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SOME COM1!ENl'S CO!l;ERNDfG T!1E PRESK'Tr_TIO:'- J~:D
I N1'ERPREl'.ATIO N OF. CORPORATE FI Ni..NCI;.L STil.TEME~JrS

• •
A well known Philadelphia n~wr;pal'erhas a slogan liNearly Every'bedy

Reads the Bulletin. II With a 1!I1ig~tchange it ":light1:Ieapplied to

corporate financial statement.: IINearly Everybody Interprets Financial.'
Statements. II Obviously no ebjeotion eoule. be raised to a pe raont s

interpretati.n of anything - even financial state~ents - far his O~~

~enefit. but unfortunately m~st interpreting is done for someone else's
. ;

benefit. Finanoial adviseV8. ban~l!I.newspapers, magalines, industrial
. . .'

organizations, eorp~ration presidents, Chambers of Commerce, g~vernment

offioials. politioians, elevator o?~~tors, labor repreBe~bat~ves,

barbers .• everyboi:t it seems except possibly pub'l Lo aeo ounbanbe ..
takes a hand tn stating what sueh and such a corporation's profits

l,lf.ere.Ff/r some reason radio eClr4me:atatorsseen: to have overloo1red thi8

very fertile field fer exercisine their flair f~r analysis and prediotion.

All the publio acoou-"1tant does is to examine the financial state-

ments and affix thereto a certifioate whioh states si~ply, with respect
#

t. the inoome state~ent, that "it presents fairly the results of.
operations." This assurance by the accounbanb , however, that the

Lnoeme stateMent "presenbs fairly the results tJf operations" can only
.

me an , .:md musb mean , that the accountant is sl;.tisfiedthc.t the l!lt(.t6~nt

to whioh he has lent hi~ name6 thereby staking his professional ~epu-

tation, is not susceptible to m!sinterpretation by those whose
resp~'Usibility it is to keep the pUBlio informed a a to its meaning.

I do not inteni to attempt to discuss th€ rel~tiv6 M~1it~ et the

many interpreters or thE;ir interpretations. I should l.1'?:c6 howeveJO,
...

to Dring t~ your attention, and c~~ent upon, so~e of the reoent

statements I have n~ticed in newspaperl!l.magazines and fin~ne1al
..

pUblications cftncerni~g pr~rits r~~orted by corporations, hew they
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~~t t~at way.and why,.ellegadly, the~ are ~ot .~ll .that t~ey ~e~m t~ be.

I .~hink a good starting point. is an ~rtio-le whi~h ep~~Lrc Q. ~a .

New York pape r . o~ -Octiober 5~ 1947 ~der tIte. head i.ng "Big. Lncr-eaae .~~en. :

in Industry Prqfits - Ra.te i,s Abov~ Pre ""War.Ye~rs - .,Q.'"le,.th.ird,of Profi.ts

Only en ~he ~3ClOks., til. T-~e.articl~ g.oes on -.tQ stat€ that 1I1,'i.{1ile the

ma~y o:rg:~n~;a~:i:onat. it s~Quld be und~~stood that ..more. thl.:.~ o~e-t~~rd

o~ t.he -.reBor~ed:prorits ere .not re~l e.arnings ?~~.bf!Qk.J~r.o~its.: ?uoh ;..)

profi ts .azo .bhe result of . inadequate depreciation aharges. aH-dinventory,_
I a '.. ~.. \, *.

revc.lu~t~ on•. Invent~ry prof~t. appears ~n th-e. books as ~,.restl~ 'G ?f the

higher.v~l~e per unit. placed Q~ gQods in the warehouS8.Qr i~ pro~ess

of.production. When th~ present. inventory, is sold at an enhanc~d v~lua,,

it mus'Gbe re?luoed with:new stook bought ~r4produc~d at higher.~osts
•

The unreal enare.cter of suoh ~v6ntory.profit is.~ec9.g~i~ed by thy

Department.of 9o~erce, ~hich excludes. it from th@ n~tiena~ income

total. ~~sed'~n ~ts oorp~rate figure for the :fi~st half~of 1947; at.t~e

annual rate .sf.'17,400,OOg,000,. the Dep~rtment reportEd.th&t .-

$5,500,000,000 of thi3~r€?resentE~ invento~T profits. II . (Inoidentally,

I.could-!i~d ~o referenoe.in the.Depa~~~nt report t9 the ~erm _

va.luation adjue.tI"l~;ts.ll) C0~tinuing,. the.p.rticle expla.i''ls:the..t."1'h~

.ther .f:--~tor tha1; ~~lould be~consd der-ed in evalua.t~ng cor,?oratEf '~~rn4-ngs..

