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, Accountants, it seems, always have "current problems." Someof us

woul(::L~C?tha~e muchto do, but our lives would be -.h less interesting,.
. . . . .'

if that were not the case. rr all concerned had a 1Mtttergift of
, t '.' ,

prophecy, or perhaps i~ all could be convinced that Eieonomicor business

disturbances, both inflationary and defiationary, are recurring, and. ,

cons,~que~~ysomeaccoating problems are also recurring, wemight make

mo~~~ea~y in reac~ mutually acceptable solutiOns.

F!0mits incept~en the Securities and Excha1'1geCommissionhas had

the active cooperation of aecountdng teachers and practitioners, both

public ,and private, in the'development of its accounting rules, and.regu-

lations. Recip~ocally~ the Commissionhas hac;l'anactive interest in the

work of the AmericanAccounting Association in the prep~ra.t1~ of'its
. .

successive statements of "Accounting Principles Underlying Corporate

Fin~c~ ~tatemeIits~t"andin the wO;kof the America~;In!3tit)1te:of

Accountants' Committeeson Accountiilg and Auditing Procedure.. :.
. . ,

All of you, of course, are. familiar with y~ur own ,flssociation's

statement~' the bulletins of the Institute's committees, and lij,l,h the. .
accounting requirements of the S. E. C...as refiected in Regulation S-X,

Accounting Series Releases, and in published opinions. While I realize

th&t'registrants With the S. E. C. represent only a smaU' rra~nt, in

numbers, of business units in the United States, I' 'think we can assume

that sooner or laterac'counting students training to enter the profession

of public 'ab'count::'ngmayserve such regis~rants. Whenthey do, in serving

c~erCial ~d industrial clients, they will deal with an agency interest-

ed iri 'Ob~ining a reasonable degree ,of consistency in the' form and contEtnt
. .

of financial statements of compan1esnot required to complywith a

uniform ~Sys~~m'~ora~~ounts, as in regulated enterprises. Although the
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f!r~~ ':r~gistratio~ and' report' forDifidopied bi the Comirdssi~~cin~l~~d"

rather specifi~ instrUctiori~ a:lft,o' tli~ ~onterit and, mor~ especially, Ithe

form of the financial ~ia.tements'Iio '~"fii~d, the iristructions now'foUnd.
•. "'1to 1'(.. -,

in Reg;uation S-X permit a certain amount of variation in terminology,

form and content.' lfter somedistur~ing ~xPeriences and:'differ~rice :of:-:
• t • .. , ... ••• • '\ ~.' • 

opinion on the basic question, ,the' CanIDissionin 1938 issued a: statement'
r;. -.

ot its adiDii1:lstra.tive policY with respect 'to financial'statements:

," , "tn cas~~ Where'financial ~te;.t~~ents ro~d with';tnls'
, ,Conunissipn p~s~.,.., to !ts ruJ.e~ and r.~gu::I:~tionsunde;r :the ,
, secUrities Act oi' '1933'or the securities EXchangeAct of 1934

.are preP'*red in, acccrdance wi:t;baCC;Q'\Jlltingprinciple~ tor .... :.-J ','
'which there' u~.no substantia1."auf,fton.tative support; :such
financial state~en;t.s will be pre~ume~to be misle~4Htg or , "
inaccUrate 'despite"discloslires contained in the certiticat.e ...
of~~~ ~~~Qunt~~or in, foq~ot~s,to the statement~ Pf9vided
the matters tiivolved are material. In eases where there is
a dif~e:r~I;1c~of opj,.nionbetween t.he,Commissionand the ,regis .. ,
trant a's. to 'the' proper principles' of' accoun~ing to be- followed,'
disclos~e, ,,!ill. be accepted in J,1eu of correQ:,;"onot the., .
financial statements'tnemselves onlY'if the points"involved

....: are ~UCAt~~, ~J1~r~ ~~, substantial autho~itative supPQrt for
the practices'followed'by the-registrant and the position' of

.1fl1eC?IrIlIP-~~iop,hasno.t pr~vio~lY,be~.e¥Rre~sed ~~.~esl.
'regUlations brother official' releases 01' tht!' C6mmission, , ; -:

, incl~ the publi~~d,op1nions of its. Chief Accountant." .
~. \ t. _" ," ,.

This statement of policy 11$.a. declar~tion by the Commiss:\.pnconsistent
4 'O.

with rec9~~ndations made~ Professor Paton a:t;an I~1noi~ apc.ounting
,.,. ,..... 4

cont~r~J1ce in 1946..tbat, "First, managementmust becomemore receptive.' . - ..... --'. .......' . .. .' ."'... . - . ..

to the, view that ,~ccounting is, not designed to ,paint p~ctures correspond-
..t,.

j,ng tq rnanag~r1al,wbims and prejud.1ces,. ,In other worcl~,,managementmust.
10 _' ." ,. ...." ~I I. 4'".1,'. ....... ..

.Qec~,:~o~~,;~l'-=.t~li y~:,l~~ the. acco~~an~s J~~l ~.:sT/~~~~,f~p~de.-show ....

,thing~ as tb" are .rather ,~ba.nas managemen't;woul<1,J,U<,eto see :them.,
fl'. 4 I. -, .. ;J

Second, aCCQ\)lltaz?t,smust becene more resourceful, ad4p~ble, les,S lhi.cle... ,~, , ..~ . ... :..... . ." . ..

bo~d, ~o th~t management!1l&ybe.~f;re~;t.ively assist~d." .Thif.d,,Potb,~.. ',_
... '.' .. ..... ",It .' ..... .... 4C -~' 4
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man&g*nt and accountants should remember,that thetr primary responsi-

,bility is still to the investors--those whoput upitbe mone1--the folks ..

whohave been the forgotten men for some time." I certainly have no

quarrel with those seiit1llents. They remind'me of a particularly difficult

conference in which"couauiel '1'02;' :the registrant did Il\Ostof the talking .

in. support .01' a treatment of. reserves to wh1:chwe had taken'.exception.

