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. Accountants, it seems, always have "current problems." Some of us
would not have much to do, but our lives would be #weh less interesting s
if that. were not the case. If all concerned had a Better glft of
prophecy, or perha.ps.:._f all could be convinced that &tonomic or business
distgrbances, both in:?iationary apd deﬂatienary, are recurring, and
cons_e_que;;t;y some accounting problema are also recurring, we mlght make
more }aeadway in reacgmg mutually acceptable solutiéns, -

From its incepltifen the Securities and Excharige Commission has had
the active cooperation of accounting teachers and pract;itioners, both
public.and priva{‘.e s in ‘the' development of its accdgnﬁing rules,’andregu-
lations. Recip;oc‘aliy, the Commission has hadan active interest in the
work of the American Accounting Associatien in the prefxaratiep of its
successive statements of "Accounting frinciples Undeflying Corporate
Finalr.xckial Statemeritsf' -and in the wo;k of the Americaallnsi.;it‘ute of
Accoﬁltants' Committees on Accountiﬁg and Auditing Procedﬁre.

All of you, of course, are- familiar with your own Association's
statement, the bulletigs of the Institute's comm:.ttees, and wﬂh the
accounting requirements of the S E. C. as reflected in Regulation S-X,
Accounting Series Releases, and in published opinions. While I realize
that registrants with the S. E. C. represent only a small fragment, in
numbers, of business units in the United States, I° think we can assume |
that sooner or later 'a'c'count.ing students training to enter the professioh
of public accounting may serve such registrants, When they do, in serving
commercial and industrial clients, they will deal with an agency interest-
ed in Gbtaining a reasonable degree of consistency in the form and content
of financial statements of companies not required to comply with a
uniforn ‘system’of atcounts, as in regulated enterprises. Although the
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f:iré‘tl ':rééistratior; and reﬁoi‘t‘.' férﬁg"afcioﬁ%éd by the Commi'ssfi:oﬁ fncluded”
rather sbeciﬂé irisf.rﬁct.ibris: és"".%s‘ tﬁé édﬁteﬁt and, more espécially, ‘t..he
form of the financial statements £o be filed, the instructions now found
in Regulation S-X permit a certain amount of var:l.ation in terminology,
form and content., After some disturbing éxp:eriénces and ‘difference of
opinion on the basic question, the ‘Cm'ﬁaissiioh in 1938 issuved &' statement
of its administrative policy with respect to financial’ statements:

" "In cases where financial statements filed withthis
. . Commission pursuant to jts ruleg and regulations under the
Securities Act of 1933 or the Securities Exchangé A¢t of 1934
.are prepared in accordance with accounting principles for
which there is no substantial “authoritative support, -Such
financial statemengs will be presumed to be misleading or . .
" inaccurate despite disclosures contained in the cértificate *~
of the accountant or in footnotes to the statements prov:.ded
the mitters frivolved are material. In cases where there is
a difference of opinion between the Commission and the regis-
trant as to the proper princlples of accounting to be followed,’
disclosure, will. be accepted in lieu of correction of the. .
financial statementé themselves only if thé points ‘involied
.+ are such that, there is substantial authoritative support for
" the praétices followed by thé registrant and the position of
.the Commission has not previously been. expressed in rules,
‘reguldations ér othér official releasés of thé Commission,
- including the published opinions of its. Chief Accountant." )