is the~ina~equate. cha.rg~ fo~ 4epreeiation. QV~Fsiat~m~n~~of~~rofits,

equtpmenb , will be far gr~E'.ter tl)an the. original cos"!;. In view "f the

general prioe r~se, sue h ~.!>se:t:;sare estimated, to be aoout,.50.per cent .:
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higher th::..n before the war. Inadequate depreoiation ohu.rgess th~refore.

woult tend to underestimate 'p~odUoticn costs and c~rres~ondin;1y

overstate' profits."

In the same paper, on No~..eT"!.ber3, 1947, under. the headline "Profit

Figures Held Deoepti ve," parte of e. :;,10nthly'Letter issued by a large

bank are 'iu~ted as foll.ws I "Figures -on cur rerrb corporate profits '. ,...

frE'quentl~r reflect inventory profit and a re overstated thr~ugh

ina.equa.te estim~te3 of replaeem(~t costs • • .. Lthe~ continue to be

a subjeot of aotive - a.t times even bitter - oontroversy, with oritioism

ranging all the way frnm intemperate charges .of 'extortion' and

'rebberyt to milder suggestions that business is lmaking too.muoh

money' •••• It -The letter is quoted as stating further that "The maLn

pflint tc be made, hewevez, is that the profits themselves a re not ~ll .'

that they seem. In the first plaoe, they oontaln or reflect a. substan-

tia.l mea.sure of inv€?to17 profit,' which re pre senbe a. hi::::1Iy illusory

gain. ths.t can be ehange d quickly to e, loss ....;!1<:-::1 pricf's turn ~own •••• 

Seoond, there is real question as to the ,E:xtCT:Ltto whioh earnings

U~ ~urrently reported are being n\F!"st~te~ because of the fuct that

deprecia.tien.oharges are eommQnlybased upon origin~l o~sts of pla~t

and equipment and'thus are Wholly inadequate in view ~f.the present,

level of replaoement 'oosts.1I This article also' rE'fere to the Depa.rt..

ment -1' CO~~6~cet8 national income figures, and statos that they

inalude all.wance fol' lithe fuotor of inventory' profits."

The f~llowing is quoted

kno~n finanoial pUblioation,

from the August 11,'1947 issue of a ~ell
1

"Phantom profits worry foresighted
I

managements. Business executives tod~y, oontemp1ating ,the big bla~k
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aollar figures tha~ adorn the last lipes. ~f thaiI' incom~ ~~~o~pts,

are giving more and mere thought to informing their shc.rE~older~_, .' ••• 

that there is a strong tlnge of red .:i:.n the, b Iack, .T'oojnany prof,its

are in what the late .AI Srnitli t:ermed, bscl oney doLl.a zs .~•••• Hi.s ;

~....~reports, 'if they:fdtlow standard-~QrpoF.at€. aoeounting~.gi~~ ~ia

stockholders a false picture 'of: the results of: -the oorpor9t.ion':f?

ourrent aotivities~'Il' "The t..'rticle .goell on to point.,o~t that increc..sed ,-, ,

inventories' ~i.l.d"insiiffieient -deprElciation eha rges ~re the prinQ~pf,l,l '.' ~,',

cause s of the "phant om'" p:t'ofits~ :1t.'ith ,respeot ~o deprec i.at t.on it

states, in part, "The money with which to repla~e a, o£..pital a,sse~

must Oome fran the ear.htngs' of this' asset, and nowhere else.

Obviously, if the reserve 'from earnings: f",r ,this -rep~~.Q.!3me:lt,.is~ ss

than the cost. of re?J:£..cement:;.cap:i,:ta:l' i5 b.ei,n&~ep~€-ted. As~.umin,;;

that replaoeMent' costs remain :.at their. current .l:rl:g~.:leve.l, a~ .

ccr-oor-atrl.on 'that l!iJ?1cJV15 for depreciatio~ only OB 'th,e bas is of .,original

/-

..

