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_ A well known Philadelphie N@Gspaper hasta slogan "Neerly E;erybedy
Reads the Bulletin." With & slig@t change it night he applied teo
corporaﬁe finanecial statemeﬁts:‘ "Nbariy Everybodyxlnterpret; Finaneieal
S#atementsﬁ“ Obviously ne objeétion could be‘raiseé to & person's
intefpretation ef anything -« even financial stafeménts - far‘his own

_benefit, but unfortunately mast interpreting is done for someone else's
joenefit° Finanecial advisers, banka, newspapers, magazlnes, industri&l
orgénizatlons, sorperetion presidents, Charbers of Commerce, government
officials, peliticiens, eievator opérators, labor represéntatives,
barbers, everybody.it seems - except possibly publio aécoﬁntants -
takes & hand in statinw what sush and sueh & corporatlon's profits
weres For some reason radlo canmentators seem to h&ve overlooed this
very fertile fleld for exercising thglr fleir for analysis and prediction.

A1l the rublie accountant does is to éxamine the finaﬁcial stete=
ments and affix thereto eertificate whlch states 81“01], with respect
te the income statewent, that "it prese;éslfglrlj the results of
eperations.” This assurance by tqe aocountant however, that the
inoome.statement presents fairly the results of onerationa" ean only
mean, and must mean, thet the aecountant is sctisfied that the statevwnt
to “nich he has 1ent hlu name, thereby staking his pro*essional repu-
tatien, is not susceptlble to m151nterprmtatlon by those mhoae
resoonsxbllity it is to keep the public informed as to its me&ning.

1 de not intend to attempt to dlsouss the relatlve rerits of the
many 1nterpreters or their 1nterpretatlons. I should 1livec, owever,
to bring to your attention, and comment unon, somne of the recent

statements I have netlced in nevaoancrs, megezines and fin&ncial

publicatlons cancerninz nrof1+s r«2orted by eerporations, hew they
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goet that way and wﬁy,_allegedly, they are hot -all -that they seem to be.

I think a good starting point.is an grticle which appecrcd in.a .
New Yerk -paper.on October 5, 1947 under the heading "Big.Increase Segen.,
in Industry Prafits « Rate is Abave Pre-ijar. Years -,Oneethird‘of Profits
Only en the tBeoks«'". The .article gees on.to state that "¥hile the
enornous inoregse.in garnings might. indicate texcessive! ryofits for |
many organizatiens, it should be understood that-more thun one-third
of the.reported .profits are not real earnings byt beqk.profits. . Such :;
profitgﬂaro,the resulf of . inadequate depreciatien qharges-apd inventory,
revclugtion. . Inventory profit appears en the .books as g.result of the
higher.valuye per unit olaced cﬁ goeds in the warehouse.or in probess
of produgtion. When the present.%nveptory.is sold at an enhsnegd value,
A" must;be replaced with.new sbock bought or.produced at higher.costse
The unreal charzcter of such inventory.profit is.recegnized by the
Pepartment.of Commerce, whiech excludes.it from the nstienal income
totals Based-an its oorverate figure for the first half.of 1947; at.the
ennual rete .ef.3$17,400,000,00C, the Department revorted that -
$5,500,000,000 of this.redvresented i;ventory profits." ' (Incidentzlly,
I.could-find no referenee-in the Deparfment repert to the term .
"iInventory profits,! Reference .is made;-however, to."inventery
veluation adjustmentss") Continuing, the .article expleins.that "The
ether fuotor that ghould be- considered in evaluating corvorate earnings.
is the-inadequate. charge for depreeistion. An ovgrsiatemend.of, profits,
in some .cases, hes been caused.by insuffiecient.provisien. for.cepre-~ . .
oietion. . Replacement of.cepitel assets, such as plant, mechipery and
equipment, will be far greater then the.eriginal coste In view of the

general price rise, such assets are estimated. to he adbout,.50.per cent .
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higher thun before the war, Inadequate depreciation churges, therefore,
would tend o underestimate ‘produstien costs and cerresvondinzly
overstate: profits."