This statement of policy :Ls a declaration by the Commission cons:.stent
with recommendations made by Professor Paton at an Illinois accounting
conference in 1.946’:?1'.131;,_ "First, management must become more receptive
to the view that accounting is not designed to paint pictures correspond-
11_13 to gnanagpr:&a]:‘_.vyy;ms apd prgjt‘ldj.qgs:._‘" In 9ther worcgg‘, P yggn_a_.gemex'ij mtxxst‘
‘become more, williug {0.1let the_acc;opn_t.ani;s 811 3 .spade, a.spade--show ..
things as they are rather than as management would like to see them.. .
Second, _acqo}mtaz_lt_s must become more regourcefu:_l. s gc_igpﬁgble, legs“,_lgiide-'

boind, go that management may be,effectively assisted. Thiyd, both... ..
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managément and accountants should remember .that their primary responsi-
.bility is still to the investors-<those who put upithe money--the folks. .
vho have been the forgotten men for some time." I certainly have no
quarrel with those sentiments. They remind me of a particularly difficult
conference in which-counsel ‘for :the registrant did most of the talking -
in support of a treatment of reserves to which we had taken exception.
After the conference ‘broke-up one of the group wids overheard to remark .:
that "they seem to want us:to tell the truth rather than be conservative."
-Most of our "current problems" arise in the appraising of trans--
a¢tions .reflecting new methods of ‘doing business ‘or matters upon which
there: has been a wide difference of opinion among recogiized dccounting -
authorities for many. years., Thorough analysis and :discussion of the new
problems and rebppraisal of-the old controversial problems are matters .
of mutual ‘interest for all of us here, as well as for the registrants and
certifying accountants directly c¢éncerned. Two articles which appeared
in The Accounting Review a year ago suggest the possibility of.-discussing

some of these problems under the general thene of consistency in account-
ing. .o Cotn
One of the artic¢les expresses the fear that the doctrine of con-
sistency is being followed blindly by accountants and therefore improve- .
ment in accounting practices is being prevented. This view is somewhat
in contrast with the other article dealing with examination:of 150 current
(1946-1947 vs. 1945<1946) reports to stockholders. This article contained
the statement that "none of the-opinions /of indepéndent public account-
antg_? included exceptions, 'qualifications, or explanations bearing
directly upon the question-of.consistency with respect to generally
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accepted accounting principles.™: -The authér.listed ten-classes ofitems-
gleaned from the reports which seemed.to him .to -be casSes of inconsistency,

Dealing with this problem is a major part of.our work'in reviewing
the financial statements filed with 'us and I-think I can assure you that.
our efforts are not directed to suppressing:disclosures of inconsistencies
from year to year. On the contrary, we insist upon exceptions:being noted
if the changes are significant.' And there is where the element of judg-
ment enters. There.are usSually four parties involved in a conference
over such matters if a registration under the 1933 Act is involved--
representatives of the registrant (usually the chief accounting officer),
a partner.of the firm of certifying public accountants, a representative-
of -the underwriters, and accountants of the Commission's staff. If the-.
conference is a pre-filing one, it may have been suggested by any one .of -
the parties; if after filing, it probably resulted from a letter of -
deficdiencies, Such a conference is an informal means of .getting at the
facts behind the accounting and usually leads to a conclusion as to ;.
whether an exception as to consistency or a change in method of account-.
ing or reporting is necessary.

The :rules .that .govern whether an exception should be taken as to
consistency are found in .Regulation S-X.:.'Among other requirements
rule 2-02 says that "The accountant's, certificate shall 'state clearly:
3t 3 # the opinion of.the accountant as' to any changes in accounting
"principles or practices, or adjustments of the accounts, réquired to be
set .forth by Tule :3-07; % # #., Rule 3-07 requires that "If .any signifi-
cant change in accounting principle .or practice, or any significant - - .

retroactive adjustment of theé accoumys -of-prior -ygars; hds besn msde*at .
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the -beginning of er during any period. covered by -the profit and loss |
statements filed, a statement thereof shall be given in a note to the
appropriate statement, and, if the change or adjustment substantially
affects proper comparison-with the preceding fiscal period, the neces-
sary explanation.” To complete the ‘disclosure, rule 2-02 goes.on to
require with respect to exceptions that, "any 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 each such exception on the related financial statements
given. ..