oost of twenty or 'ferty years "ago "is inti ting everrsus.I be,n~ru1?tQY. The
impactJ of proper depreciatton,.udjUsted to-pr6sent cos~s, ca~ot. b~

figured With'accur!:l.cy~' "It'will vary'with individ~al 5ituat~on~. Bl1't;;,

broadly. tot£..l ae'preoiati~n. now claime-d by indu~t,ry ru."!s az-ound :,?4_

billion annually~ Thi8-fi~ure' is'base~.pn cri~inal- 90st~.wbiQh, ,a~

already stated,' often repre'sents .cos.bs -of' jnany (lif'c&de~,oi':--st. -:;..s,~ulning

that the average re-:?lac~men't:cosb , .ovez- a;ll.,:, had .ri,sen .on1;v.?~, the;n.

earnings ~fff 'indusitry a-re ",pre.seritly -being over,.s:tn ted. 9Y a, :,tota~ "of

absub ~2 billiono ,,', ,

An.th€r.art1~le appea~ed in a.fi~anoial,we~kty on Octob~r l3~

194'7 whioh stated. in part that "In some cases the SUIns/Set aside1

•• '0.

~ 

~ 

~ 
" '" 

~ 

" 



- 5 -

have been la beled reserves for inventory dec1i!l€s; in others they

have b~en put under the loose olassifioatiQn cf toontingencies,' ..
whioh means that the business men fear s~me"t;hing"":illhappen ':>ut

.' .f

cantt tell just what • • • • But in all probability so~ part of the
.~

reserves whioh industry has set aside so generally .nll be aepcea
sooner or later. Then they will act to minimize the effect of prioe

Qeolines on earnings at t~at later date, insofar as the statements
to stookholders are oenoernei.,1

e
,While ,these and other similar articles no d~ubt playa signifioant

.1 4.

part in arousing the pub Ld,e interest with respect to current accounting
.~. 't.

and f1n~ncial p~blems. they most oertainly oannot be expected te

increase the pUblio's o.nfidenoe in generally aocepted aocounting
to

procedures. Ocms1dering the Language used they o&nnot but discr('dit
.' .-, ,

the go•• fe..ithof resP4llsible oorporate offioials, the conpe bence of

independent acoount~ts and the safeguards afforded by a Seeurities

Act which outlaws misleading finanoial statements. If the financial..
statements in current use do present a false picture, are deceptive

:e
and g~n~rally untrustworthy, as these s.Tticles seer.:to i~~ly, then it.
18 abeut ti~e we reexa~~ne our accountin~ principles -and by we I mean

, ,
you aecounbantrs an d the Commie s1on's st~.rf, for there can be but one.. .'.:.... ..
set of aocounting principles.

Cemments suoh as the foregoinr: r<,sult, of'course, frem the
•autherst realization that ohanging price levels c~nnqt be ignored

, . .
when interpreting finanoial statements. ~hile mest of the artioles

I have read deal with only'two ele~ents invE-ntories and depreoiatio:l ....

.... . .~ , .
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scaroely a balunce sheet or inoome statement item can es~ape the

effects of continued rising prices.
j ,

"';-,:. I

Obviously~ if profits shown in, .

ourrent inc~me statements must be tempered to reflect the changeQ
....... .. ,. .. ....

value ef the tollar the effect upon all of the elements which go te
it ,...

make up the profits mu~t be taken into consideration.
).. ') 4

The position expressed with respect to Lnventicr-Le s in the fore-

geing and other similar articles is that when l~w cost inventories

are disposed of an~ replaoed in a period of rising prices a ficti~ious
t : ; .' lo

profit is shown if there is no increase in the physical volume of the
lo "_ "t.:. :..... : . '_.

items comprising the inven~or~. To w~ mind, the use of the word
u . ,".

fiotitious or any other word which ~~y imply deliberate nisrepresenta-
:~. '. ';', ;, , ".

tien in discussing this situation is ~~warranted and inappropriate. It
.. _,. ... .... !.o .. .."