In the same paper, en Nevemher 3, 1947, under the headline "Profit
Figures Held Deceptive," parts of 2 iionthly Letter issued by & large
bank are quoted as follewss "Figures 'on current corporate profits « o »
frequently reflect inventory profit und-are overstated threugh
inadequate e;timutea of replaeemcnt costs + .‘Zﬁﬁm§§”continue to be
a subjeet of active - at times even bitter ~ eontroversy, with oriticism
ranging all the wey from intemperate charges of textortion'! and
'rebbery! to milder suggestions that business is ;nmking too .much
money! « o » «" The letter is quoted as statirg further thet "The muin
peint te be muade, however, is that the profits themselves ;re not &ll
that they seems In the first nlace, they oontain or reflect a substan-
tial messure of inventory prefit, which represents & hichly illusory
gein. thet .ean be ehanged quiekly to o loss when prieccs burn down , ¢ « o .
Seoond, there is real questioen us to the extent to which earnings
as‘ourrently reported are being overstoted because of the fuct that
deprecistien.charges are commenly based upon origincl costs of plart
and eq;ipment and thus are wholly insdequete in view of the present |
level of replacement eosts.” This artiele also refers to the Depart-
ment ef Commercets natienal income figures, and statcs that they
include allewance for "the faster of inventery prefitse"

The fallewing is queted fﬁom the August 11,‘1947 issue of a well
knovn finaneial publieation. "éhantom profits werry foresighted

menaegements. Business executives teoday, opntemplating the big blaek



dollar figures that adorn the last lines of their income wccoounts,
are giving more and mere thought to informing their shareholders s.o o o
that there is a strong tinge of red in the blacke -Too meny profits
are in what thé late Al Smith termed beloney dollars.. . .. His . |
reports, ‘if they follow standard corvorate aceounting, give his - .

stockholders a false plcture ‘of the results of -the corporstionts

current activitiesi" "The¢ article.goes on to point.out that incressed . .

£,

inven'bories'éx:id"insiifficient‘deprsciat-ion gharges are the prineipgal
causeg of the "phéntom" profitss 'With respect to depreciation it
states, in part, "The money with which to replace a.cupibal a,sse}; Dt
must come frem the éarnings of this asset, and nowhere 'els'eo .
Obvieusly, if the reserve from earnings: for this ~rep_='_|.apﬁeme:1’c.‘isg less
than the cost of revnleccement,. capitel: is being depleted. Asg,wuin_g;
thet replecement costs remain:at their-current high.level, any - .
cornoration thet &¥lows for depreciatien only onm the basis of original
cost ef twenty or forty years-ago-is inviting evenbusal benkruptcy. The .
impact . of proper depreciation,.sdjusted to-prasent cosi;s‘, canpgot, be
figured with-eccurticys’ "It'will vary with individuwal situations. -But,
broadly, totél depreciatisn now eleimed by industry runs eround 34,
billion anhiiéxlly.' This™ figure is based on original- cost,. which, 88
&lreedy stated, often represents .coste -of meny (deceades pust, . ASKUming
that ’t;,he average revlacement costy :over all,. had risen only 50%, then.
earnings -af "industry are ‘presently 'beiné overw;t&tsd by & totel of
abeut 82 billiome™ - = - 4 7 a- K CL e,
Anethér drtiele appeared in a finsneial weekly on October 13,'

1947 which stated in part that "In seme cases the sums _/_‘E'et &sid_e_7
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have been labeled reserves for 1nventory declines- in othcrs they

have been put under the loose classxflcation of 'oontlngencies,

>
[

which means that the bu81nes< men fear sevethlng »111 hnpoen bnt

can't tell Just what e o o « But in all probabillty some cart of the
reserves mhich industry has set aside so generally w*ll be qeedei
soener or later. Then they w111 act to minimize the effect of price