Experience seems to indicate. that most registrants and their ..
independent public accountants prefer to have the financial statements
and accountants!:opinion contained in the report to stockholders in
substantial agreement with. the report to be filed.with the S. E, C.
Since. the report to.stockholders usually is published weeks or months
before their report is filed with us, our requirements must be.anticipated,
or, if a troublesome point is known to be present, conferences are. some-- -
times requested prior to publication of the report to stockholders, :
Occasionally when -agreement has not. been reathed before such publication
the report to us may.be different from the report to ‘stockholders and
attention may be called to that fact. - - ¥

There is no real difference in our.requirements for disclosure of -
inconsistencies .in.accounting from those:which prevailed in the accounting
profession-prior-to the .existence of the S. E. C. -In the three-way corres
spondence - relating to audits of .corporaje accounts between the-American’ -
Insiitute .of Accoumtants, the Controllers:Institute of America and: the.
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New York Stock Exchange in December 1933 and January 1934,:agreement was
reached as to a short form of accountants! report in“which the opinion
paeragraph contained the phrase "in accordance with é.ccepted principles
of accounting consistently maintained by the Company.during the year
under review." One of the notes referring to thig report .contained the
warning that "This certificate is appropriate only if the accounting foy-
the year is consistent in besis with that for the preceding year. - If ==
there has been any material change either in ac&ounting principles or-is:
the manner of their application, the nature of the.change should be
indicated.,"® The form of report and the accompanying instructions as to
its use were included in 1936 in the American Institute of Accountants!
bulletin entitled "Examination of Financial .Statements by Independent::
Public Accountants" ~which'was:;ﬁse unamended until the series of: State-!.
ments pn Auditing Procedure was.launched in October 1939 following the ..
disclosures in the McKesson case. The first of these statements recom- -
. mended a short form report or opinion which c¢losed with lanpguage still:
in general use~~'"in conformity with generally accepted accounting
principles applied on a basis consistent with'.that of the preceding year."
It may-be.noted that -rule 3«07 speaks.of.:"any:significant change .-
in agcounting:principles -or practice" :whereas-the notg:to the Institutet!s
1934 certificate refers to "any material change eitheri:in -accounting~-.. .
principles: orin the mammer of their application." Occasionally .an
accountant has maintained that in a particular case-theré was no.change:
in acceunting principles--the difference in the figures -as.between.yeirs.
being due only to.the mamner of applying thé principles,. A revision:af-
Regwlation S-¥-now in process will eljminate:this opportunity to guibble !
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by amending our rule to include change in manner of application as well
as chz-.mg'e in prin¢iple,’ - A o &3

- Sometimes attention is directed in the statements themselves. to a
change in the method of their preparation, When two years' figures are
presen%ed and the earlier year is adjusted to conform to the later year
the statements are comparable and of course no exceéption as to consistency
is necessary. A good example of this situation recently came to my
attention. (My reference here, as well as the other examples I shall -use
unless clearly indicated otherwise, is to the published ‘report to stock-
holders.) In 1947 a substantial profit on the ‘sale of land and buildings
had been shown as a non-recurring credit to net income, In the 1948
report; 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 substantial debit for development costs
abandoned, Handling the 1948 extraordinary debit as the extraordinary
credit-had been reported in 1947 would have resulted in net income being
reported as approximately one seventh of the preceding year whereas by
the change in procedure the net income for 1948 was shown as oné.eighth -
more ‘than.1947. The latest revision of ‘one of the leading accounting
textg in discussing extraordinary debits and credits to income or -surplus
endorses the method adopted here for 1948 although the autlor re¢ognizest
bhat advocates of a. "clean:surplus" would show these items in the-inéome
account,. The example I have icited seems to-'me to be a clear cut case of
handling the -extraordinary .items in the two'successive years-to’ attain
the result desired. The amount of the debit was clearly large enough to.