", I. ..

seems to me that the purpese of these artioles, which I am sure is to
",:, .. / , .. .. ~. £" :-:. .~ .•

inform rather than mislead readers, oould best be sor,ed by poi~ting
~,j - ...

out not that the profits reported are incorrect but that they may be
-.--.. .... 'OJ

It should alse

-, .;

offset by inventory losses when and if prices.drop.. . ,.,. . ," . ,.
'e rna'e clear (as has been d~ne in some Qf the articles) that a great

. j :

,I

., ", .....

many reports are not even subjpct to this contingency~ or are affected
. -t!

only in a minor degree because of the usa of inventQ~ meth.ds, such as .
last-in, first-out, whioh serve as a buffer against the imMediate

effect of falling prices.~.~. . , (:. ~""

Furthermore, I think that management must be, and pretty generally
... ," _ :. . .-'c .. . l t~.. :;

is, gUid~d by the ~~IUtnce of ohanging price ievels in buying,
:'" '.~." ..: .' : t.. ',~ ," ~.~ ..

selling, inventory o.n~~ol and disposition of profit, and re~lizes that
.. ,I.. ", ..' !h. ;

to the extent that inoreased profits are correlated with greater

demands for working oapital their distribution must be avoided .r, as an

~ 
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. .
alternative, additional working capital obtain€d from other sources.

If the creation of reserves in anticipution of future prioe declines

will assist in convincing stockholders and other' interested persons

that profits must be retained in the business, certainly the directors
........ :-' "':

shQuli oreate such reserves ..but n~t a'factor in determi~ing net

inoome. This same position is taken by A. I. A. Bulletin N•• : 31.
While this DUlletin expresses only a preferenCe fer'the oreation of

suoh re~erves from earned surplus (rather than as appropriations -from
net inoome), in my opin~.n they should be cre~ted from earned surplus

~~d sh~uld not be sho~TI on the inc erne stateme~t.

The depreciation problem seems to be the sUQject of ~.re comment

ani a much greater variety of'treatment than inventories. 1Tariou8

commentators have oriticized ecooQ~ting and aocount~nts fir allegedly

overstating earnings because provisions for de9r~ciatlon ~re based on

actual cost rather th..e.non estimated replacement. It' SeeT.5 to be 8-

popular misconoeption that the cost of replaoement of assets at 'some

future date must be provided for by current charges against income.'

Certainly the effpct of currently abnOrMal costs of plants, machinery

eto. sh.uld be brought to "the a:ttention of £,.11pez-aens interested in

financi~l statements, and disoussions rn pUblic print are logioal

media. for "this :,?urpose. However, if these di~oussi.ns start with the

oonclusion that finanoial statements are deceptive and the profits they
." .. ".. . ...

refleot are false, and olose wi th the warning that, unless accqunting

practices are completely revamped oorporo.tion~ may find. themselves in

bankTuptoy, it seems to me that the investing public ls. t, say the

least, left a eontused state.

.\
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It 1s not beo~use the depreciation probleM cannet be intelligently

expl~ine~.~~~t ~t is .pistorted~ An artiol& &ppearing' in th~ Guaran~y

s'u!'Yf>Yfla.ted Sep~ember24, 1947 .(pu~l~Shed,by the GuarEJ;ltyTrust Company

~f :;ffJW Y~rk) ,"5, £.or example, in my op.~i(m,. ~air pr~sentation of :

th~..1$J.1b~eqt•. This a~icle. state.,s, in .part, tMt. '~;rherise i~ ~ofi ts

4oe~.. of eourae, i~di~ate the nature. of th~ problem~ Vfuat has .~c~ur~en

1~~ ge?era~.shrinkage i? t~e purchasing power of the dollar, and, t~is

IMinke-ge. is r.eflec:beq net enl.y 1:-"1 :repl&opme:q:liand other ~qfl:ts :b~t

abe,.in inc.mes, demand, sales •. inve?tor:y. value,~ and business ~p!,o£~i?s~.

The,pl"1ee inflation that has raised replao~m.en\ .~bB~P has at. the se;me,

time helped to previde tpe addi tional~ profits from .which t~e ino~€ase

can ~e ~et~:.Th6 essential thing is fo~ managementto rec~bnize the

neoessity of deyot~ng a sufficient porti~n of the .~rofits to that

pUJj?ollle•.

flF~om t.he accf'll.'1ting standp~~nt., it. is que.stionuble. whether th.e

eharging of depreciation ~n t,he busis of.o~~ginal oast. ~an.be_p~operly.

