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R Mr“,"Trends. in Publjshed Reports . .

’l‘he sub.ject T have bean esked to discuss 18 "New Trends in
Published Reports.n You w111 appreclate that this t0p1c is an

extremely broad one; for publlshed reports can mean not only

those made public through filings w1th the Securitles and
Exchange Commssion but also those 1ssued by corporatlon
“”ofﬁclals, usually in the form of annual reports to stockholders,
newspaper and f:.nanc:.al servxce versions of these reports and |

' .' 'l_'

© paid advertisements appeanng in the publlc press likewise based

. :" ’1“1

o _upon, although sometmes worded differently than the reports
| to stockholders. | ’ ‘

I:f the reports comng to the' attentmn of the public today,

el te, L

regardless of the medla, were all substantially the sa:ne, my task
would be compe.ratively sinple. But unfortunately, this is not

e i

the case. It should be observed at once that the s‘tockholders

,,ae [P 4 a3 crep Y S

reports of most 1ndustr1al compam.es are not subJect to: the Jjur-

‘ ‘isdlction of the Comzm.sslon and therefore, '{nsofar &s the Commission o
1s concerned these reports nrovide a free medium for experimen-
. __tation 1n form a.nd oontent assumingi,"_ of course, that d1vergencies

between statements included m ‘such reports and those "filed with

W

- us are not so great as to raise questions' as to the propriety

.

-




fef certiflcation ofibotﬁ Sets 'by 1ndependent accountants as ~
'fa.lr presentations of the de,ta' involved. B 1 follows of i

: course, that newspapers and other f1nanc1al pubhcatlons are,

c A

and o'bv1ously can only be, free to comnent upon fmanc:.al 7
data in the llght of thelr own conceptlons of s1gm.f1cant .

d.lSClOS‘DI‘e. , Furthermore. unless a corporat:.on havmg secur- )
ities hsted on a natlonal secuntles .exchenge has .Llled. a’
‘regx,stratmn statement recently pursuent to the Secuntn,s
Act of 1933 in connectlon Wlth the sale of securltles or
has filed fmanclel statements or 1ts report to stockholders

£
in connectlon with a proxy sollcxtatxon, we are mthout

]

definitive knowledge of that corporatlon's current accountlng
practlces for such corporatlon 1s requlred to flle lts

‘ 1ncome statement balance sheet end supportlng explanatory
schedules with us annually only. _‘ Thls f111ng 1s not due
~until’ 120 days efter the close of the corporat:.on's flscal
“Yyear so 'thet - except in those relatlvely few instances 1n
whlch a corpor(,tlon's f1scal year ended pr:.or to Decem‘oer 31,
1947 . and in a very few cases where a corporation whose e

- “.

3 ﬁsce.l year ended on December 31

¥

194’7 flled before the

>

close of the 120 dey per:.od we chd not have cv'ulable for ,

,exammatmn the bulk of 1947 corporate annual reports (some

% "3
2500 or more) unt11 the first of thls month —_ just a fow




?m determmlng what new trends, if a.ny, are reflected in. the

‘deys ago Obvmusly not mch has been accomphshed to date

1947 statements filed v':.th us,

I have emphasmed thls 81tuat10n because I thmk the

' 'ipubllc generally does not real1ze thot the reports of corpor-

ation earm.ngs for 1947 currently appearing, or commented on,

7 in the public press or in stat1st1cal services may 'be different
in some 1mportont resPects from those subsequently filed mth
o My comments w111 be confmed to those reports whlch -have |

/ come to my - attenti,on by Way of the press, ﬁnancml services

’ »/and annurl reports to stockholders. ‘Fron those I haVe dlscerned
""several changes in’ reportmg practlces but I’ fmd some diffi-
'if'culty 1n determmlng vwhich of ‘these: changes consti“tute definite

trends and wh1ch 'xre merely the express:.on of tempor-'ary doubts
‘.concermng our economlc future.

It is my mpress:.on that what appeers to be the most
‘srgmflcant trend is really not a trend at all but ‘only the

. ».-_’memfestatlon of mnagement's 'xlarm over the urm.,ually large

d:oller amount of reported corporate profits.. I refer, of

IR

'tf course, to the mimmzatlon of proflts, e1ther by direct

. .‘-charges thereagamst or appropriat:.ons therefrom, reﬂectlng,




Whlle varlous meAns: have been adopted tQ accompl;.sh th1s
purpose the ‘pnnc;pal procedure has.been.. to— mak'e.appropmatlonsi '

' .to reserves for ant:.clpai:ed losses on 1nventories due to future -

pnce decl:.nes, fer “excessxve censtructlon costs Ve edD T

; antlcmatzon of .an eventugl reductlen in. the level of. .‘evera-all
constructlon costs . . .," to cover "excess of future repla’ce—
-ment:cost of. ma.chmery aad quxpment over eriga.n&l cost n for
“aceelerated depreclatlon of pestv%r ad.da.tlens to faml:.t:tes |
~~-by -the shert-term am.ort:.zatzon of . the estlmated excess cost
thereof mbove the prew'lr ptmedeVel— ¥-or for éener ‘~F: .
‘;cqntingemnes;-,, T e fﬁ'.., . s e -5 "‘;;"’T