come within the exception in the American Institute of Accountantst
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Research Bulletins Nos. 32,and 35.but.to-which the Qgmmission has objected
on the grounds that such exclusion of profit and lggs items from th.er
income account is mislegding.. The outline for an jpgpme account set
forth in Regulation S<k includes, items of "Other Ingome" and '"Income
Deductions" requiring geparate diselosure of signifiecant amounts with
explanations designatmg ¢learly the nature of: the fransactions involved.
This matter; of a #glean surplus” compels me 40 observe, that the
teaching that adjustmepts of prior years! profit and loss items must be:
made -through earned. surplus. is reflected in many financial statements.
Perhaps.the most persistent s;i,ngle item given this treatment is adjust~.
ments of prior years! .income taxes. .Supporters of either the American: -
Accounting Association's statement of accounting concepts or the In-. -
stitute's Research.Bulletin No,-23 on "Accounting for Income Taxes"
would report such adjustments in the income statement for the year in.
which the transaction took place, except that Institute members might
follow the -suggestion contained in their bulletin that if the. cdrnec‘tions
viere 8o ’5 large as to be likely to produce distorted interpretations of
income ‘the éntries might .be charged or credited to surplus with an
indication -of the period to which they relate. A .statemari‘tl.'-saw a few
days-ago -contained two tax adjustment credits to earned surpltis,aﬂd one -
debit -for-an additional. a,ésessmént, none of the gross amourits be.ﬁig >s':'-Lg-:
nificant by any test and the net ‘result’ being $19:00 one waysor the other,
Cluttering up earned surplus with such small items’ seems absurd even
thoughi -the. éntrieés as made do have strict. theoretical support dn some™ - .-
quarh@rsr . HEURS D m R

s
PRI A
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" Accounting for the cost of vacation allowances has been the sub-
ject of comment in the 1947 and 1948 financial statements of several
large corporations, with a variety of treatment. In one case, in which
the compaﬁy app‘ér'enti:},r‘ d'is‘épprov'es of footnotes, for there are none, a
short lucid paragreph in the accountants' opinion reports the change in
accounting and takes a clear cut exception as to‘éonsistency in the
followmg language's

"Prior to 1947 it was the policy of the company and its
subsidiaries to charge vacation payments to income account as

and when the amounts were disbursed, Effective January 1,

- 1947 the companies adopted the policy of aceruing the

estimated cost of vacation payments in the year the vacation

pay is. considered to be earned, which change we approve. The

profit for the year 1947 has, therefore, been charged with the

- cost of vacations paid as well as vacations earned in that

year with the result the profit has been reduced by $1,630,000,

.- In all other respects the principles of accounting maintained

" by the companies during the year were consistent with those of
the preceding year."
The amount of the uplicate charge to income here was two per cent of
wages and salaries, and approximately five per cent of net income and
cment liabilities,

In another company in the same- industry served by the same firm
of independent public accomtants’ a similar change in policy was
explained in a footnote with the accountants' exception as to consistency.
expressed in their certificate as followss ". . , -in conformity with
generally accepted accounting principles applied on a basis consistent.
in all material respects with that of the preceding year, except for the
change in accounting for vacation allowances explained on page 13, which
change has owr approval." In this case the duplicate wages were charged..

to surplus among other extraordinary debits and credits. The amount in



-10 -

this case was - three per cent of wages and sa;grig;»,ﬁs_eygpteen per cent of
net mcome and seyen per cent of current liabllitieg. ip still another
company in the same inglustry_, served by th;e sqme”acgount'ants s the change
in accounting for vacat:.on pay 1s referred to in a footnote which in
turn refers to an explanation in the text of the report. No exception

as to consistency as to th:.s point was taken by the accountants in their |
certificate although another change in accounting was mgnt;oned. ~In this
case the duplicate charge was to income and amounteq to tw'o' per cent of
wages'‘and -.s;;gries,“{ﬁtfttgﬁ: pér cent -'c_;i" net “income and i’tﬁr per cent of
current liab:t_].:'gtglpg. In state!nents f\.ﬁied with us the ?ad;tini'st:ative
problem of recqr}:ci:ﬁhg’_f‘t'he‘se_?}féz%ed tr‘e.a‘t@zje_nts' of the 'éang? situation
becot:ge{ one q"i" Judgment é.i' to sfi;gmfn.cance of the iécquztiﬁg; in each case,
whi:qt'r is ‘the' ‘same’ gxlblil'eh_x _als" fdced the accountants. But we don't always
agree!., N R , :