tenner;l ~~err;lepreeiation. .To-char~ depreeiD.ti~n, a\ the Q1d r_t.te:, . ,Ii

distr~b~~e .th~ p~ofits as thus cal~ulat~d~:an9 f~~nce the..inc~ea~a ,!~

repl.~eement O~8t by th~ i.asue of .~ewseouzi, ties. w~ld appear to be 8:,,-

legieal and th~oretica~lY so~~~ accounting procedure. ~s a pra~tica~

matteI', hewevez-.. there ar.e probably f.ewconcerns that. would not fincl it
1 ,

preferable tQ meet.~~ ~~ditional replu~ement cos~ \o~?e great~~t

peRsibl~ e~ent by Teinvesting a.sha~e of ear.nin~~.~ ••• ., .
"TJ:ele 'luestion,s. of aeo-oun~ingproe~dur~. aze of :n";JPe the.oretieal.

than pFaotical importanoe. F1'omthe point of :view.ef manageaeae, th.e '.

p1"eblemis pr:ima~ly one of finance. Whether the books aze k~ptt.o:t: the

-
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.asia of originally invested doliars or of current dollarF management

must retain a share of earnings sufficient to meet replaoement oosts as

and when incurred, unless it is prepared to resort to the money market

for the necessary funds."

While there are indications that several prominent 'oorporations

have, tentatively at least,' charged income with provisions for additional

depreciation based upon estimated re?loement oosts insteaa of upon

actual costs, I feel certain 'that most corporations ar~ 'adhering to

what I ~elieve to be the professional accountants! position. This

position is clearly and ~nequivocally stated in the recent press

release of the Institute, which rea61s in part, liltwould not Lno reaae

the usefulness of reported corporate fncocie figures if some companies

charged depreciation on app~aised values while others adhered to cost.

The committee believes, therefore, that censideration of radical

ohanges in accepted accounting procedure should not be undertaken, at
•least until a stable price level would make it praoticablf for business

as a whole t_ make the change at the sa~e time. The committee disap-

proves immediate write~dovnw of plant cost by chargES against current

inoom~ in amounts believed to represent excessive or abnormal costs

occasioned by current price levels. II

As for our views: We have resisted and will continue to resist

any departure from presently generally accepted acoounting procedures

until we are convinced that oonditions warrant a change and an ao-

oeptable substitute ~s found.



Accounting l m g u a g e  nus t  56 a source of wonder t o  r eade r s  of t h e  

f i n a n c i a l  pages, f o r  no l e s s  t h s n  h a l f  a  doze3 t e r : x  o~ n bQ fou??d 

r e a d i l y  desc r ib ing  how much t. corpora t ion  made. One pt per  ~ a ~ m c n t i n g  

upon an incone s tatement  i n  L f o u ~  p a r ~ g r a r ~ h  iten! used "earnings,"  

"net  ? r e f i t , "  "net ,  " "net  income, " znd "ne t  earii ings" - a l l ,  apparent ly ,  

t o  descr ibe  t h e  same th ing  f o r  d i f f e r e n t  periods. ) a o t > o r  papkr, I n  

connect ion w i t h  t h e  same statement ,  and usin-, t h e  s r q e ,  f i g u r e s ,  
< .  . 

r e f e r r e d  t o  t hen  only  a s  " 2 r o f i t s "  and "income." 3 t h e r  papers  and 

magazines were found t o  be j u s t  z s  v e r s a t i l e  tfi t h e i r  descr ip t ions .  

One nelwspcper under t h e  headl ine  "1946 Ket D r o p  8r5$ f o r  Radio 

S t a t i o n s "  repor ted  t h s t  "ne t  income of t h e  ~ t a n d r ~ r d  r a d i o  broadcas t ing  

indus t ry  in 1945 amounted t o  $76,466,246, dovVm 8.j 'nc-r c c q t  Troa 1945r 

?Jet income r ep resen t s  t ho  amount re!x.ining ~ f t k r  o:xrs;t iny gxpenses 

but.. before  payneat of Federal .  incohe taxes,"  . 

This practice of some f i n a n c i a l  r c p o r t c r s  of  bein; no t  over  meticulous 

i n  thc 'use of ~ c c o u q t i n g  terms ncry be c.$tribut-.bl,c, p z r t l y  a t  l c c s t ,  

t o  2 t endenc;~  on t h e  p a r t  of s o w  preparers  of fi~z.nc!al stc.tcments 

t o  use a v a r i e t y  of capt ions  t o  descr ibe s i v i l z r  i tems and t o  shy  

away from d e f i n i t e l y  c h l l i n g  any i t e ~  on t h e  incoT6 s t a t e i l en t  

"net  income" - o r  even t o  ' l abe l  t h e  I,vrong itern "net  i n c o ~ e .  I' S u r e l y  
. I 

i f  those exper t  i n  t!ic prepalrukion of f i n z n c i a l  s t a t e n e n t ; ~  do not  t h l n k  

it im?ortent €nough t o  c a l l  t h ings  whet t h e y  a r e  and s t i c k  t o  it, 

f i n e n c i a 1  r e p o r t e r s  c ~ n n o t  be expscted. t o  do o thc r j~ i se .  

kt us cons ide r  United S t c t e s  ~ t e e l ' c o r p o r a t i o n f  s  consol ida ted  
4 

Stzternent of Income f o r  t h e  f i r s t  n ine  ,-,oaths of 1946 and '19~7.  