These reserve provlsmns» ,have been shewn m numerous

ways on the proflt and loss or, mceme stetements. For exanple,,~."-

one corporat:.on’s profzt anc} loss: statement was: -Jresented in
part m the, fbllowa.ng i‘om' i .;.,:;;;\; 8 :

Net: profit before deprec:.atwn,
income tax, etc. =
- Lesss. - i erros, P
Interest paid: and prov;s:.on for
depreciation, bed debis and- - PR
Federal income teax (in detail) $xxx,m T ER
P,rovqi,sxon for- contingencies .= . .m g - xxx,m S

' Net profit for the year after
" provision for contingencies




= ’I!he :ea‘:‘ni‘ngwrifstatsnentiof. anpther «corpoiataion;f contained in
 sits-enmal ‘repark to-stockholders, .showed. the. following:

Operating income. - .net after taxes:- . . $x,xxx,xxx -
Dividends and other non-operating income XXX , XXX
= Provision fer excess construction cost- . . - . ..
- (deductmn} (xxx, xxx)
ﬂTotal Net Insome - A' - '- $x,m,m‘

o 'Another cozpnration reported to its stocldlolders "Net
Earnlngs“ ai'ter &ductlons whlch 1nc1uded "Prov1s1on for
dei)reciatlon. In the pres1dent's letter 1t was explamed
| that "Because of the chsturbed pnce 1evels, 1t has been
dec:.ded to modlfy at th:,s tnne the Corporatlon's depreciation
. pohc:.es by acceleratmg the charges for the early years of
productlve use of fac:.htles acun.red. since the wa.r, amortlzmg
on a short tlme basis the excess cost of such acqulsitlons
over prewar pnce 1eve1s. The effect of th1s and certam
other relatlvely minor changes 1n depreclatlon p011c1es has
been to increase 1947 deprecmtlon charges by $-—-'----’-_. "o
o St111 another corporat:.on's proflt and loss statement
d.:.sclosed an 1tem ca;ptmned "Appropnation toward excess of

future replacement cost of machmery a.nd equ.tpment over

orig:.nal cost" umnedlately follow:.ng the captlon "Net proflt

A..
J

for the year. - ‘I'he ﬁnal 1tem on the statement was captloned

“Amount of proflt tra.nsferred to earned surplus.




An z"appropriation for,inventory price ;decline,re_serve" was

shovvn%foilowd.ng the caption “Gonsolidat'ed‘net‘profit~for‘ the
year! by a corporation in’ 1ts profit and. loss statement which
conclud.ed with the caption "Balance transferred to earned surplus., !
Anothez‘ corporation dealt. with the 1nventory reserve problem
in 1ts pi‘ofit bnd lose st'tten‘ient, the f:n.hai captiohs of f‘"nch
were "Net eamlngs for the ye'xr," "Less approprlatlon for 1nvcr-

I &

tory prlce decllne" end "Balance of en rmngs unapproprlated "

R

Whlle these are only a very fev'. of the nroflt and. loss ‘

statements which have come to my attentlon whereon appropriatlons

'.x.:f.. T

are shown for reserves of the types ,;ust dlscussed they are, I
- thJ.nk a fc..lr sample of the methods currently belng used by B

management to 1nd1cate 1ts dxsmclinatlon to accept as I‘CP\llSth

[ L

prof 1ts determmed 1n accordance W1th accepted accountlng pnn—-
c:.ples wh:.ch contemplate adherence to cost and the matchmg of
expired actual costs agalnst revermes. R

"~ There is no doubt 1 my mmd that the creatlon from income
(i.e e., charges agmnst 1ncome) of such reserves nolate:us |
presently accepted accountlng prlnciples. In fact Accountlng
Research Bulletln No. 28 1ssued by the A I A Commttee on
'Accountmg Procedure in July 1947 contains the follomng f

s 2
sta.tement :

PR RSO TS
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"The Committee i_s‘therefo're. of the opinion that .

general contingency reserves, such as those created:

(a) for general undetermined contingencies, or

(b) for a wide variety of indefinite possible future

losses, or

(¢) without any specific purpose reasonably related

to the operations for the current period, or

(d) in amounts not determined on the basis of any

reasonable estimates of costs or losses,

are of such a nature that charges or credits relating

to such reserves should not enter into the determination

of net income."