" A8 was to be expécted; the published report of a correspordenée
schobl affords afi’ example of an exception to consistency 'in the appli-
cation of generally accepted accounting principles, The éi:‘éouhtan‘ts in
this case expressed thei¥ exveption by the insertion of i phrase in the
standard certificate ‘to read: "which, except Por theé charige (which we'
consitdér proper) in ‘thé treatment of recoveries and the provision for
losses, ‘as explainzd in Note A . . " Note A ‘explairied that in the’
current yea® recoveries and provisiohs for losses were recorded in a
manhei* which'tidd the effect of increasing sales and prévisions by
approximately the'samd fmtérial amount but with no efféct dn gross or
et “income,’ " Thd- change in income tax’ regulations 'Ia:te‘m:'ii'i" 1947 relatmg ’
to"dedurtions for bali debts by barks ‘should be chuse for & somewhat:
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sipilar -comment: iy -bank. reports where -the. change hag been &dopted, as I -
have seeép.dnone. wall- publicized benk«regorty. which, Jbwever, -contained
no accouhtants! certificate, - o - (it o s vl .
.+ Exceptions . takep pecause.of .changes.in accounting pélicy. are not - .-
always ridlated to tran§actions-affecting profits: - Two cases appeared .
in gy smdll ‘sampling:.inwhich thd' accountants noted changes(approved by "«
them) in the manter.of mgiting provisions from surplys in connection with .-
preferred. stock retiremepts.: The clianges related only :to.the . timing of -
the charges to surplus, Different accounting firms welre:involved.
*+ A.paragraph from the accduntants! report to the.board of-directors
and stockholders of adepartment store company will serve to-introduce: a.-
subjéet: which -has had the attention-of the Commission for .a 'number of ...
years. but. which has achieved considerable prominence in.the last two
years or so, The paragraph reads:
t - "The accounting principles followed by the. companies.
during the year have been consistent with those of the pre-
. j-ceding year, except that payments-under the employees!
retirement plans applicable to services of prior years have
been charged to earnings, whereas:in the prior year such
payments were charged to accumulated earnings retained in
the business;.this- change, which has .our approval, is
explained in Nnte G t.o the financial st.atements " oo
Note G spells out the effect of the change and adds a paragraph°
"It -is. estimted bhat the aggregate amount wlnch may -
ultimately be paid in future years in respect of ‘such
services .for prior years, .if the plans cdn‘binue, mll
approximate $4,850,000.". ~
The policy to charge eammgs for pensions based upon past services
is in accord with the policy. adyocated by the. Conmisbion for ‘some time-
and recommended: by, the Commitkee on-Agcounting-Procedurs of the American

Institute of :Acountants. in'Résearch ‘Bulletih No. 360 The reéasons for-
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reaching this.conclusion are adequately stated in the bulletin. However,
an unsolved problem not even mentioned in the bulletin i5 suggested by
the $4,850,000 in the note just quoted. Since a realistic approach to
the problem leads to the conclusion that the liability must eventually
be met, barring serious economic reverses, we feel that the liability. .
actudrially determined should be .reflected* in the balance sheet., In the
absence of a strict legal liability for the pensions based on past
service, our practice has been to require a footnote representation as to
the company's obligation under its pension plan.