-t

decllnes on earnings at that later date, 1nsofar as the statements

to stockholders are soncerned. "
o -

'While these =nd other similar articles no dcubt play a significant

IEEN

part in arousing the publiec 1nterest w1th respect to current accounting
and finsneisl prwblens, they most certalnly cannot be expected to

increase the publlc‘s conflaence in generally accepted acccunting
[ ]

procedures. Gonsicerlng the 1&nguage used they ocannot but discrcdit
T

the gosd faith of respon51ble corncrate officlals, the co"metcnce of
independent eacountunts end the safeguards afforded by & Seeuritiles
Act which outlaws misleadlng financlal sbatements. If the financlal

statements in current use do nresent 8, false plcture, are deceptive

3 o -

and gcncrally untrust“orthv, as these artlcles seer to 1n*1y, then it

is abeud tlre we reex_mlne our accounting prlncﬂples - and by wo I mean

a,
~

you accountants and the Cowm1831on's stuff, fcr thfre ean be but one
set of accountinw prlnclnles; N ,
Cemments such &s the foregoin~ resuls, of codrse, from the
authnrs’ realizat*on that chanblnb price levels cﬂnnct be igncred
when interpreting financlal stetements. rh11e mcst of the articlee

I have reed deal Wlth only two elerents - inventcries and depreciatlcn
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scarcely a balanoe sheet or 1ncome statement item can escsape the

. PO
.~ oLl P

effects of continued rising prices. Obviously, if profits shown in
tud
current 1noome statements must be tempered’to reflect the changeé

value eof the dollar the effect upon all of the elements whlcn go te

l' L

make up the proflts must be taken 1nto con31deration-
3ot Iy e B
The p081tion expressed with respect to 1nventorles in the fore~__

<

geing and other similar articles is that when lew cost 1nVentorles

AR
Le® s *

are d1sp°sed of and replaced in a perlod of r1s1qg prlccs a flctltlous
% . t

profit is shown ir there is no increase in tnc physical volume of the

N st ‘0.- o

l: '-l

items comprlsing the 1nventory. To my mlnd, the use of the word
) R - : . EEK . .
fictitious or any other word whlch may imply deliberate misrepresenta-

~- = )3 r. Y

tien in d1scuss1ng this situatlon is unwarranted and inappropriate. It

.

seems to me, that the purpose of these articles, which I am sure is to

- i v 5

inform rather than misleed readers, could best be serred by p01nt1ng

%

out not that the proflts reported are 1ncorrect but thet tney muy be

offset by 1nventorv losses when and if prices. droo. It snould also

N

ke maae clear (as has been done in some of the artlcles) that & great

- ,.,\'

w »

meny reports are not even subgect to this contlngency* or ares affected
- . &y

only in a minor degree because of the use of inventory methods, such &8

v
Sy f

K

last~in, flrst-out, which serve as a buffer agalnst the immcdlate

effect of falling orlces.
K PR N . . . . * LR 3 N o
Furthernore, I thlnk that mene gement must be, and pretty generally
et t 81
is, gulded by the 1nflutnce of changlnb prlce 1erels in buJing,

-

selling, 1nventory oontrol and dlsp031tlon of nroflt and reallzes that

to the extent that inoreased profits are correlated wlth greater

demands for working capital their distribution must be avoided or, as an
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alternative, additional working capifal.obtainéd from other sourcesa
If the creation.af reserves in anticipation of future price declines
will assist“in cen;inc{ng'stockholders end other interested persons
that profits.;ust.be fetained in the business, certainly the directors
shouli é?ggéé'gﬁch seserves ~ but not &s a factor in determining net
income.. ThlS same position is taken by Ae I. Ae. Bulletin Ne.' 31,
While this.bulletin expresses enly a preferente for the creation of
such réserééé from earned surplus (rather then as eppropriations -from
net income), in my opinien they should be crested from earned surplus '
and sheuld not be shown on the inceme statement,

The depreciation problem seems to be the suhject of mere comment
end & much greater variety of treatment than inventories. Various
commentators have criticized scoounting and accountunts fer allegedly
overstating'earnings beoause provisions for devreciation are besed on
actual cost rather than on estimated replecement. It seems to be &
pepular misconception that the cost ef replacement of assets at ‘some
future dase ﬁust be provided for by current eherges sgainst {ncome.’
Certainly the effec{ of currently abnermsl costs of plants, mechinery
etc. sheuld be brought to the sttention of «ll persens interested in
finaneiel stefements, and discussions in publie print are legicel
medis for'éhis nurpese. However, if these discussiens start with the
conclusion that finencial statements are deceptive and ﬁhe profits they
refleot are false, and close wuth the warnlng that unless actounting
practices are completely revamped corporations me.y find'themselves in