After the conferenoe "broke.',upone of the group was'overheard to remark.. :

that "they seem to want us':to 'tell 'the truth rather than"be conservat:tve."

,Most of our "current problems" arise in the appraising of trans ...'

actions ,reflecting newmethods of :doing business 'or matter$' upon which

there: has been a wide difference of opinion amongrecog rl.zed accounting ,

authori ties: for JIlBily'. 'year.s.... Thoroughanalysis 'and :discussion of the new

problems and reappraisal of ..the old controversial problems are matters ,

of mutual 'interest Jor all of us :liere, as. well' as .for the registrants and

certifying accountants diTectly concerned. Two'grticles"which appeared

in T~ AccountinS Review a year ago suggest the possib1li ty of,'discussing

someof these problems under' the general then.e of consistency in account--

ing.

One of the artiCles expr&sses the fear that. the doctrine of con-

sistency is being followed blindly by accountants and .therefore improve-

ment in accounting practices is being' prevented. '1'his view is somewhat

in contrast- with the other ar.tic1e dealing with examination :01' 150 current

(1946';'1947vs, 1945';'1946) reports to stockholders. This 'artic1e contained

the statement that "none of the, op:lnions [Of. independent pub11c account-

ant!7 included exceptions) 'qualifications,. OF explanati.ons bearing

directll upon the que~tion"of. consistency w!'ih ',respect to generall7



-4-

accepted accounting prinCiples ~ft'" ','D1& authOr"listed' ten: classes of;-itams'

gleaned frmn the reports which seemed.to him.to -be caaes of inconsistency.

Dealing with this problemis' a ma'jor'part ot'.our work'in -reviewing

the' financial statements filed with"us. and L.th1u I can assure you'that,

our effert:s~are not directed' to suppressing.:disclo:;utes' of'1ndonsistencies

from year to year-. On the contrary, we insist" upon exceptions: being noted

if the changes are significan t~,' Andthere is where the element of judg-

ment enters. There'.are-uSually ,four parties involved in a conference

over sueh matters if a. r.eg'istration under the 1933Act is involved--

representati ves of the registra.n~ (usually the chief accounting officer),

a partner.of the firm of 'certifying public accountants, a representative;'

of.the underwriters, and.aeccuntente of the Commission'sstaff. If the ..

conference is a 'pre-filing one, it'may have been suggested by any one»t .

the parties; if after filing, it probably resulted from a letter of '

deficiencies. Such a. conference is an informal-meansof, getting at the

facts behind the accolD'ltingand usually leads to a conclusion as to ~, ..:

whether an exception as to consistency or a changein methodof accounb-.

ing or reporting is necessary.

The:rules .that .govemwhe-theran exception should be taken as to

consistency are found in ,RegULation~.::Amongother requirements

rule 2-02 says that n'Theaccomtant' S, certificate shall 'state clearly:

*: it":* the opinion ~t..tbe acc'ountant'as' to any changes in accounting

'.principles- '01" practices, 'or .adjustments of th~ accounts, required to be

se't.:f'orth~bJr :rul~;3-07; '*' *:*.,i" _Rule 3...07 requires'that "If ,any signifi-

cant change.in aceotmting princj..ple-.01' .practice, or -any significant. . .

retroactive" .adjUstment of. tlufaCc'~ii~f\.,ri()r -'Jars. has', been .~}a~.:, .
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the ',beg~g of. Q~ ~uring' any period, covered by' the profit and' loss .

statements fUed,. a .statement thereo:f shall be given in a note to the

approprb.:te statement, and, if the' change or adjustment substantially

affects proper compari~on'-w1ththe .preceding fiscal peri~d, the neees-

sary explanatlon.lt. 10 canplete the"disclosure,~e;2-o2 goes. on' to

require with respect to exceptions that, 1'a~ 'matters to which.the

accountant takes exception shall be clearly identified, the exception

thereto specifically and' clearly stated, and, to the extent practicable,

the effect.of e.ach'such exception on the related financial statements

given.," "

bI>,erience seems to indicate. that most registrants and their ..

indep~del'lt p'ubliceacc.oun~ts prefer to have the financial statements

and accountants t; .opinion contained in the report to stockholders in

subs.~ti.al agreement:with. the report to be filed_with the ,S. E. C•.

Sinc.e-,.th~ ,repprt .to. stoc~ol-del's usually is published weeks f1l' months

before: their report is f;l.led with. us, our requirements must be.anticipated,

or, if a ~rou.1?lesomepoint is known .to be present, -conferences are. SO!Iie'-' :>

tiDl(:!S re51~t.e~ .prior to publication of the report to stoc.kholders~.:

OC~,si9nally :whe~ .ag1'ee~~t hae not: been rea.thed be.t'ore such publica t10n

the report to us maY:-be. dif;f.erent from the report to 'stockhol~erS',and

attention may. be call1Kl .~o that fact. I:

There is no real di,fference in our. requirements for .disclosure of,'

ine~sl,.stenQies .in.accounting from those; which prevailed in the accounting

prCl.fe$~iPnp:prior-:cj.o~1;t~.;e~stence of...th~ 5.. ,E. C. ;.In the three-way carre."

spa*~~::~~*.a~iD.8.~ .~~~, O;f'/corpo~e. aCQOuntslbetween. the:,Amel'iC4D:' '"