. Inventories are a recurring cause of trouble for accountants and
for us, and should demand close scrutiny by the investor. Exceptions
taken by .certifying accountants on grounds. of lack of consistency in ﬂ'xe
accounting principles. applied in valuation are.commoni: The accountanis?
certificate attached to the statement of an oil company refers to two
footnotes dealing with changes in accounting prineiples'. The first of
these, dealing with changes in inventory valuation, sounds a bit comphcated
for a layman but should be interesting to a cost accomtantz

"Prior to 19-’.8, .additions to inventories’ from current
production of natural gasoline products were valued at. -
prices based ‘on market, and additions to inventories of
. refined products at manufacturing cost computed.on the .
" “by~-product method, with crude oil charged at market valueq
For the year 1948, with minor exceptions, additions to
inventories of natural gasoline and refined products were
priced at manufacturing cost computed on the relative value
method, refined product costs mclud:.ng crude-oil at cost,
This change in accounting procedure has resulted in reducmg
net income for the year 1948 by $5,245,017." :
The other note dealt with a chahge in accounting for-dry holes and con-
cessions with a similar effect on.income for 1948, A third note refers

to the company‘'s policy of making minor mevisions in accounting
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procedures to conform to changing congitions and experiences, the effect
of which, except for the: two dealt with specifically, was not deensd
significant, | A |
Some of the airp‘lane companies have had 1nvaatoryf problems since
the war. For example, ‘one such company noted a change to exclude com-
mercial selllng expem!ss from 1nventories (givmg 'hhe a.mount in work-in-
process. at the beglnning of the year), The abandomd procedure was a
wartime pra.ct.ice appropriate under government contracts. The qertifylng

accountants called attention in their certificate to the change.

Ina certif:;;cat;e addressed to the gtockhoiders of~an old company
in financiai &ifficultiés, the public ao’cour'lt.ants omitteci a statement
as to consistency with tl"xe preéediné :ﬁrt:aér but called »p‘ar’cicuiar attention
in.their certificate to.the notes applicable to the finaricial statements.
While somewhat long, I think the four-paragraphs are of sufficient
interest: to quotes.

= "Members-of our.staff were present at the plant of the
Company when the inventories were being checked physically
-and- gbserved the work of the Company’s employees in that
connection. We reviewed the methods used in taking and
compiling the inventories and made physical tésts sufficient
to satisfy ourselves as to the substantial accuracy of the
inventory ‘quantities, We alsd rewviewed the priting of the
inventories and ascertained that they were stated on the
. basis of materials and direct laber, as custdmirily computed
by the Company for inventory purposes, with provision for )
. .8low-moving, obsolete and irregular items. Pursuant to the '«
Company!s consistent practice, all indirect manufacturing
. costs. were-.omitted from the inventory stated on the balance
Bheeto
FERSrS § 54 -
"If effect were glven in pricing the 1nventory to the
Company*si:current costs as to materials and-direct labor
and to an application of estimated indirect manufacturing
. costsy the inventory at-the close of the period valued on
the bas:.s of lower of cost or market, would have been
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increased approximately $1,585,000. It is estimated further
that if the opening invéntory had been valued on a similar
basis, the operating loss for the year 1947 would not have
been materially changed, ‘

"During the year ended December 27, 1947, the Company -
made no provision in its financial statements for the
customary ‘contribution under its pension plan for past
services, The Company also changed its basis of providing
for current costs of the pension plan from the previous.
practice of making annual provision therefor and now meets
current costs of the pension-plan on a monthly basis. It is.
estimated that the loss for the year ended December 27, 1947
would have been approximately $170,000 greater if the. Company
had continued to make prov:.sxon for pension plan payments on
the former basis, .