11 ..

(These statements are unoerlifi,ed.) , The, 1946 sta.tement crrivf- at

a final fig~re captioned "Income" of ~57,467 ,89~ or :4.43 per COmmon

sh~re. Half way down the stateT.ent ~ppears an item (an addition to

income) captioned "Strike and other war coens j- less associated

ourrent yearts Federal income tax reduction included herEin. provJtled

f~r in prior years -: .}28-,299:.808." Without this item "Income": would

have been t29,168,086 or only ~1.18 per commonshare. In the '1947

statement the final item, captioned "Income," amounted to \'9'7,306:.461'

or t9! O~ per share; This amount resulted after 0. deducb ion .in the

middle ~f t!t6 s~ate!':1ent of ~l9,600,OOO oaptioned tt;r!et.>.rand exhaustion

of facilities added to cover current coabs " .h.bsent.t1:lis deductiOn,

"Income'~ w oul.d have been ~1l6, 906, ~51. or ~1l. 26. per, commonshare for

the 1947 period.

I do not propose to,disQuss here the propri€ty of either the

-
128,299,808 credit in 1946 or the $19,6~0,000 charge in 1947. The

. . .
point I ,do want.to'make is that one NewYork paper devoted a full

.
column to the rep~rt of the corperationfs chairman and co~mented upon

sales, ~utlqok, .e~d., but stated simply, with r~spect -to the foregoing

income. statements, that "Profit for t?le first. nine 'months 'If this year
......

waS ~97,306.461, or ~9.0l a share, ago.inst 057,~67,894, or ~~.43 a

Bhare, a, year ear-Lie r." On the other .hano; .anothe-r New'York pape r in

commenting' upon .th&se same sto.tements .re.por-bed the sa me'dollar and per

share results but added that "I'he June., .1947, ne.t et:..rning;s are after. .
an extra~rd~na~ p~ovi;Bion of ~7,lOQ,OOOfor r€pla~ement oost of

faoilities ,ver actual original cost. For the nine months this item

1 amounted to ~19,600,000. For the 1946 nine months, net €(\rnings

-


-
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were after a net transfer of $28,299,808 from continbency reserve to

offset actual losses ~ustaihed '.fromthe' abee I an d coal str~l,~e.It:

In at ltast two newspapers there appeared recently an advertise-,
ment which reproduced th~ 'repert°to stockholders o£ Spencer Kellogg

and Sons, Inc., inclUding a Balanoe Sheet as at AUGust 30, 1947 and,
0-

a statement of Profit and Loss and Earned Surplus Account for 'the

fiscal year ended on that date. 'This latter statement re~d as
follgwss '

•

2-,719,194•.75.

-5,026,918. 3~

$12, 371,J.5p. 61

. ,
1.J:,982, 7:59. 73

t12,31,,7,502.77
23,650.90.

e18, 64&,.829. 87'"

27,813.56
,tUG,.398,.967.2.3

$111,519,7,56. 9'5
109,162,596.12
$32,351,160.83

, $ 9; 679,. 772. 4.~

, I

. ..

537, 3e3. 7S
4,000,00,). 00

50,ODO.aO
297,,419.50

IINet Sales.. • • • • • • • 
Less: Cost.f Sale,s. • • • • 
Gross Profit • '~ • • • ••• '
~esss Selling and Administrative

Bxpense s ..
Net Pr.ofit BeforeoDe~reciation,

Jno ome Tax, etc ••• ' ••••• 
Less:

Provision for Depreciation •• $
Provision for Co~ti~gen~ies.
Provision for Bad Debts. • • • 
Inte+est Paid. • • • • • • • • 
Provis~on for Federal .

Income Tax,. • • • • • 

A.dds Other Tncome fIet
Net Profit for the Year

After Provision for
Contingencies. .'.