IJ1@~t~.at .l~QQmJtant~1the Contl'oUers':;[nstitute J)f .America anet. th8.'- -- "\,.. ~~
-
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NewYork Stock Exchange i:~ December1933 ~d Januarr1934,.~ agreement was

reach,ed as to a short form Qf acc()unt.ant~.' report in~-.whichthe opinion

paragraph contained. the p~se I~in.accordance :with accepted principles

of accounting ~nsistently maintained W' the' Compai1;Y, during the year
...

under review." One of the notes .referring to.thi" report .contained the

warning that IIThis certificate. is appropriate onJu; if the accounting .for.

the year is consistent in basis ntn that. for the preceding year •. :1£' ~,.:

th.e~ has !leen.any material !=bange.either in ac6'ounting principles or~ia;'. .
the ma.nnerof their application, the nature of '1J1e.change should' be-

indicated." The form of report and the accom~nyi.ng instructions as to-

its us, were ,inclutN:Q.in.l936 in the American'Institute of'Accountants'

bullet.:l.n .entitled IJEQmi,nationof Financial.Statements by.Independeft1;~;-
in

Public Accountants.1t'which'was!use unamendeduntil the series- of; State-i.

ments pp Auditing Procedure was.la.unched in October 1939 folloWing the ....

dis clQsures. in the McKesson.case. The first of these statements recom-

mendeda shor.t form report or opinion which closed with language still.

in geJ;1eral:u~e~t1in.conf'ol'lP1tywith generally accepted accomt1ng

principles applied on a basis consistent .with:, th~t of the prece#ng year. II

:.It may-be. noted that -rule 3-()7 speaks .0t.:t1any:~igniricant c~ge ..-

in apcotmt~l'lprinciples .cr practice" :..whereaa..the note-;~ .the' Instituteta

1934 certificate re~ers to "any material" change ei therj~in .accounti:ng" .

principles: of,.jn the manner of their application." Occasionally.an

.acoollft.'t4nt bas maiJ1tained that in a particular case-~there was 'no<ehange:~

in .3Co~~ting-princ1ples~tbe diffeJ'ence in 'the 'f1g1wes 'a,;..~~.;)tebs\~

beiJIg d~' on.l.yto. the lII&Mer of app~ the principles.. A' :revisi~~'O.f"

RefNlati-Ql1 S-,i"J)CWI in proces, will- eliJDinate:-t,ljis .opportun1t7 ~o tiuihl1e;!
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bY' amending our rule to include change in manner of application 'as well

as change in', princlp.le'.: ' r,

,Sometimes attention is directed in the ,statements themselves. to a .

change' in the method of their preparation. Whentwo 'years' figures are

presented and the earlier year is adjusted to confom to the later year

the statements are comparable and of course no exception as to consistency

is necessary, A good example of this situation 'recentlY came to my

attention. (tI,y reference here, as well as' the othe'r examples I shall 'use

unless: bleaztly' indicated otherwise, is'to the published :report to stock-

hol'ders~) In 1947 8 substantial profit on the 'sale ;of land and buildings

had been shownas a non-recurring.'credit to net 'iricon1e. In the 1948

reporti presented in comparative form, this item was shown in earned'

surplus for 1947 where the change in procedure 'was noted, and in the 1948

earned surplus there was a substanti.al debit 'for develOpment costs

abandoned. Handling the 1948 extraordinary debit. as the extraordii1ary

credit-,had been reported in 1947 would have resulted in net income beirig

reported ~asapproximately one seventh of the precedtng year whereae 'by"

the change. in procedure the net income for '1948 was' shown,as one~eigfith .

more ;than .1947. The latest revision of 'one of the leading acoount:fng

text~ .in ,disc~sing extraordinary 'debits and credits to income or -surplus

endorses ~he method -adopted here for 1948 although the a:uthor,'recognizesi;

_that adV'~cates-of a. '~clean' surplUS" would show these items in tl'ie :'meome

account •. TIle example I have :ci:.ted seems 't().~meto -be a 'clear' cut'case 'of

handling ~he 'ex~raordi:na1'7';iteJlls in the two,)'successive years ..tio"'at'ta1n

the result desired. The amount of the debit was clearly large enough.to,

comewithin the exception in the American Institute of Accountants'
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Resea~ch BulJ.etin~ N9~. J2t~~ ~5~but ..~,:whi~h t~e ~ssion. has :ebje.cted

on the grounds that sU<;hexclusion of profit and 19.~it~ fro~ t~e

income ac~.ount is mis:\~Qing •. The outline for an ~e account set

for,th ~.Regulatio~ 8.-..1.,~~l,udes~ite,ms. o~ "Other I~e" and ''Income

Deduct~onstl reqllirl:ng. iit{Worate.4i,scl,o.sure of signi..f!can1i amounts Y4th

expl~a.t~ons desigJ;1at~ ~learlY' :the nature of: the .11ransactions ~nvDlyed.

i'his matter; ~~ ,. ¥:f;~~~ :surplus'~ compels me 10 observe, tha~ t.he,

teac~g:,that a.4justlJleR~~.ot: prior y~rs' profit. and loss items lflust 98: ,

made.thro~b.e~~d, s~*~. i~:re~ected in mapyfinancial. s~atements •
. '.

Perhaps. the .most pez:sis~~nt si,ngle item giye~ ~~s treatment is adjust~:

ments Qf"pri~r.~ears',~.c~e; taxes_ .~w>po~ters of either the American' .