"In our opinion, the accompanying balance sheet and the
refated condensed statements of profit and loss and surplus,
together with notes to financial statements, and comments
‘contained in this certificate, present fairly the position
of [the/ # %% Company at December 27, 1947 and results of
operations for the year then ended,"

In contrast to the aboveé case, in the examination of the.financial
statements of a new registrant urider the Securities Act- it was observed
with respect to inventories that ®wcosts as to work in process and manu-
factured stock :mclude materlal and labor only, without manufacturing
or other overhead." Despite this comment in the hote the- certifymg
accountant expressed the ~opinion that the statements "with their foot-
notes" were in: conformity m.th generally accepted accouhting principles
and practices a.ppli.ed en a conszstent bas:.s. The footnote deahng with
mventorles as it became effective was anendéd to show what the inven-
tories at. the several year ends w0u1d have been’ if mnu.‘racturing over-
head had been included. The effect on income was also set forth. The
accountantts certificate was amended to include a paragraph tald.ng
exception to the mentory methods oi' the company, in the fonowmg

languages
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®Under .the. Company's practice, work in process -
includes material and labor only, without manufacturing
* or other overhead; I am of‘thie opinion ‘that the inventory
valuation of work in process more properly should include
the applicable proportion of manufacturing overhead, but
the effect of:such inclusion upon the Company!s'assets and
-~ net income would be relatively insignificant, -as shown in
footnote D in the accompanying financial statements.

However, the fJ,rst annual report flled with the Commission re-
flected a change in the accountmg to include manufacturlng overhead in

the 1nventory and the accountant expressed an apprOpriate except:.on as

to cons::.stency in hls certlflcate. On this point Mont _@mery's Auditing,
seventh edltlon, has this to say:

"Overhead Methods.—-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 off 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 .authors' 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 accépted basis; such reserves are dis-
cussed in Accounting Research Bulletin No, 31, issued in
October, 1947, 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 vary with
production; while this method is not widely in use and is
not generally recommended, it may have merit under certain
c1rcumstances.“

There are mdlcatz.ons that th:Ls subaect warrants further study.

" The pOpular 1nVentory method of “LlfO" has been pralsed and
condemned so generously in poetry and prose by such nasters of the
Engllsh language as Peloubet and Wilcox that I hes:Ltate to say anything
on that sub:;ect However, the ‘boplc is too :unportant to pass overs Even

opponents of the method must concede that “L:.fo" is a generally accepted

l
’
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method for valuing inrentories. Ehe,question before us then is whether
the method presents any special problems of disclosure in financial
statements intended to infonm investors. Certainly a change from some
other method of valustion to the wlifo" method is a significant change
in principle and usually results 1n sufficiently material effect on
balance sheet and income figures to warrant full disclosure and an
exception by the certifying accountant on the matter of consistency'with
prior years. For ‘some elaborate disclosures of this type 1t is only B
necessary to turn to the department store field in which some companies
hed adopted the method in 1941, then abandoned the practice in the face
of adverse Treasury Department rulings and then readcpted the~method
after the favorable Us So Tax Court decision in 1947, Some of the notes
reciting these changes have required a full page in reports to stock—
holders. In situations such as these, where the differences in valuation
between "Lifo" and a basis reflecting more nearly "current values" are
material, we have required the disclosure Jin financial statements filed
with the Commission that such differences exist. It Seems desirable,
also, that where the "Lifo" methed is used and no "cushion" exists, that
fact should-also be disclosed %0 avoid the poss;ble interpretation by
the investor that "Lifo" always indicates a safety factor. _
A stetement with respect to depreciation policy is a requirement |
of Regulation S—X and, as any reader of acoounting literature knows,
depreciation accounting is'a popular subject for discussion. Certainly,
the topic has not been 1gnored in the last feW'years in corporstion
reports 7o) stockholders. Just what constitutes a Significant change in

depreciation policy has been the cause of some disagreement smcng account—
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ants..: Some have maintained that a mere change in rate 1s not 2 change

the policy to amortize the cost of the asset over 1ts useful 'life and

.
y : 1

that such a change. is a normal part oi‘ applying the policy as it is
customary to alter the rate as more accurate estimates of remaining
useful 11fe become possible. Others msist that 1f the change results _
in sn.gm.ficantly different depreciation charges, notice should'be taken.
in the accountants' certificate s0 that the statements may not be mis-

