statements have been filed in
conforirﬁ.ty with old Article 6 and the accountants who certified  these
statements indicated that they did not know of any change in the regulation. |
i’reviously I referred to the ‘Accounting Series releases and stated -
that 61 have i)een published to dates No. 61, which was issued on Hay 15,
1947 is entitled "NOTICE OF PROPOSAL TO ISSUE A RELEASE IN THE ACCOUNTING
SERILS 'REGLA.RDING THE USE OF PUBLIC ACCOUNTANTS® MAMES IN CONNECTION WITH: -
SUm:ARY.' FARNINGS TABLES ]I\ICLUDED TN REGISTRATION STATZEIENTS FILED -UNDER
THE SECURI’L‘IJB ACT OF 1933.% It has alweys been our practice to submit
all 7proposed Account:x:.ng Series releases expressing an opinion concerning -
accounting pr;J;.nciples to the various professional accounting socleties
and to a considerable nunber of public accountants and other interested
persons for comments and ""suggestions. In the case of one release (o, 57)
a publ:Lc conference was held for the purpose of obtaining the views of such
persons. Becausé of anticipated géneral interest in the subject by regis~
‘i':r:nts' ’ ban’kers and lawyers, as well as account‘an’t.s,' we believe it 'desir~-
“able to IS;Jblicize the groposed release in the same manner as is ‘requ:ii!ed;
by the recently enacted Adnﬁnlstrative Procedure Act, for genera.'.!i rules o ' ‘ -

such as, for example , amendments to Regnlation S-X, Thus we a.nqluded ins
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the armotmcement a sts.temen‘b that cop:Les of t.he proposed release would

"~ be i‘urn:Lshed on request, and &, :ervitation to submit comments and sugges-_

tions thereon. In addition, following our usual custom, we sent copies

of the release in the .form in vhich it was proposed to be :Lssued to 8pproxX-
imately 600 individuels, i‘lrms and a330c1ations for conment.

« * The.proposed release deals with a problem which is oompara.tiv;eiy

new, For the past two or three years there has grown up a pract!.ce of ‘
including in registration statements f:.led under the 1933 Act a.nd in the .

appliceble prospectuses summary earn:.ngs tables covering a period usually

.- of ten years. These tables are not required by any rule or regulation of

the ‘Commigsion but they are desirable and, we think necessary in most
mstances as & means.of compar:.ng the operation of a bus:.ness in the pre-
wer, war and post-war periods. However, there have been unusual cases
where such vio_lent and radical changes in the business of the registrant B
have occurred that a long summery. of past earnings might well be mi_.slead:-
ing’ and in. several such cases the regist.rent has been requested e;i.ther to
delete the summary entirely or to furnish onlyA 8 brief statement of the
overally aggregai;e results without & breakdown as betwee.n‘the severall
yearsa ' .

« These summary tables are not required by the Com:ni'ssion's rules to

. 1be certified by independent accoonta.njo‘sk It is, nevertheless, common |
" practice to introduce the swmmary with 1anguage indicat.ing that it has -
‘been "reviewed" by independent acoountants. This use of an accountant's

name in-connection with the summary is designed and ‘bends to give a.dded
authority to the material presented,. It ls mportant, therefore, that ‘
theére be-.a .clear \mde.rstanding and disclosure of the scope of the v '

-/
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examination made by the accountant in such cases and the extent of the
resbonsibiiity which he as an expert accountent asgumes. This is-the
purpose of ‘the proposed release which stetes, in byjef, that in my
opinion". .. it is generally improper and misleading for an accountent
to permit his name to be used in connection with ap earnings summsry or
‘to ﬁndertélce to express his professional opinion ag to the fairness of the
represen{;at‘.'ions made in an earnings summary unless he has niade an examina-
tion in accordance with generally accepted audlting stondards applicable -
in ‘the circumstences. 3==:In cases where the accountant has performed suf-
ficient work to make it appropriate for him to permit the use of his
neme in connection with an earnings summary . o » it would appear “that
the accountent's certificate thebeon should assume a compara‘x’ale form
[to the certificate required by Rule 2-02 of Regulation S-X/, and might
be includéd with the sumary or at a later point in the prospectus, per-
haps along with or a8 part of his report as to the three-year certified « -
statements."

ihe volume of"reslionse to our requests for comment and suggestions
has been very gratifyi:g and practically every correspondént ~— vhether
he be a publi¢ accountant, banker, l'am;yer » comptroller or investor=-has-
expre's'jseii agreement with the pririciplé of -the release. Hany helpful suge
gestions have been recéived and have been considered in the preparation of
the release as it will be issued finally (vhich should be soon), The most °
freciauen'bl'y' raised point in the comments: réceived concerned the procedure .’
to be followed vhen e corporation had employed two or mére independent’ -
‘ .accotm‘ta.ﬁts during the period for vhich the swmmary of earnings-is
furnished. It is contemplated thet in such a situatiom certificates:




covering the q.pprépri_.ate ‘periods wouwld be furnished by the acegugltants
who had performed the sudits for the years in question..- This siﬂ:u%‘tii‘.on‘
has been encountered and epparently solved successfully in the case of
certified statements covering three years which are required tp pe in- .
cluded in a registration statement, And I have seen one example in vhich
three years of a ten years earnings summasry were covered by the certificate
of one accountant, one year by another accountdnt, and the earliest six
years were not certified, It should be noted that part of all of the.
earnings .summary mey be furnished uncertified, e procegure which we anti- .
cipate may be followed to -a considerable extent, especially when the
corporation 1s preparing a registration sfca_.tel}lent for the first time and -
hes not had its éccounts andited in the past,

This leads me to the only other. frequently recurring question raised.
in the comments received vhich. is as to the character of . the auditing -
work required on a, first engagement if the accountant!s.certificate is to
cover the entire earnings summary of, sey, ten years operations., I think
the point is well taken that it is impossible to.make the same;audit for
each of the' earlier years that is requirgd in respect:of -the latest year
for which & certified profit and loss sfajemsnt ig furnished. -Bven if 1%
were possible the cost would in my opinion-not be justified. However,
what is intended is that if the accountant is to certify the entire sum-
mary he should apply to.the e,,arl_ie:,; years the same procedures employgd by
_ him as a basis for 4his opinion on the first two years of the .three years
statement of earnings required to be certified. Exceptlons, if any, re- '
quired to be made under these conditions presumably might extend to .

earlier years also, However, if because of the greater antiqulty of "bhe .
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figures the necessary exceptions became so extensive as to negative an
opinion, the earlier years should be furnished by the company without

audit.
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A final thought I should like to leave with you is to emphasize
my sincere desire that the cooperative relationship existing betiween the
accounting profession and the Commissionts éccounting staff vill continue.
In an address at the annual meeting of the Permsylvanie In§titute of
Certified Public Accountants in June, 1943, Genson Purcell, then Chairman
of the Commission, said, in part: ~

#T think the most outstanding feature of the relationship be-
tireen the Commission and public accountants has been the existence -
of a spirit of cooperation and a resulting long-continued record of
cooperative efforts to obtain better financial statements,

I want that record to continue. I want to feel free to call
upon accountants for tﬁeir views and to ask for the benefit of their
experience. Conversely, I want accountants always to feel. free to
bring t0 us whatever questions they may have‘as to accounting policies
followed by the Commission. Finally, I hope accountants will feel
not only free but, indeed, obligated to continue to bring»to our

' attention changes and improvements in our requirements that their
knoviledge and experience indicate ought to be méﬁe."

No words of mine gould express(my feelings more clearly on this

point,