Accounting As~ciation r s- statement ot accounting concept-s or. the In- .

sti;tutoet,s .Researcll:,'~l1Uetin ~o•. -23. on "Accounting .for Income Taxes"

would report such adj.~stments Ln .~heincome statement ~or the year in:

whicn. the transaction took ,place,,:,e.x.ceptthat Inst:i:tute membersmight

f~lJQvi the .su,ggestiqn contedned dn their bulletin .that if the, corrections

were,.5Q:large as to be like~ to produce distorted:interpretations of
. .'

inc~ '~e en'\ir.ieB..might .be 'charged or 'credited to surp'l\lS .with an
, .

indica.U9~ ..ot .:~e period to .Whichthey rel.ate. A .statemerit,! .saw a 'few
. .

~y,~,ago .qon:ta~ed tWQtax adjustment eredits ,to earned surplus.and one,
.. . ..

'~Q~ ~~n,~4ditio~l. ~esessment"none of t:ne gross amounts being 'sig-'
, . .

nit'4-~tJ~ ~ ~st and :the net z:esult' being $l9tiOOone 'l'ia7BOr: ,the, other.

Clu.t~~~g,;\1P earned surplus .wit,-hc8uah'8.. 11 items' seeJl!S.absurd even

thougli .t4e,:en~rte$. as _.~ dQbaVe strict. theOreti.cai, 'supj5ort dn solie''','~.':
.~.' .

, ,
.,' .,',

, ...,'"
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Accounting -r'or the cost of vacation allowances has been the sub...
, . ,

ject cif commentin the 194?'and 1948 financial statements of several

large corporation's, with a 'variety of treatment •. In one case, in which

the com~y apparentiy' dis'approves of 'footnotes, for there are none, a

short' lucid paragraph in the accountants' opitl1on reports the change in

accountiDg and takes' a clear cut exception as to consistency in the

following langUage'i

"Prior to 1947 it was the policy of the companyand its
.subsidiaries to charge vacation. paymen1isto inCOJI1eaccount as
and Whenthe amounts were disbursed. Effective January 1,

, 1947 the companies adopted the policy of accruing the
estimated cost of vacation payments in the year the vacation
pay is, considered to be earned, ,whichchange we approve. The
profit for the' year 1947 has, therefore, been charged with the

" cost of ,vacati~~s paid as well, as vs:cations earned ;in that :
year with the result the profit has been reduced by $1,630,000•

.',' In all" o~her respe~~s th~ p'rin~pl~s of accountdng maintained
, by the companies during the year were consistent with those of

the preceding year."

The~o~~ of the 4uplica~ charge to ,incom~here: was,two per cent of

wages and salaries" and approx_te;Ly .five per cent of net income and
, _' '. I ,

current liapilities. , ,.. . ..

In another. c()m~~ in the s~. industry served by the same firm "

of inpependent public ac~olJl:ltantsa similar change .in policy was

expla~d, in a. footn9~~ ,0.tJt th~. account~ts '..ex~eption as to consistency,

expressed ill their c.ertif:J.cate as followss " ••• ' in ~onformity with
, . . . .

generally a~~p~? ~~9.~~~.~g.pr~cip+e~ applied, on ~ basis cons~stent-

in all ma1ie1"~~..re~~.9ts with that of the prece~ Ye1!-r'l,except for the. _
_".' ... .l.....

chang~ in,acc()U{1t.ing,!.ClI'., vaca1;ion allowances expla~cl on page +.3.1'. wl119h,

cha~~_c~s, o,ur a~p;r~va~.tt ..:rn t~s case the, duplica:t~:Yl&geaweI'!'_c~g~\,_
r.of

to s~~~;;~~: ~~~r: e;cy.rao~naz-,~~~i;t~ .~_,~r.~~s. ,The ~unt,~n

< ~ 

• • _ ' • ~ • 

~ -

- ~ •• - ~ ~ •

... - -:. ,- - ' ~~ ~ •• :' ; • ~ • < • 

, _ ... ~ > _, ~ " --. .. _. v • ~ • 
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this case was three per c~t of ~es anq salaries, seventeen per cent of
.. .. ,:. T.' .' I ,. -.. '; .'. '; : , ,

net income and seven per cent of current., +.iabUi ties. In s~ill another
I; .'.

c~~ ,in ~1?-esame in~ustl1~ serv~~ ~ :t~~es~ "ac!=o~~ts, t~ change
," I

in accounting for vaca'tion ~y is referred to in ~ foo~ote which in
I Of ~_:~_: .. ..... ,. 1.~ ... •.

turn refers to an explanation in the text of the report. No exception
~. : : '. ..... , ..,.~ ... 1. ..: '.. .. , ;, ...,..

as to consistency as to this point was taken by the accountants in their
. . . . . .. _" .1c . ..: -... I '., '. '_.

certificate although another change in accounting was men~oned. , In this

case the duplicate charge was to income and amounted to two per cent of
•. :' I ~. '0: . l... I _'

wages';and 'salari~s,::fifteen per cent 'Qf" mit ~come' and 'foUr per cent ot
~... .. .. ..» I;.' .'.' . . r '. :- , : I.

current liabilities. In s~t~ehts fUed with us -the administrative
\.., lo. ~.

'I ..'.

problem of reconc~t<the~e "vartl!d 1;reatin~n:ts of'the 'S9DIe situation
, ,"": .. ;' .. , .~ : '::"':" .. '~ .

becomes one' or- judgment as'to- '8i:gnift:cance of' the accoun~iDg' in each case,
•..•.. '~ _""" ~"':"!." :., .• t.). :~., :i.':' .r_ .•

whiqh is' the' ~same'problem as' faced'tlre accoUntant's.' But" we don'tt always
:o~.. : '\.- ... ': :... : '. I ._ .-" ~j" ~.

agree!

