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THE BIPACT OF THI WAR ON ACCOUNTING

Address by V. M. Verntz, Chief Accountent, 3ecurities and Sxchange Commission,
Befere the Philadelphis Ret:zil Controllers! Asscciation,  February 16, 1943

T plan to discuss the probloms presented in the preparation, under war cond iitions,
of “(~1=F’3 and informative financial statements for public investors. Jnnurally
speaking, these problems fall into two broad fields: first, the effect cf the man-
pewer shortagc on nermal auditing and accounting procedures, and, second, the
reflection in financinl statements of the special conditions created by the war,

By fuzr the most im,ortant of this latter group is the ineressed uncertainty in-
volved in determining the facts necessary to effect a proper accounting, and, in
interpreting, from ~n accounting viewpoint, the many new and unusual business ar-
renvemcnts and relations that have arisen.

The most pressing auditing problem is clearly the manpovier problem. Accountants,
no less than businsss =nd government, are finding it increasinely difficult to
securc persomnel with the requisite professicnal qualifications, while at the same
time the demands for uccounting services are constantly increasing. In addition,
the drain of personnzl from private business, nt = time when production is st 2
peak snd methods cre orten entirely now, has meant that internal controls formerly
in force and upon which the pubiic zccountznt could propcrly place relisncs, arc no
longur fuily effsctive. Conscquently, in spite of the chortage of manpowcr, the
zudit mnde by the public mecouatant requirss even greater diligence and care than
formorliy.,

The Sceuritics snd Sxchisnge Commiission his been dircctly interested in this problem
since it ~ffoets two thines on which the Commission hos placed considerable re-
liance:  the accounting systems of companics nnd the cortificates of indepzndent
accountsnts, Fortun-=tily, there is n generzl fecling both on our purt and in the
accounting profussion that the situstion should not be met by relaring auditing
stundrrds in an effort to give some attention to =11 demands slthoush adequate stten-
ticn mny thereby be given to none, Under cxisting rulcs such a FLnbrul reloxation
would presumsbly r-sult in disclosure of the omitted procecdures and qualification
of the mccountant's certificate, In such event, appraisal of the extent to which
the reliability of the finnncial statements had thcrpby been ruduced would be most

difficult,

Any eoneral rolsxction without disclosur: in the certificate would be even more
serious and vould undoubtedly subjcct the accountant to heavy linbilities. In
cithor case, the confidence that could be placed in the certificate would be ser-
iously J.r&irwd. The problem is not one to which thsre is @ ready solution.
Hovevir, the Cemmission =nd its staf'f have cooperated with the accounting profess-
jon throuzh corrcspondence and confercnce in an effort to find ways and means of

bist meuting the situantion.

Inventory Verification

Perb-ps the suditing problem which has most freguently arisen as a result of the
var has heel to do with the wortime spplicntion of the "Ext:ensions of Auditing Pro-
cuzdurc”". Onc of th.. wurliest problims of this sort to arise had to do with the
Problem of invintory verificstion. Even befor: our entry into the war, it became
obvious that the need Tor on uninterrupted flow of war materials was likely to

mezn thit in scme cascs it would not be possible to delay or stop th: production
procesy ror the purposc of taking complete physical inventories and that the ac-
count.nnt wioulst thercfore be unable to apply his ususl physiczsl tests, If inventor-
iez were material in wmount, o failure of the accountant to make thesc objective
testy would be nodoprrturs from normal auditing standards applicable in the circum-
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stancss and would, from our point of view, subject the certificate to the citation

of a deficiency.

In rccognition of this situation, the Commission's Accounting Series Release No. 30
was issued carly lost yeer. That releasc codified an sdministrative policy,adopted
some months boefore, of accepting accountoents! certificates nolwithstanding that the
normzl procedure of physicel verification cculd not be arplied with respoct to war
inventorics.

At the last annu~l mecting of the American Tustitute of Lccountonts ~ in order
to cover such situations —— the memhership of the Institute voted to umend the

fxtensions of Auditing Procedure to provide sp.ciriczlly that any depcrture from -
the extended procedurcs ruauired by thot bulletin be disclosed in the esccountrnt's
certificate. Also a bulletin desling with the specific problem of wirtine inven-
tory verification has boun issued by the Cormittee on Auditing Procedurc of the
amcricin Institute of jceountents.  As I rend it, this bullotin indicot.s th-t th
profission's requirements in-comnection with this inventory problem tire substan
tirlly the same s those of tlic Cowmission.