bankyuptey, it seems to me that the investing publie is, te say the

least, left in a confused state,
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It 1s net because the deérec{ation problem cannet bes intelligently
explained. that i% is distorteds, An article appearing in the Guaranty
su;%ﬁy dated September 24, 1947 (published by the Guarsnty Trust Compeny
of New Yark) is, for example, in my opinian,. & fair presentation of -
the subjegts, . This article states, in part, that. "The rise in orofits
does, of eourse, indicate the nature. of the problemi What has .pecurred
1s a general shrinkage in the purchasing power of the doller, and this
ghrinkege is reflected net enly in replegement and other eqgbs bub
alse in incemes, demand, sales,. inventory values and business .profits,
The‘priee inflatien that has raised replecement, cbsfs has et the same.
time helped to previde the additionel profits from which the increase
can be met., , The essential thihg is for manegement to recugnize the
necessity of devebing e sufficient pertion of the .profits to that .
purposes . . - o “ o

"From the accounting standpoint, it. is questionable whether the
sherzing of depreciation sn the basis of orjiginal cost.egn.berénopeg;y
termed underdepreciations To- charge depreclatign: af the old :yte,}_ P
distribute the profits as thus eslculated,, and finance the. increase in
replacepent cPst by the issue of pew securities wqpla appear to be & ..
legieal and theoretically sound eccounting procedure, 4s & pragtical
matter, hewever, there are probably few concerns that would net find it
preferable to meet. the sdditional replagement cost o Lhe greatest
pessible extent by peinvesting a share of earnings. .« o o o . . . e

"Tbgse questions of accounting proecedure are of more theoretieal .
than praetical importance, From the point of view of monagement, the .

preblem is primarily one of finance. Whether the books are kept,an, the
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®asis of originally invested aoliars or of current dollars manégement

must retain a share of earnings sufficient to mect replecement costs as
and when iﬁcurred, unless it is prepared to resort to the money market

for the necéssary funds. "

While there are indications that several prominent-corpo;ations
have, tentétively at least, cherged income with provisions for additionel
depreciation'based upon estimated renkoerient costs instead of upon
actusl costs, I feel certain that most corpdrations are'adhering to
what I bélieve to be the professional acoountants! position. This
pesition is clearly and ﬁnequivocally stated in the recent press
release of the Insfitute, whicﬁ reads in part, "It would not increase
the usefulness of reﬁortedﬁcorporé%e income figures if some compenies
charged depreciation on apér&ised values while others adhered to cost.
The committee believes, therefore, that censiderstion of radical
changes in acceéted accounting procedure should not be undertaken, at
least ﬁntil e stable price level'would meke it practicabls for basinesé
ag a whole te make thé chenge at the seme times The committee disep-
proves immedisate write~downs of plant cost by charzes sgeinst current
inoome in amounts believed to répresent‘excessive or abnormel costs
_ oceasioned by current price levels."

As for our viewss We have resisted and will continue to resist
any depafture from presently generazlly accepted accounting procedures
until we are convinced that conditions werrant a change and an ac-

ceptable substitute is found.
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Accountipg language must be & source of woncer to resders of the
fihancial pages, for no less then helf a dozen terms ccn be found
readély deseribing how much « corpofefion madee. One pt per esmmenting
upon an income statement in &« four paregraph item used "earnings,”

"net prefit,” "net," "net income,"

apd_"net:earﬁiﬁgs" - all, apparently,
to describe the same thing for”diffefeo#‘periode.: Anot}er paper, in
connection with the'eeheistatement,'end'gsing the seﬁe“figures,
refefred to them'onl&ras ﬁprofiﬁs"bené "income, " Other 1 prapers and
megazines were found to 5& just as versatile in fheir descriptions.
One newspaper under the hendllne "1946 Net Drops 8‘um for Radio
Stations" reported thut "net income of the standard radlo br0¢dc“st1n5
industry in 1948 amounted to 376,468, 246 down 8e5 ncr cent from 1945,
Net income represents the amount reulvu";L after oaﬁrctlno eioenses
bpt.before.payment of Federal. incomertages." |
This prnctlce of some flﬁanclal reoorters of b°1”: not over meticulous
in the®use of accounting terms nay be cttrlbut ble, p&rtly.atﬂleast,
to & tendency en the~part'ofvsome preparers of finsnelal statements
to use a va?iety_of captions to describe similar items eod to shy
away from definitely calling any item on the.income statement
"net income" —.orjevenfto’iabei the,wrbng‘it;m "net income." Surely
if those expe;t in the pfepere£ionAof‘financial statemenée do not think
it 1moortwnt enou”h to call thlngs whet they are and stick to it,
financial reporters cannot be expeoﬁed to do otherwise.* )
Let us consider.United éteoee Steelﬂco;poration's*Consolidated