,', 'As Was to' 'be sitpecteil, 'the' '1)ublished report. of '8. correspOIidence ' .:

school' atl'ords an; eJcample' of ciiri' exception -to','consiSi"ency 'in the appli~

cation of generally accepted accounting principles. 'The' a:ceountarits iil '

this' case' exPressed their 8XCept£oi1 bY 'the 1ns~rtloii'ot k phrase 'in the

standard certifi:Cate !to read': "wld:ch, except lor -the cb8iige (lmich we'
cOiuitdet prop'er)' -in' 'the 'treatment 'ot' recoV'eries and" the 'prOvisiorl' 'for .:

10sse's,' 'as 'Up1ained .1i1'Wo'te'A; •• '.~, ' Note A '~~i.airied 'that in the'
.,. '. (i .. .o.... " •. .. I"

current year' recdVaries anCl;-provisions tor losses' were recorded in' a:
manlier-"Wb1ch:'.1iad 'the efte~t'. o'r' increasirig' sales ~d < plobtr1si'ons by ,'-,

approXimia,te17 the' 'sa•• lDaier:La1' amoUnt'but" with no' efi~ct em gross or: -

Jiet~'income~':' '!'tie. ch8nge;iD- incoln$ tax'reglQ,at'lons" rate" 'hi" 1947 rehti:rig' ,
4 ... ~. 4" •• ~.# • .,

to"oaeauet1Ons, for- b&ft'debts-bjo -bariks 'shOUld"be' c';:use tor a;'soi:iJinrb&t-

- • • • - • • • - ...~ •• ' > 

',' • : .,:.. • • .' L , •• ': ~ • •

• .. • • • _... •• - .... • 

•• ' ' •• ~ .... '~ •• - '" " ~ •• _ ' f • 
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siJnU~r ..qplDJll~R'\:~!Qanlc.re~~)1~tJt:~r.~;.tbJt~~ge ,bt4.I.:'P.e~~.~d.opt~d, as: I .;

have $~P ..tiA 10n:e., -..11.' ~~liei~4 ..b$.nk,\,,'t"~j ..whi~t 'fjow.ever., 'co~tain~

no aCQGutt.tflft~,t,c.eMifi~a.te' '.' ' .. ; 'la" ; -' '", :' ,.
# '. "I'. ,,," <' 4 , ...

I

,'.

,;"_,~ceptd.on& .:lia~,;io.ca\lSe., of .:chQnge$.dn,:ac:eoun.~g pc2.i'cy~:ar.e' no-it' .:

always.JIfEf.!iate'd.to 'tranM.~'ti:ohs"ar1'ect'ing -prof:tt'tS;" ~ 'ca.ses:awea:re.d, ',:

in'Diy small 'sampUng~.tJ1'~iJbich thfi. accoUntants 'noteq. cPanges':(approv8d1by"I;

them) in the mamier'~of.tY'idng prorisions: f'rom"surp:J.\l'i!'in .connect£on nth.'

preferred:. stock 'retireJ!1.t~.o The changes related only .to. the, timing.of '.

the charges to surplus. Different accounting firms welre,.involved. . . . "

'.f' A-:paragraph.1'rom too accountants' 'report.to the.board of' directors

and sto.ckltolders of"a:'.d'epartment:.st,Qre'company: Will serve to'introduce', &!,'

subjactnvhich ,has- had the attention-'of the Commissionfor .a 'number of ,".;,

years: but. 'Which has a.chieved considerable proadnence in, t~ last two '.

years or so. The paragraph reads:

.. ~The'accoun.~ing pr~ciples followed by 'the. compariies,
during the year have been consistent with those of the pre-

:,' '.,l.~~ing_year,'e.x:cept that payments"under the employeest

retirement plans applicable to services of prior years have
been charged' to eam1ngs J whereas' in the prior year such
payments were charged to accumulated earnings retained in
the bUsineBs;.;t~s.change, which hasr.our approVal, is . ,
explained.in NP.te G to the. fina:llcial.stateDIents.n .. ' .' ,

'. .' s e ,

Note G spells out the, effect> of the change' and adds a paragraph:
I ..

* .... .'. ,".. ."

"It'is,'est:i.mated.that, the aggrelate amoun.t'which may
ultimately be pa~d 'in future years in'respect of -sueh
services ,for prior years, .if the plans cont~ue, mll' .
apPJ:onma'be$4.,850,.000." > •• ', •• ',. :,.:" .::

. ,

.. ~. ''', 01:

b policy to cha~ge ea~g~ for pen~i:01is: 'based ,upon past 's~rvices

is in,-accord Wita.the ,pollcy, advocated by.;t.he;COJbm1S$10ft 'for 'some'time-

and reeommende4 V. the c~tteet On\A~counting-PrbCe~f"bf, the:1Uneriean

Institute of ~AqQ9Ul1tant.a..,iJ\"!~.ar,ch 'BalJ.~;t-~-h~Nb~-:"3({~.The i'ff8;iSons for"

" '" 
~ 4" • ~ ~ " •• " 4 .. ••••• •• ~ 

' 
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reaching this ,.col1clusio"nare adequately stated' in 'the pul1e'tin. However,

an unsoived pr,oblemnot even mentioned in the bulletin -is suggested bY

the $4,850,000 in the note just quoted,. Since a realistic approach to

the problem leads to the eonclus'ion .that th~ ~J.iabni1i1'must eventuallY

be met., barring serious economic reverses) we feel that the liabUi t1' .. '

actuarially det~rmined should be ,reflected- in the balance .sheet. In the

absence of a s.~;rict legal liability' for the pensions :based on past

service,. our practice has been to require a footnote r~presentation as to

the cOJJlPB:llytsob1igati.on under i.ts pension plall:~

Inventories are .a recurring cause of troUble for accountan'\;s and

for us, .and should demandclose scrutiny" by the inves~o~_ Exceptions

taken by ..certifying accountants on grounds, of laclc of cons1stency in the.. . .

accounting .~rinciples. ap~1ied i,n.valuation are :~~mmon. The accolmtants'

certificate attached to the statement of an. oil companyrefers to two

footnotes de~ng. with chang~.sin account~ ~~ciples. The first of

these, dealing vdtl1 changes :in inventory valuation, s~unds a bit .comp1icated

for a layman but should be interesting. to a cos:t;accountan1i:

"Prior'to 1948, .additions to inventories 'f~om.'current . ..
production 'of natm-al gasoline p.z:oductsw~;reVal~ at,.
prices based 'on market, and additions to inventories of

.:refin~~ products at manufacturing cost computed.on the
... 'by-product method, with' crude oil charged at market value.