Confirmntion of Roceivables

Much th: srme situstion hes ~riscn v.ith respeet to the confirmition of irvceivebles.
To ~n incr:osine degrec comprnics nre finding a substantisl portion of their current

- assets, ond even toterl assets, msde up oi’ receivables dus from the zoverrment, In

gensroly hovever, the govermant precuremont officers have not buen abl @ to raspond
to requests for confirmstion of 'ﬂouwts oving. The issucs reised arce quite similar
to these involved in thc invantory question just consicercd.

So frr the Cominsion has not issucd =2ny officinl rclurse on the subicet, Fowcvcr,
inas'meh as confirmztion of reecivibles is 2 normal euditing preesdurs vherce receiv-
1bles are materixl in omount, it uppears necassary, undsr onr exidisiing rules, for
the accountant in his certificate to state thit confirm:tion has not been had with
respeet to government roccivablas, to give the reason, and to indicate bricfly the
suppluantel proccdures emjloyed to support the smouny shiovin «s accounts receivable
from thi government. If the auditor is sztisfied with the results of nis vork in
this conncetion, no exception as to the feirness of present:tion would b.. n.cessary
in the certificate, but agein, if the ~uditor hrs not been nble ronsousbly to satis-
fy himzclf, his certificate should contsin a clunrly stoted axception, un this
question Lha Committee on fuditing Frocedurs of the Aneriecon Institute h~s dssued o
bullctin th:t sets stondards quite similsr to those juet outlinod,

Increasc in "Uncertainty”

In the ficld of stoteent presentotion and accounting prineiples, the most striking
¢ffeet of the war has been, ns I mantionsd earlier, the inerasse in unc .rtainty.

In a feu Jdirzctions, of COUP:u, the war has operated teo roduec uncertninty. Empha-
sis is no lonzer on s=l¢ but on production or scquisition, nud in very mony lines
producticn has risen tovard cupacity.

With large soles to the government :nd relstively stringent crodit roestrictions im-
P08¢d on consuners, the estimition of Lod dlbts becomas onerslly less Jdifficult.
On b:lunce, however, the uncurtintics invelved in fincneial reporting in o par-
tinlly controlled cconomy undur the stirmlus of war production snd with for 1"n in-
vestmonts snd corpormtions oftun in a precarious st:itus, ore consider:bly grester
thin formerly.  The task of presenting adequate financi 1 stetomonts is corros-
poriwrva much nwors difficult. Morwover, as wns indicated, the war hos brousht
into oxistoncs = veriety of novel lepnl or contractual arr-nrenents. fs Lo vy of
this., there is by no wweens complete ngrécrent among aceountrnis ponerddly, or
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between accountants within and without the Commission, zs to how to give effect to
these conditlions in the amnual stetements.

The Comraission is grently interested in the sclutions deveioped for these problems,
since one of its most important tasks is to obtain for inveslors reasonably com-
plete and informetive financial dstn. iile present circumstunces clearly in-
creazse the mor:in of possible error in lld(NClnl reporting, it is net o saticfac-
tory soiution merciy to rceirain from issuing stuatements, ns some sugzest, or to
zbandon offorts to urrive zt ressonnble estimates and substitute sweepins but unhelp-
 ful disclaimers.,

Wer cnd Fost-VWar hescrves

Perhnaps the next nmost important source of uncertainty lies in the conditions which
hove given risc to th

fasad

he so=calied war snd post-war reserves. The evtenzive list of

possible roscrves sppended to the bulletin of the American Institute of Accountants

giveis an uxceilent idea of the breadth snd significonce of the problcm.