leading, This view was eXpressed by the first chief accountant of the

0

Comm:.ssion in an address in 1937. As indicated earlier in this paper, a
l:.teral reading of rule 3-07 does not seem to require this strict inter-
pretation. A reexamination of the matter with leaders of the accounting
profession led to the conclusion that the rule should be clarified on
this point to include change in manner of application as well as change
in policy. In the application of this rule it should be understood to
apply to changes effected by management decision and not to .chan_gei_s in
amounts of items due to outside factors 'beyond the. control of management.
A change in amount of depreciatlon, fcr example s due to a change in
operating rate of a plant when deprec:-.ation is measured by rate of pro-
duction would not require any comment as to consistency :.n the application

of accounting pnnciples. However, a change from a straight line basis

R RIS L

to a productivity bas:.s would require an exception as to cons:.stency, as

" M

“in this note to wh:.ch the certifying accountant called attention, mth \

D
.
LIPS «-..C

approval, in his certificate. o e ens
) e s J’&'.;i. . ) PR

"t is the policy of the company to depreciate fixed
-asset§ over their estimated useful lives. Effective- Janu-~
ary 1, 1948, however, instead of the straight-line method
_heretofore used, it has been decided to-allocatvdepreciation
over future years based upon activity of each year as related
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to 'mormal! activity., For this purpose.the average activity

for the 20 years ended December 31, 1943 has been chosen as

representing 'normal'. The depreciation charged for the

year ended December 31, 1948 is $95,721 in excess of what

the charge would have been if the previous policy had been

continued."

A year ago depreciaticn'based upon ourcnasing power recovery or
to provide for éxcessive constraction costs,‘depending.hpon the circum-
stances in partlcular cases and the interpretation of their current
economic condition by manaéement, ﬁas the subject'of active'discussion
in accounting and business circles. Today, to a largefextent, accelerated
depreciaticn has éained the center of the stage. For those who are
interested in the immediate past hlstory of thlS subject the 1948 annual
reports to stockholders of Unlted States Steel Corpcratlon and E, I, du
Pont de Nemours & conpany furnlsh the most accurate statements avallable
of the views of those exponents of these methods.' Further discussion
seems unnecessary ‘here except to suggest that there is much to be sald
for substituting a method of depreclatlon based upon plant act1v1ty for
stralght line depre01at10n. I think we should start with the assumptlon
that a decision to bulld ‘a plant, a new store or an addition is based on
the best business Jjudgment of the management at the time as to the pros-
'“nects for profitaoléven5l6Yment of the prcperty. it seems reasonable to
me to0 assume also that demand in the 1mmed1ate few years is easier to
predict than that of the later years of a plant's potential physical 11fe.
The basis for accelerated amortization of the cost of plants during
periods of anticipated peak demand seems to ne to be well founded and

much more realistic than the unifonm applicatlon of a straight llne rate

of depreciaticn cver a plant's antlcipated useful life. Also obsolescence
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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 same reasons and also in anticipation of some pos-
sible new competing gadget. While recording plant assets at cost remains
the generally accepted basis of accounting, the adequate recognition of
activity and obsolescence factors should serve to produce a proper
matching of costs with revenues.

In conclusion I want to revert to one of the articles I mentioned
in the beginning. The author said that "the inclusion of words of
exception, qualification, and even explanation in the accountant's opinion
tends to carry or imply some stigma of wrongdoing or deviation from the
authority. How to attain adequate disclosure in the face of this reaction
is a real question." I confess that in our work at the Commission we see
something of the background for the view here expressed. But I think I
have shown by many examples that such a feeling is not universal and
should not apply at all to an exception as to consistency when the change
reported reflects an improvement in accounting policy. The examples I
have quoted serve to illustrate how many accounting firms solve the
problem very simply by stating the change and its effect on income, or
other accounts affected, in their certificate or by referring to a
footnote or, in some cases, to a page in management's report, in either
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 the investor,
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