Adds Adj~stment of Federal
and State Taxes for' Prior
Pe ri ods , • • ',' • • • • • • • 

Less: D~vidends ~id or
Declared • • • • • • '. • • • • 

Net Enc r'case in Earned SurplUS
for'the Year ..

,Rarne d Sur'Jlus ...
August L 31, ':19';'6. • • • • • • ,

Earned.Surplu~
.August 30, H147.o ...... "

4

-,

• • • • • • ~ • • • 

• 

- • • • • • 

-
~ • • • • • 

• • 

-

" ' 

0 
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Having previously commented on the practic~ of provif\ng fpr

depreciation on estimated replacement cost, th~re is no point in

disoussing it further here. However, it is of interest to note the

explanation contained in the foregoing report concerning the provision

of $4,000,000 for oontingenoies deducted before a~riving at the caption

"I-TetProfit for the Year Atter Provision for Contingenoies," which

reads as follows I "One more factor de serves menb ion in considering

the earnings of this oomp~~y - or, indeed, of most co~panies - under

current oonditions. This has.t0 do '~th the question of deprectation.

Theoreticall;)r, the amount set aside -each year as deprecir-tion on a

machin€ ~~ll add up to enough to buy a re?laoement ~h€n the present

machine is worn out. But, as we all know, costs are considerably

higher than they were before tho wa.r; and the deprecif.tion 'savin~s

aooounts' being built up on the basis, of oribin&l costs ~ould be quite

inadequc..teJ in many cases, to pay for a repll;<.0€!~c~~1tat prE sent ?rio€s.

Some recognition of these r""ctors has be en taken t~rough L:1 appropria-

tion for 14,000,000, out ot la.st ye~rls e~~aings, to our pr0vision for

oontinbencies. II

It is not unusual to find e grc~t ,e.rid;:.rof versions of the net
}

income reported. One article will oisol056 deductions or additions

for extraordinary items, another will not; one vdll direot ~ttention

to appropriations from'in~~me, a~other vall be silent on this point;

one vdll attaoh iMportt~~ce to iterr$ wInoh may be carried directly to

surplus and another may overlook or' ibnore the~ While this oonfusing

situation exists even when the fin~~oial stat~ments are oompletely

-

-
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.

informa.tive, it naturc..lly b€oome;-morppronouncedif .the statements
..

themselves are not all they should be.

I reoently had brought to my attention an inoome statel1lent which

showed seven sub-totals, none of whioh bore t:.. o&ption, not;rlthstcnding

that the statement i~dicated substantial provisions for decline in
'. .

inventory prices, for possible loss on ~erchandise oOmMitmentsand

for invento~J and war contingenoies, hnd a revers&l of a r<sprve for
.'..

inventories ~~d war contingencies set up in prior periods. No ite~

•vms labelled "Net Profitll or "Net Income" or "Income for the Year. II
,"'" :. :

The final item on the statement was oaptioned I:Balance to Earned

Surplus. " -
&'lother stutement showed c, captri on "Net profit before appr-opr-Lu--

1

tion, eto., deducted below. II There then were CeouctEd two items, one

captd oned "Excess of appr oximc ..te cost of replacement of inventories

valued on last-L~, first-out b~sis, involuntarily liquidated in prior

years, over the original inventory cost thereof, less estil~ted. ... , .
ref'unds of prior years! federal taxes rEsul ting th€ r-ef'r-on" r.nd the

other oaptioned "Appropriation for future payments of past service

liability under employees! retirement plan, less estimc..tec federal

income tax aavi.ngs attributable thereto. It The final iteM WE.S called
. .!.

"Ba'l.ance of Net Pro:'it 'l'ransferred to Earned Surplus."
. ,

i

Still a~other statement showed a caption "Net Inoome before Extra-

ordinary Credits &nd Provision for Continge~cies and ~inority,.,

Interests," to whi.o h was added an item "Extraordinar.{ Profits on

Sales of Investment," and from whioh was deducted an "J,.ppropria.tion

to Reserve for Contingencies of Portion of ?rofits on Sale or
•

" 

' 

" 

~ 

" ' 

• 

•
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Investment," arriving at a caption "Net Income before Deduotion of

Minority Interests. " The final caption after the deduotion for

minori'by interests was "Net Tnoomes "

I have not read any published oomment on the Spencer Kellogg

statement or the other three statements just referred to, ~ut I doubt

that there will be unanimity of opinion expre eae d as to what the
net inoome is in each case.