+

Statement of Income for the first nine months of 1946 and 1947.
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(These statements are uncertified. ) ., The 1946 statement arrive &t

a final figure captioned "Income" of 357,467,894 or 74, 4% per common
share, Half way down the statement appears an item (an addition %o
income) captioned "Strike and other war costs, less associdted
current year!s Federal inocome tax reduction included herein. provided
fer in prior years - %528,299,808." Without this item "Income"™ would
have been 929,168,086 or only %1.18 per common shere. In the 1947
statement the final itewm, captioned "Income," amounted to 497,306,461
or #9801 per share. This amount resulted after ¢ deduction in the
middls of the statement of QlQ,SO0,00b éaptioﬁed ;Wear and exhaustion
of facilities = added to cover current cost." Absent.this deductiSn,)
"Income" would have been $116,906,451.0r 511.26.per.common share for
the 1947 period.

I do not pronose totdiscuss'heré fhe propriety of either the
$28,295,808 credit in 194é or the $19;650,000.cha;ge in 1947, The
point I do want to ‘meke is thet one New Yérﬁ éapeé éevoted a full
colum to the repert of the corperation‘s'chairman And commepted upon
sales, sutlook, etc., but stated simply, with.raspeot-to the forezoing
income- statements, that "Profit for the first-nine months of this year
was $97,306,461, or £9.,01 =« share, aga1ns£ A57 67 89:, or $a.43 &
share, a year earlier." On the other hend, another New -York peper in
commenting upon these same st&tements reported the same doller and per
shere results but added that "The June, 1947, net ecrnings are after
an extraerdinery provision of &7,100,000 for replacement cost of
fecilities 9ve¥ actual original cost, For the nine months this item

amounted to 319,600,000, For the 1946 nine months, net earnings
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were after a ﬁet transfer of $28,299,808 from contingency reserve to
offset actual losses susteihed from the steel and coal strikes™:

In at least two neﬁspapérs therc appeared recently an udvertise=-
ment which reproduced tﬂe‘report'to stockholders of Sﬁencer Kellogg
angd Sons,'Inc., includiﬁg a Balance Sheet as at August 30, 1947 and..
e statement of Profit and Loss end Earned Surplus Account for the
fiscai year endéd 6n that dates This latter stotement read as

followsg °

"Net S81€S5.0 « « o o s o 5 0 0 0 0 $141,519,756,95
Iess: Cost ef Sales o « ¢ ¢ & o+ & 109,162,596,12
Gross Profit o« o o 4 o« s ¢ o o o o o 222, 357,160.83
Lesss Selling and Administrative

Expenses ¢ 2 ¢ ¢ ¢ ¢ 5 . 2 ¢ 3§ ’ -5,026,918, 32
Net Profit Before Devrecistion,

Income TaX, €tCe o o« o o o + o - __— 827,220,242 50 - -
Lessy ;

Provision for Depreciation . % 537,3C3.75
Provision for Contingencies. ¢ 4,000,0C2,00