For the :year 1948, wi:t;h.minor exceptions, additions to
inventor.ies of natural gasoline an.drefined products' were
priced at manufactur3.ngcost compute'don the relative value
method, refined product costs inciud1nj crude"oil a~ cost .•
This change an accounting procedure has resulted in reducing
net income fo~ the yeat: 1948 b.Y $5,245,017.", . . . . . .

The othe~ note ~alt with a, chahge ,i~ acco1U'ltingtor:-dry.holes and.con-

cessio~ with. a Sim1lar e.tf,:,ct on.income fo.r, .1948. A t~d no~e 'refers

to th~ .c~~ts policy' of makingminor ~y1a1oi1s i.:nl~counting .

" 
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procedures to conformto changing con,cUtions and 9periences, the effect
- ..

of which, e~cept fo~ the; two dealt With specifiCal1J. was not deemed

significant.

Someof the airp1ane companieshave had inv.to~ problems since.., . .
the war. For exampleI '01'les.uch company.neted a change 'to exelude com-. . .

mercial selling expenaes from inventories '(giving the amountin work-in-

process,at the.beginn1~ of the year) ... The abando~d procedure was a

wartime practice appropriate under governmentcontracts. The qertifying

accountants called attention in their certificate to the change.

In a certificate addressed to the stockholders of an old company

in financial difficulties, the public aocountants omitted a statement
, .', ,

as to consistency with the preced1Jlg',year but called ,particular attention

inl.their.',certificate tp, thE!notes applicable' to the' financial statements.

While,somewhatlong" I think the tour ..paragraphs are Cif.sufficient

intere~t: ,to qUO~I,.

, , "Member,s.of 'our tstaff were present at the plant of the
Companywhen the inventories were being checked physically

'and: ,opserved the work of the Company'semployeesi,.nthat
connection. Wereviewed the methods used in taking and
COJnPiling,:the inventories and madephysical- tests sufficient
to satisfy ourselves as to the substantial accuracy of the
:Ulvento~'quant!i:ties. Weal'so ~ewed 'th~ pn:cing of the
inventories and ascertained that they were stated on the
basis of. materials and direct labor; as cust~mariiY.'computed
by the Companyfor inventory purposes, with provision for

". ,81~-movi11g,obs:o+eteand irregular iteJ!ls. Pur.sual'lltto the-
Company'sconsistent practice, all indirect manufacturing
cos,ta.wer~'.omitted from the inventory stated on the balange
sheet.

"It effect were given in pricing the inventory to the
COmP.~Y'tsf:cC:urren~.costs, as to materials and' di~e~t labor
and to an application of estimated indirect manufacturing

- co,"ts,:.~ j:nventory,at~.the close ot the',.per4--odvalued on
the basis of lower of cost or market, wouldhave been

, -....

-

-
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increased approJQ.mate1y$1,580,000. It is estimated further
that 'if the 'Opening inventory had been valued.' on' a similar'
basis, the operating loss for the year 1947 would not have
been materia.1ly changed.

ltDuring 'the year ended December27, 1947, the Company-
madeno provision in its financial statements for the
cust-omar,y'contribution 'under its pensi'on plan for. past
services. The Companyalso changed its basis of providing
for cm-rent 'costs of the :pe'nsion plan from the previouS, :
practice of making annual provision therefor and nowmeets
current costs of the pension 'plan on a monthly basis. I t is '
estimated that the loss for the year ended December27, 1947
would have been approximatelY $170,000 greater if the ,Company
had continued to make provision for pension plan payments on
the former basis. '

ltJn our opinion, the accompanyingbalance sheet and the
re1-ated condensed statements 'of profit and loss and surplus,
together with notes to financial statements, and comments

, contained in this -certifieate; present fairly the position
of f!.hiJ * * * Co~ at Decem~~ 27, 1947 and results of
operations for'the year then'ended." "

In contrast to the aboV$case" in the examination' of the ,financial

sta tements of a new-registrant' under' the Securities Act. it was,observed

wi th respect to inventories that acosts as to work in process and manu-

factured stock include 'material' and labor only, wit,hout .manufacturing
, ,

or other overhead." ;"De~ite this comnent in the hote the:.certifying
.. ,

accountant expressed the opinion that the- statelilents "'With their foot-
_"' :._

notes"' were'1n' conformi.ty'with generally accepted aceouhtirlgprincip1es..: ..... :. :.. : '.... ..

and practices applied on a consistent basis~ The footnote dealing with
'.. . . .. . ...

inventories as it became effective was amendedto shOw':wmt' the inven-. ,

tories at, the sevel"al year ends would have been'if manufabtUring over-

head had been il:lcluded. The effect on income was also se~. forth. The
:.

accountant ts certificate was amended to inclUde a paragraph: .ta1dng
I ,---.

exception to 'the inventor.r methods.of the company">in the ';following
s .... ,; ~:.~ : .;' , ." '_<1, .. '_ ', '",:::

language:

o • ~ • • .. ..... 