For tho prupos. c¢f discussing the problem of statement prescentation, such roserves

ampenr to 211 into four wmijor cissses. There are those, the provision for vhich

must bo con:1dvreu 1 direct cost of dolnn Hus:nVSQ, s for uxample accelornat . d

ior While the exnet provision needed for this purpose may be somuvhat
ndblanafu, “the factors undurlying the provision wre not dissimilar from those wne
countered in arriving st reeulsr deprecistion roserves, und presumably they sheuld
occupy in the statements a position nnnlozous to the usual derrceistion rosoerves,
In m=ny c¢2scs indeed, the condition is cared for by Ystepping up" the snnusl pro-
vision in vi.w of the 24-hour usc¢ of the faeilitics. In the second closs, we
encounter those conditions or losscs for which provision must b. made before arriv-
ing a2t -n ustimeted income for the year, ordinsrily 2s = rather cluosrly defined
item of uxtraorainnry deductions. Generally, the limits of the contingency or

. condition involved arc somowhsnt less definite then in the first catcgory of cascs,
but there cxists, neverthoiloss, o ronsonable conviction of loss applicable te the
period end renscnable evidence on witich to base on ~pproximntion cf its zmount.

In the third catecory, we pass to those contingencivs, usucliy much louss definite,
for which 2 rosrsonable approximation of the provision necussury is scarcely joss—
ible. These may pass almost impere:ptibly over into 2 fourth cotorery, the "gener-
al contingeucy" reserve vhich is sct up as an spprovrintion of surnlus, 2 sort of
crutionry retontion or earmarking of surplus agrinct the vjcissitudvs of thu
future. The bulletin mentioned sugsests the deduetion of provisicas fur rescrves
of the third crtegory at tho very bottom of the incoume stotement, -dmost as 'n
approjristion of income rother than zs o clenr deduction in computirg it.

The prescnce or sbsencs of conditions necessitating the provision of ruserves of
any or =1l of ihu types nentioned is by no me ns casily ascertained.  The deternin-
ability of smounts, eiven tle conditions, veries widely. Nor ic it possibls to say,
evin, thnt particular conditions should 2lweys give risc Lo reserves of a perticu-
lar crtegory.  Ac botween compenics, for example, the same general problem, s
inventory lusscs, may so vory in porticular aspects as to make approprizte o res-
erve in any of the categerics.

The probium of dociding upon the propzr point ot which a provision for & reserve
should be deducted is most aifficult of docision. To the extent thot thesce ros-
~erves arc d:signed to provide for losscs that may properly be chrrgeable ngainot
} income, their provision se.ms proper or even necessary. However, it also should be
. recognized thet there are limits beyond whieh the use of appropriztiens of income
¢ should not go. Certainly on indiscriminate esteblishment of rescrves cut of in-
come to provide for lusscs whose churacter is wholly undisclosed and mey even be
unknown to the company is a practice that can-be badly misleuading. Likewisc the
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commintliing of unrcinted contingoncics in & ressrve with a vague, all-inclusive

Ctitle 1s to bo conderned, Clenrly, too, the provision and use of reserves alleged-

ly L5 meot wor eonditions should not be 2 dispguisc for the ancient but none the
iess vicious practice of cqualizing profits between yenrs. Accounting Serics Re-
lense Noo 42 wag recently issued to indicate and emphasize the requirements of
Regulation S-X as to the crention and description of reserves.,

Inventory Hescrves

i wartine reserves currently being provided, those likely to
be <f sreatest te you are the roserves sct up with réspect to inventory
losscs. An 1ncrco.,m murber of comprnies filing finencinl statements with the
Commissicon hove fouad it ncecessary or desirable as a result of war conditioms to
estoblish reserves agzinst such lesses, In general, these roserves have either
been provided in recognitiin of & prescnt 1ﬂpa1rmunt of inventory carrying value or
in ree.onition of future inventory losses thot appenr possible or probable.

f the various kinds

E
P
o
¢
3
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servie of the first typs huave been fzirly ecmmon in the past and hnave been con-
sidurcd necissory in circunstincas vhere inventorics would otherwise be carried at
mers thin ricevorable cost. Preseont conditions, however, may have somewhnat reduced
the extent to which componies are subjict to such losses. On the cther hand, the

possibility of future invintory losscs as a result of war or post-war eontingen-

cies has cunsiderably increnscd and hos frequcntly resulted in the provision of
reserves fur such losses., Heserves of this type have been sct up in varied situa-
ticns thot make peneralizztions =s to their osteblishment or use difficult. In

“seme cascs, the reserve may be intended as the cquivalent of an inventory write-

down =nd so may be proporly corricd as on offsct against inventsries end charged
te income r c.sts. On thy sther hand, some of the losses contemplated may be so
indefihlf or remcte or st dissveintod from the present inventory that the reserve
should be provided fron surLlus ond cunsidered rs merely o sub-division thereof.