Provision for Bad Debt8e « o+ » 50,000, GO
Interest Paide « o ¢ o o ¢ o » 297, 4184 30
Provision for Federal - : Cond . . ,
Income T&X o o + « o o « o 10,098,016, 47 14,982,729.73 ~
‘ - - $12,347,502, 77
Adds Other Income -~ Met 2 2 2 & ¢ i 22,6504 90
Net Profit for the Yeer - ‘ I - :
- After Provision for
Contingenciess. ~ # # # .:v ¢ » .. $12,371,153.67
hdds Adjustment of Federsal
and State Taxes for Prior o CoL .
Perio@s, e v e e e s e e e s e . . 27,813.,56
L a St .~ §12,398,967.23
Lesss Dividends Psid or
Declared o o o o 6 ¢ e o 0 o . T : 2,715,194..75
Net Increase in Earned Surﬂlus .
for'the Year 2 « .« "¢ ¢« o & & . 8 9,679,772.48
-Barned Surplus - ' )
August 31, '19"‘:60 e ‘e 4 e » . T 8,‘967,0570-59

¥arn=d Surplus -
August 30’ 194:7._ ‘.‘ . h" 3 e te g1 . $18’ 6/-"z§,829¢ 87“.
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Having previously commented on the practice of providing for
depreciation~on estimated replacement co;t, £hcre is'no point-in
discussing it further here. Howevef, it 4s of interest %o note the
explanation cogtained in the forégoing report conéerning thé p;;viéioﬁ
of $4,000,000 for oomtingencies deducted before afrivingkat the caption
"Not Profit for the Year = After Prov131on for Coqtlngencles," mhlch
reads as follows: "One more factor deserves mentioa in 00131der1ng
the earnings of this oompany =~ or, indeed, of most companies - under
current conditionss This has, to do with thé question of depreciations
Theoretieally, the amount setqaside'each year as depréciation on &
machine will add up to enough to buy(a revlzcement when the preseant
mechine is worn out. Bub, as we all know, costs are considerably.
higher than they were béfére the war;.and the deprecistion ';avings
acoounts! being built up oﬁ the besis.of originél costs would ﬁe quiﬁe
1nadequ“te, in h&ny cases, to pey for.a replach =1t at present pricese
Some recognition of these factors hss been taken éhrough L aporonrla-
tion for $4,200,000, out of lest yeerts eernings, to our provision for
contingenciess "

It 1s not uwnusuel to find s groat.%s;iety of vérsions of the net
in;ome‘;eéorted. One article w;ll aisclosc deductions or additions
for extraordinary items, enother WLll not- one will direct sttentiom
to appropriations fron 1nébme, unothsr w111 he silent on this point;
one will attach iméortance to items which mayhbe cerried directly to
surplus and anofher'may overlook or‘ignore the;u While this eonfusing

situation exists even when the finencial statements arec completely
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informative, it naturclly becomes'morp'pronouneed,{ftthe statements

themselves are not all they should be,
I recently had brought to my attention an income statement which
showed seven sub-totals, none of which bore & ceaption, notwithstending

that the statement indicated substantial provisions for declinelin .

inventory prices, for possible loss on merchandise commitments end

. -

for inventory and war contingencies, and & reversal of & reserve for

inventories und war contingencies set up in prior periodss Yo itenm

- . - . -
wes labelled "Net Profit" or "Net Income™ or "Income for the Year."

-

The finel item on the statement was captioned "Balance to Ezrned

Surplus."

Another stuterent showed = caption "Net prufit before avpropria=

) . -

tion, ete., deducted below." There then were éeducted two items, one
captioned "Excess of approximate cost of reolacetht of inventories

velued on last~in, first-out basis, involuntarlly liquideted in prior
years, over the originel inventory cost thereof, less estimated
refunds of prior years! federal taxes resulting therefrom" znd the

other caDtioned "ApUropriation for future payments of past service
liebility under emnloyees' retlrement plan, less estﬂmated federal

income tax suv1ug° attr1bu+able thereto. The flnal 1ten we.8 called

"Balanee of th Droult ,r“usferred to Earned Surnlus "

H

Stlll another statement showed a cantlon "Net Income before pxtra-

ordinary Credlts anc Provision for Contluvenc1es and Mlnority

- e, -

Intere«ts," *o whlch was addeu an 1tem “Extraordln&ry Profits on
Sales of Investment,“ ené from Wthh wes deducted an "Approprlation

to Reserve for Contingencies of Portion of Profits on Sale of
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Investment," arriving at a caption "Net Income before Deduction of
Minority Interests." The final caption after the deéuction for |
nﬁnori.‘hy interests was "Net Inoome,"