~ " 

.. ~ • 

" •• •• ~ • ' •••44' ~ •• '". _ .. 
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ftUrider,the. OODipanyfspradtice,' work in process'
includes ~terial_ and labor only, without manufacturing

• or. other overheadi I am of"'the' opiniori 'that the' inventory-
valuation of work in process more properly should include
the applicable proportion .of..manufacturing overhead, but
the effect o.t-~~uchinclusion upon the Companyls"assetsand

. -net income would-be' relativelY: insighificant, -as shownin
footnote ~ in the_a~companyingfinancial statements."

However, the first annual report filed with the Commissionre-
, .,.

fleeted a change in the accounting to include manufacturing overhead in..
";~i .

the in:ventory and the accomtant expressed an appropriate exception as
. .

.:

to consistency in his certificate....
seventh edition, has this to say:

On this point Montgomery'sAuditing,
, ,

"OverheadMethods.-In practice there is great latitude
in the application of overhead: to inventories. On the one-
hand, it is generally accepted that all overhead should not
be charged' oft as incurred' (Accounting Research Bulletin
No. 29), and on the other, it is very rare that all items
of' overhead are appropriate to apply to inventories. As a
corollary to the principle that all overhead should not be

....,..:.." .charged off', there is, in. the .authora I opinion, a pre..
sumption against the exclusion of reasonably determined
overhead costs from inventory. The:'exclusion of such costs'
may sometimes be tantamount to a reserve which reduces the
inventory'below an accepted ba-sis; such reserves are dis-
cussed in Accounting Research Bulletin No. 31, issued in
October, J.947. There has recently been further support of
the method of charging off fixed overhead as incurred and

,of applYing to inventories only such items as var,ywith
production; whUe this method is not widely in use and is
not generally'recommended, it may have merit under certain
circumstances.n

, : .." I

There are indications that this subject warrants further study.. . .
.. ." .

The popular inventory method of tlLifo" has been praised and. .'.. .. ~;",' ~.~. '; . . .-
condemnedso generously in poetry and prose by such masters of the

'_. : .. t #'.. , L. ..... .' '1 ",

English language as Peloubet and WUcoxthat I hesi tat,e to say anything. . "... . ..".." .... ",.. ". '.

on that subject. However, the topic is too important to pass over.. Even
:,-;'. ,~.' . ~; .. ;~..:~. _. _. .. '.,,;,t' .. ,~.~ .~' .

opponents ~f the method must concede that "Lifo" is a generally' accepte~
~,' .-r~ 1 :'.' .,..~~." J ':t.. ... ".

' 

-

-

• 

" 

" " ~ 
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methodfor valuing inventor;i.e~. '~questt-on 1:)efoJreus ~l'¥m is whether- ,,'" ........
the meth,odpresents aDy. speci~, Ip~ob1emsof diElci9,$.~ :~n :cina.nc~al

statem~~~':.~tended to in.tQ~ investo.r:s., Ce~nly a' chSnge fiOm some
.. , ..

other metho~of valqat10n to the .ltLi~oftm~bQd'i:s ~ signU'icant -ebange
. ., .

in pr:i:ncip1e'and usually z:e'suiis in sufficiently material effect on
, ." .

balance sheet and income figures to warrant :full disclosure and an
. . .' .

exception by the certifying accountant on the mat~r of consistency with

prior years. For' someelaborate disciosures of this type it" is only
,

necessary 'to"turn to the department store field in which someco~panies
,....

• 't' •••• 

had adopted the method in 1941, then abandoned the practice in the face

of adverse Treasury:'D~~~tment ruiings, ~nd' then readopt~d;:t~ method
:

, .

after the .favprable JJ.. '~.' ~ Co-qrtdecisi9n. in 1947. Some'of ,the notes
'. ••.• #'.

reci ting thes~ c~es have requi.red a full page in report'S. to stock-

holders. In Situati:ons such ae these, wh~re the differences, in valuation
..::".

between llLifo" and a basis refiecting more nearly "current values" are
. . ....

material, we have required the' di~closure, in financial' ~tatement~ filed
. ... . .

with the Commissionthat such ~~ferences-exi~t., 'It .seemsdesirable,
. '. .. .',':.". :. '. ..

also, that where the ftLi.fo"'m~th~'d.s used and no. "cushiOn" exists, that
I :: : \

fact sh.9.~d,als9:,;~:di~cl,Qsed.!t;o~vo1d the poss!-ble irnterpretation by

the investor that "Lit'o" always indicates a safety factor ~. . . .,
.-

A ~~t~ment with respect' t~ dep~~c'i~tion policy is a requirement
'... .', .' I

of Regulation 8-X and, as any reader of accounting literature mows,
:,: J, \... I c, .:'

depreciation accounting is a popular subject for discussion. Certainly,
',: ~~: '= •. :: ..,'"; '. J .:~. :'~ ~'~. ."

the topic has not been ignored in the last few years in corporation

reports to ~~ckholders. "Just what constitutes ~"~i~i~ant change in

deprec~tion policy has'been the <i~~"'~i:'so~':~~~g;eement amongaccomt ..

' ' 

' 

'" 

-

" 

" 

-

" " 
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. , ,. .. - .. . . .
in the policy t.o :amortize .the cost of the asset ove'r it's USefUl'life and

ants.:: Somehave maintained that'a mere change;in rate'is not' a change
I

-,
.. . ,.
'.'. I,

.....
l

that su-cha change.is.a nQrmal=part ot .applying the 'policy 'as it is. ,

.,.,. ....~. .' .
customary to alter the rate as moreaccurate estimates of remaining

,t'

useful life becomepossible. others insist that if the change results
.. , ," .

in significantly different depreciation charges, notice should be taken. . ,

in the accountant.s! certificate so that the statements maynot be mis-. . .
.

leading. This view was expressed by the first chief acccuntant of the
. .' :',. .