A rother difficult serics of cnscs srise in the middle ground between these twe

extremes,  For instones, in soms cnsus inventories have been steted ot current cost
but this cost has been in oxeoss of probable penestime carrying valuvs. Some com-
panics have provided reserves in the estimated smount of the differcntisd =nd hove
charsed income for the provision, Thls procedure has been criticized on the ground
that such :n snticipatory charging ~f a loss to income results in shifting the bur-
den of th: loss from the pericd vhen 1t actually oceurs to the perisd whon the
PESCIve is provided. On the cther hand, the prucedure m;y be intend<d t o accon-
pllsk © result similar to thot <btoincd under the base .ok invontory mothed.
Much depends -n the kind .f inventory and on the charucter ~f the business In
ﬂther cises 1L hes boon must difficult to ascertain whether fatusc conting:ncies
are sufficitntly resl to werrent chrrging incem. and cstrbliishing a roescrve for the
possible ius

Neither the =czaumting professin wor the Commission has issted any general pro-
nouncements oo the jooridoulm subjoet of invent ry resceves.  Thus far the situa-
v lor beon unique and hove be it wath on the hasis of the
£ ibly expericne. goin d in obscrving the es ablish~
2111 peamit seme furthor clarificaticn 510 the prin-

oocnarabion,

tiins wrescntes

ment wnd use <f 4hoo ~ororv
ciples to b “boerv Q in Lol

Usw of wioion Flrstoout Methiod of Inventory Manstien

The basis us:d in dobsrecining the st ant at vhich inveni rics ore cnrried has some
effict n the noed oy providinz 1annt ry reserves.  In this conneclion, it is in-

“teresting toocbgerve thet in tis prst two years thers hus buen :n inerzacing use of
“last-in, ldrst-.ut rs o mothod f dbt rmining cost. The result of adepting this
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method of veluation =t the prescnt time is ~“rdinarily to rcduce the armcunt =t which
inventory would Sthorwise be carried. Hence, it hzs on offect thet is similer to
the provision of a reserve for invent.ory losses. In fact, some persons have sug-
gestud that the ndoption of Lifn.shuuld be .regommended as 2 quasi wartime reserve,

Some indication of the extont of the shift to Lifo and the muteriniity of its ef-
’ fect on reported income nmay be fund in figures taken from the Survey of Amcericon
Listed Cirporations for 1941. Figures for obout 230 registrants have baen pub-
lished in Reports 1 through 9 of that sorics.  Absut 69 of thosc registrents had
changed to Lifc in 1941 65 a basis for costing all cor part of their invent.orics,
Perhups more significant, however, is the fact that reported net incoms after taxes
of comapnics shifting to Lifo wmild have been greater by 129 if the change in basis
had n:t btuen made.  In some erscs, net income wes arfected as =wuch as 50¢, while in
other cnges the offeet was not =iterizl.

The question vhether a particulsr compuny sheuld adopt Life ns & brsis for dutermin-
ing inventory cost is not ensily ansvered cnd time does nut permit on explorstion
of the subjoct. However, it scems to me to be quitc evidunt thot the decision
shvuld n t ke solcly dependent on the aesirzbility cf providing wartinme reserves,
or of minimizing inxes as some hove sugposted, but shuld depend primorily on
whether thot method of detormining inventory cost best reflects the inventory posi-
tion of the particular company. Thercefire, it may be assumed that a decision to
change to Lif. will be a fir+ decision that is not subjeet to roeversal unless the
cheractoristics .f the cumpany's busincss are materially alterads Certainly, Lifo
shculd not be employed ms & tomporary measurc to reduce curruent profits in the ex-
pectation of incrensing profits or reducing losses in later years by a roturn to
the method formerly us«d fup determining the cost of inventory.

Accounting for Post-Wer Refund .f Excess Profits Tax

Another interesting problem in duterminin: proper nccountinz procadure is raised by
Secti.n 250 =f the Rovenue Let of 1942 vhich provides for = 103 post-war refund of
“excess profits tnaxes paid by corporations. This credit, as you may know, is to be
granted in th: form of government bonds of a speclal seriss which nre to be issued
to the taxpnyor after peyment in full of his cxccss profits tax for a given fisenl
year, The bounds, however, may not be suld, transferrced, or hypotheented, as mey
an wrdinary investment. They are not to bear interest until the ond «f the war,

and arc to mature a2t stated intervals after the end of the war.