I have not reéd any published comment‘on the Spence} kellogg
statement or the other three statements just referred to, tut I d;ubt
that there will be unanimity of opinion exp;éssed as to whet fﬁil
net income is in esch case;

For more than three years thg Acqounting Procedﬁrg Commi;tee of
the Ameriecan Institute of Accountants‘has béen giving considerution
to the determination of those prineioles which will result in income
statements that do not lend themselves to misinterpretation by
reasonably. informed persons. Many discussions have been hud, in
which the Commissiont's staff has participated to no smell extent,
involving conflfctiné concepts as to the purpose of lncome statements.
At times during these discussions it has appeared to us that the
Committee might not reach a workasble solution to the problem, and we
heve given serious consideration to the cdesirability of amending our
rules to restrict, in a large meusure, in statements filed with us,
charges and credits to earned ghrplus.

It has been our position, which we have expressed repeatedly and
maintained consistently, that ordinarily all items of income and expense
recognized during an accounting period sgould be incluced in the
determination of net income for that period; that any extraneous items,
material in amount, shoulé be clearly explained; that such items might

properly be shown in a separate and final section of the income state-

ment but before the determination of net income; and that the final
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caption of the income statement should be "Net Income."

The Institufe has now issued & bulletin entitled ";ncome and Earnea
Surplus" - No. 32 in the Accounting Research éeries. The Commissien,
after careful con51ﬂerat10n of the views of the Inst;tute anc the
staff, and belng purtlcularly m1ndfu1 of the p01nts upon whlch these
views differ, approved the following letter, Whlcn was sent to Mr;
Carmen Ge Blough, Director of Research of the America; Iﬁstieute of‘
Accountants on December 11, 1947: h '

"Dear Mr. Blough- ‘

The issuance of Accountlng Research Bulletin XNo. 32
entitled "Income anc Barned Surplus" by the Accounting Procedure -
Committee of the Americen Institute of Accountants raises several
important proplems of vitael concern to this Commission, as T
have indicated to you by letter and in conference from time to
time in the course of -the development  of the bulletini The
procedures recommencded in the bulletin seem to be susceptible
to abuse and may result in misleading income &nd earned surplus
statements in conflict with published rules and opinions of the
Commission as well as of opinions of the Chief Accountant,
inasmuch as they:

(1) make mendatory the exclusion of certain
specified itéms from the determination of
net income "when their inelusion would
impair the siznificance of met income so
that misleading inferences mlght be drawn
therefrom"; :

(2) permit the items so excluded to be shown
either at the bottom of the income state-
ment - immediately following the "amount of.
net income" or as direct charges or credits
‘o surpluss.

(3) -permit the commingling ‘of the items excluded
from the determination of net income with
appropriations to general contingency and
inventory reserves made from net income, and

(4) “prescribe no caption for the fintl item on
the income statement when cny of the items
referred to in (2) or (3) are shown therein,



Under these circumstances &h@'ﬂ@hmiSsion has cuthorized
the staff to take exception to financial staetements which appeer
to be misleading, even though they reflect the application of
Accounting Research Bulletin No. 32,

It is my understanding that the subject bulletin has been
distributed to Institube members end will be published in the
January 1948 issue of the Journal of 4ecountancy. It is sug~
gested that, in order that your membership may be informed of
the Commission®s views herein expressed, this letter be
published in the same issue of the Journal,.

Very truly yours,
Rarle Ce. King
Chief Accountant"

The bulletin reiterates, in bold type, the Accounting Procecure.
Committeets opinion that "there should be ¢ seneral presumption that
all items of profit and loss recopnizecd during the period are to be
used in determining the figure reported as net inecome." Tt may be
that, with this admonition, very few income statements reflecting the
application of the bulletin will be filec which, in our opinion, are
misleadings I sincerely hope this will be the case.

The views expressed in the forcgoing comments, except of course
those contained in the quoted letter concerning Bulletin 32, are
mine alone and are not necessarily concurred in by the Commissione
My one purpose in presenting this paper has been tc emphasize the
necessity for extreme clarity in the presentation of finaneial

stetements and the necessity for the use of unequivoeal leanguage in

th;ir interpretation,
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