For more than three years the Accounting Prooedure Committee of

the Amerioan Institute of Accountants has been giving oonside~tion

to the deter~ination of those princi?les which will result ~n income

statements that do not lend themselves to misinterpretation by

reasonabl~ informed persons. Many discussions have been h~d, in

whioh the Commission's stuff has participated to no s~All extent,

involving oonflicting conoepts us to the purpose of inc~e statements.

At time,s during these discussions it has appeared to us that the

Committee might not reach a workable solution to the problem, and we
have given serious consideration to the cE'sirability of amencing our

rul~s to restrict, in a large me~sure, in st~t~ments filec with us,
•charges and oredits to earned surplus.

It has been our position, which we have expressed repeatedly and

maintained oonsistently, that ordinarily all items of income and €xpense

reoognized during an acoounting perioe should be incluced in the

determination of net income for that period; that any extraneous items,

material in amount, should be clearly explained;' that such items might
properly be shown in a separate and final section of the inoome state-

ment but before the detenn,ination of' net income; and that thE" final
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'.oaption of'the Lno ome statement should be "Net Income."
-$0

The Institute has now issued El. bulletin entitled IIIncome and Earned

Surpkua" No. 32 in the Aooounting Research Series. The Commission,
after c~reful oonsider~tion of the views of the Institute and the

..
staff, and being p~rticularly ~indful of the points upon which these

views differ, approved the following letter, which was sent to Mr.

Carman G. Blough, Director of Research of the American Institute of

Accountants on December 11, 1947:

"Dea r Mr. Blough:

The issuanoe of Accounting Research Bulletin ~o. 32
entitled III:ncomenne Earned Surplus-" by.the Accounting' Procedure
Committee of the American Institute of Accountants raises several
important proplemB of vital concern. to this Commission, as r
have indicated to you by letter and in conference from time to
time in the cuurse of-the development'of the bulletin. ThB
procedures recommend~d in the bulletin seem to be s~sceptible
to abuse and may re~u1t in misle~ding inoome and earned'surplus
statements in conflict with published rules and opinions of the
Commission as well as of opinions of the Chief ~ocountant,
inasmuch as they:

(1) make mandatory the exclusion of oertain
specified items from the determination of
net income "when their Lno Lus i.onw.ould
impair the si~nificance of 'net income S9
that misleading inferences might be drawn
therefrom" ;

(2) permit. the items so excluded to pe shown.
either at the bottom of the income state-
ment'immediately' f'ollowing the "amount pf.
net Lno ome " or as direct charges or crenite
-bo surplus;"

(3) -l'ermi"bthe comminr:ling 'of.the items exoluded
from the determination of'net income with
appropriations to general contingency and
inventory reserves made from net inoome, and

(4) 'prescribe no caption f'or the fin~l item on
the income statement when ~ny of'the items
referred to in (2) or (3) are shown therein.

• 

-

' 
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Under these oiroumstance~ ~h~' 0O\nmission has c.uthorized
the stuff to take exception to financial statements whioh appear
to be misleading, even though they reflect the ~pplicution of
Aocounting Research Bulletin No. 32.

It is my understanding that the subject bulletin has been
distributed to Institute members ~nd will be uublished in the
January 1948 issue of the Journal of Accounto.~cy. It is sug-
gested that, in order that your membership muy be informed of
the Commissionts views herein expressed, this letter be
pUblished in the same issue of the Journal.

Very truly yours,

E£',rleC. King
Chief Accountant"

The bUlletin reiterates, in bold type, the Accounting Pr~cedure,

Committeet s opinion that "there should be (~ ;;enerul presumption that
all items of profit and loss rec0gnize6 during the period are to be

used in determining the figure nportec E.,S net income. II It may be

that, with this admonition, very few inoome statements reflecting the

application of the bulletin ~ill be filac which, in our opinion, a.re

misleadL~g. I sincerely hope this will be the case.
The view~ expressed in the forogoing comments, except of oourse

those contained in the quoted letter concerning Bulletin 32, are

mine alone and are not neoessarily o oneur'red in by the Commission.

MY one purpose in presentin~ this paper has be~n tv emphasize t~e

necEssity for extreme clarity in the presentation of financial

statements ane the necessity for the use of unequivocal language in.
their interpretation.

174872