Commissionin an address in 1937. As indioated earlier in this paper, a
. . .

literal reading of rule 3-07 does not seemto require this strict inter-

pretation. A reexamination of the matter with leade~s. of the accounting

profession led to the conclusion that the rule should be clarified on

this point to include c~e in mannerof application as well as change
• • ,"0. . . .

in policy_ In the applic~tion of this rule it should be understood to
,

apply to changes effected by managementdecision and not to changee in
, • .. .. 1:' ." • .: 't'" .

amountsof items due to outside factors beyondthe control of JJ!8.l18.~em~:t-

, .

.

A change in amountof depreciation, for example, due to a change in
,.~ t

operating rate of ~ plant whendepreciation is measuredby rate, o~ pro.,:,
.... . . .. .

duction would not requi~ any co~ent as to consistency in the application
.. • .'0 ,~~J;"':l:....~. .... • ., .

of acco~ting prtnciples: "However, a change from'a straight line basis
'I' ': 0 .rt~ .; 'l~~,,: .... ' ," ". ...... ....

to a productivity basJ.s would require an exception as to consistency, as
I :. Ii ". I f, .. ..-: ::.tl ;-: ;. :~t! .:..:

,iii this note to 'WhiCh'the ~ertifying accountant called attenti.on., With: "
': It" .: •••• /:.(.:,t.1f":::'"'!.~ :~::" .;.~~: :,:";''; .\ .

approval, in his certificate:
.' .o, ., ;'r... ," :.~1.:;:...u. ~ '~.''..:~~t

n:t t is" th~,poli cy of the companyto depreci~te .;fixed
'asse:t.' oVQr t)lej,r estimated useful 11veS. Effective- Janu-'
ary 1, 1948, however, instead of the straight-line metho~

.her~to.f~re .p~ed, it. has been decided to:'al10catt!'Jtiepreciation
over future years based uponactiVity of each year as related

• ~ f • • 

.. h •••• 
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to 'normal' activity:. For this purpose, the averag~ activity
for the 20 years endedDecember31, 1943 has been chosen as
representing 'normal'. The 4epreciati9I1"char~~dfor .the
year ended December31, 1948 is $95,721 in excess of what
the charge would have been if the previous ,PQlicy .had been
continued.'" . .

Ayear ago depreci.itl~n' based upon purchasing power recovery or
. ...

to provide for'excessive construction costs, 'depending upon the circum-

stances in part'icular cases arid the interP~etation of their current

economiccondition by management,Wa~ the subject 'of active discussion
I

in accounting and business circles. Today, to a large extent, accelerated
. ..; .. .

depreciation has gained the center of the stage.' For those whoare

interested in the immediatepast history of this subject the 1948 annual
. . '. . : . '.' :

reports to stockholders of United States Steel Corporation and E. I. du

Pont d~ Nemours& Companyfurnish the most accurate statements available
~. .

of the views of those exponents of these methods" Further discussion

seems'Unnecessary'here except to s~~~~t that there is muchto be said"

for substituting a' method'cit depreciation bas~d upon plant activity for
,'1.

.strai'ght line dep~eciati'on~ I think we should' start With the assumption

that a deci'sion to build ~ :plant, a new~t~re or'.~ 'addition is based on

the best business judgmentof th~ manageaent, at the time as to the pros-

, '..peets for profitabit(enqhoYment of the properiy• It ~eemsreasonable to

meto assumeal~o 'that dema~diIl the iinmedi~tefew years is easier to

predict than that of the later years of a pl~tls potential 'pIwsical life.
. ':. . t .; . !.

The basis for accelerated amortization of the cost of plants during

periods of anticipated peak demandseems to in~ to be' well foundeda~d
. .' ,".' 1

muchmore real.i;s~ic ~an the unij~~ ap~i~8.:tion'~t,a:st~aight.line rate

of depr~~ia~i~ ~er, a 'plantts ,~ticiPa~!Usef~ l,11'e'•. Also' pbsolescence
.... '.. • I,' ~. • • ,. . '.'.'"

• ~ • • 
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as a factor is recognized in any theoretical discussion of depreciation

and should be taken into account in the early period of a plant's life

for substantially the samereasons and also in anticipation of somepos-

sible newcompetinggadget. Wbile recording plant assets at cost remains

the generally accepted basis of accounting, the adequate recognition of

activity and obsolescence factors should serve to producea pro~er

matching of costs with revenues.

In conclusion I want to revert to one of the articles I mentioned

in the beginning. Theauthor said that "the inclusion of words of

exception, qualification, and even explanation in the accountant's opinion

tends to carry or imply somestigma of wrongdoingor deviation from the

authority. Howto attain adequate disclosure in the face of this reaction

is a real question. u I confess that in our workat the Conmissionwe see

somethingof the backgroundfor the view here expressed. But I think I

have shownby manyexamples that such a feeling is not universal and

should not apply at all to an exception as to consistency whenthe change

reported reflects an improvementin accounting policy. TheexamplesI

have quoted serve to illustrate howmany accounting firms solve the

problemvery simply by stating the changeand its effect on income, or

other accounts affected, in their certificate or by referring to a

footnote or, in somecases, to a page in management'sreport, in ei ther

case followed by the simple statement that they approve of the change..

If the accountants' certificate carries any weight at all, and I assume

it does, this treatment should serve to reassure t.he investor.

-00000-