Various suggestions have appearcd as to the proper method of aceounting for this
credit. First, it has been suggested thet no ro canition be given t. the bonds
until they are redecmed. A socond,somevhnt: similar proposal, would reguire that no
entry be made in the sccounts, thus treating the credit as a sort of genoral war-
time reserve, disclosed, if ot 2ll, only by means of fostnotes, This trastment is
Sald to give offcct to the purpose of the credit, as described in the Scnato raport:
to provide "a fund that will be available for the c.nversicn of produstin foeili-
ties oftor the war to peacctime demands." Unler this latter proposal the tax pro-
vision woeuld be shown gross with.out any reducti n for the 10% credit. A third
 Propusal was tr show the tax gross, teiw up the bonds as an assct and estzblish a
_War reserve equal thereto. A fourth option weuld Le to report the tax provision at
the net artunt, disclese the am.unt of the refund credit, recugnize as on asset the
right to receive these bunds and report as @ liability thoe gross amount I the ex—
“Cess profits tex,

2 Of these several possibilities, it secms to me thet this last option is the proper

§Pne.  T> receord the provision for excess prefits taxes without & reduction for the
A0 pust-wer refund that will inevitably result from the payment of these taxes is
“tantamount to denying any present value to the credit or the bonds, This seems to

i - (Continued on page 10,)
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roi Line Limc tho ration order went inte offcect on Feobrunry 7th, until the sscond
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While you aQ° not, have to pay for these units at thc 2 :SENL t.uur.:, 1T Wllil be necces-—

T
sary to pay for these units when the second phasc of the year comes in.

Once the second phose of the yenr de in operation, the manulfacturcr, jobbor, or oy
othor shippor ecan not send merchondiee unlese sinmps covering this merchundise are
in hic hands,

V - - - — -

THE IMPACT OF THE WAR ON ACCOUNTING
(Continued from Page 7)

me to be an insupportable position to take with respect to a right to receive gov-
ernment bonds which, while not transferable nor interest-bearing at the time re- _
ccived, nevertheless have an ungquestioned velue that approximatos their facec amount.
Certzinly it would seem improper to crudit the =mount of the bonds dircetly to a
reserve for post-war contingencics. The nced for post-war reserves in a particular
casc is quite unrclated to the amount of such tax refunds. If such reserves should
b set up, their determination should be wholly dependent on the need for the res-
é¢rve and the propricty of its establishiment.

If it be granted that the tax provision should be shown net and the asset recog—
nized, then there remains the relatively simple question of the proper balance
shect prosentation of this sssct which ropresents a right to receive a partially
"frozen" nsset, Inclusion in current ssscts is improper. Prosumably a prescnta-
tion tow~ri the foot of the balance shuet among "Other Asscts" would be a fair
showiny,

(Editor's Notc: Mr. Werntz closcd his address by summarizing the changes
nnouniced 1ust yesr in the requirements as to informetion, and which were
4
re

)
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adopted because of the difficult contitions now cxisting. Lock of spase
provents us from incluling thoem in the prosent Bolance Sheet, but interested
pirtics muy obtain Relense No. 2887.irom the §.E.C.,covering these changes. )
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CT2DI TLWTTN TTTT TN TO WADKWTMN AM vDTAN g
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Tho recent widespread interest in simplified billing is dus to ithe impetns of the
Krecge, Newark, Mo J., practice. On the following page we are presenting a cupy
of the rovia letber whieh wos mailed by lhet store to its customers pricr o the
receipt of their firet cimplified bill, '

Ve hove aloe bLoon informed thai the stores in Duffalc, N. Y., have decided 4o
adopt simplified billing,

Por furthor details on the Kresge practice and ewpericnoe we rofer our resders o
an erticle by J. inten Hopios, MHanager ol the HeRuD.Gehs Credit Monagemont Divie
cion, entitled "Coneumer Crudii Outiock - - Immedistn and Futurc - - Regulaticn
U", snd which apréaicd in the lucl month's issue of the Dalonce Sheet (Pebruary.
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