In Accounting Research Bulletin No, 31 issued by the A.I.A.
Committee on Accounting Procedure in October 1947 the following
positioﬁ was taken:

"The Committee is therefore of the opinion that inventory

reserves, such as those created:

(a) for possible future inventory losses on inventories

not on hand or contracted for, or

(b) without regard to any specific loss reasonably

related to tﬁe opefations‘of the. current period, or

(c) for the L;urp.ose of reducing ‘inventories other than

- - to a basis which is in accordance with.generally

- -... accepted accounting principles



-8~

are of such a natu,re .tlvxe‘t‘.charges or credits relating

to such reserves shouid not enter "int'o the determination

of net income and that they should nct be ﬁseci to mlieve

the income account of any year,"

And in December 1947 the Ccr_nmittee on Accounting Procedure
in its Ac'countihg Reseer‘ch 3ulietin No; 33 expriessed the view that
"It would not increase the usefulsess of reported corporvate ineome
figures if some coméanies charged depreciation on appraised values
while others adhered to cost. The 'Co'rmnittee believes, therefore,
that 'cchsiderafion of radical changes in accepted accounting -
procedure should not be underi:akeh, at least until a stable price
level would make it practlcable for bus:.ness as a whole to make
* the change at the same time, The Commttee disapproves immediate
writedowns of plant cost y charges against current income in

amounts believed to represent excessive or abnormal costs occa-

" ‘sioried by current price levels."

It has been, and w111 contmue to be our policy to consider
as deficient those proflt and loss statements f1;.ed with us which
treat reserves of the type Just dlscussed as charges against
income. . .

" A semewha't.'d..-ifferent situation exists, hOWever, when such
reserve provisiorxs‘ are’shown as appropriations of net income.

Bulletin ‘28, referred to previously, stated ﬁha_t “"when such a



:-r§¥ an appmpr" k4

i [_c_entingencﬂ re$erv$ is set up it should be. created preferably

by a. segregatmn er approprlatmn of susplus' it may be. Created

n-of net 1ncome but thls is less desirable, "

Bﬂletin 31 expi‘esses the opihion, also, that Mf a reserve . i »
Eor inventory losses such as described in. the bulletlﬂ'. v e . is

.$6t up. . . it should be created preferably by.a segregitioh or
;-appropriation of surplus . . ."..Bulletin. 33 contains- the following

... paragraph: v!’When__ there are. grqss discrepancies between the cost

oA e
B

- reaend current yé.lﬁes of productive. facilities,. the cbmmﬁ@}}eg: belicves

that it is entirely proper, £ or menagement. Lo make'annual aporopria-

tions of.net income.or.surplus in contemplation. of. rgplacement of

- .such facilities» at higher price levels."

It will be noted-that Bulletin 28 and 31 expressed a preference

for»creating- contingency. and inventory reserves, -respectively,

~.from surplus but Bulletin 33. did not: even-indicate a preference

~ as between net income and carned surplus. I think -it_.extre;nely

. unfortunatc that the Committes did not-take a firm position in

-.each of-these bulletins that the creation of the:types of ‘reserves

oy under ,d.;scag_s;.s;on should be treated only as appropriations of earned

- surp lus- For I have found that newspapers, sfatistical services

' . and comments in:reports to..stockholders pretty generally freat the

~Income regardless of how it. Ay be captioned and translate the

fina] item appearing on a.profit and loss statement as the Net




‘ 'amount there~ shown into \'!eamings per sha;re.‘u (Altiiougz in, three

: of the examples oited earliar & olearly capticned i t-profat "for
the Year! was: ﬁrst «arr:.v‘ed aty puibl:.shed ‘comnents. *withrrespect
"eamngs per share "
There are, however, exceptions to the praotlce of 1gnormg.

“in publlshed reports, -a)1 but. the final figure. shown *ux prof;tt and’
‘_1oss statements. : I ‘have seen comments which calculate "earmngs
. »:per sha.re" before appropnatmns for ‘reserves. hut; nnfortunately,
| some other commentator almost Vanatly has used: the ~:;‘11@3,111‘& after :
these appropriations m h1$ detemnation of “gamng,s pen share“
~ for the ‘sarie company 1In one -instance #n- amount ‘almost -exactly

equal to half of the amount shown'sis "Net profit for the year"
T:was-.appropria".ted for 'fﬁtnre;inveptory:*‘];OSses; A8 a -fesul.tf:

- Nearnings per ‘share" were either $2 80 or :$1.40: dependmg upon

- the reporter

Thi§ - somewhat - confusing, situatmn is comphcated further by
the practloe ‘permitted in A.I.A. Accoun:tmg Research Bulletln

" " No. 32 of showing: inthe ‘profit.and: loss, statement followmg a

caption "Net profits for the:year® not only',appropnat'lons f:t.o R
reserves such as. those I Yave just dlscussecl ’out also charges
and credlts extraordmary in nature and amount ‘when their:
mclusion En the determinatlon “of net”income for The yeag
would-ing;air the significance of:fnet Aincome. ‘S0: tkntma.sleadmg :
-inferences.might be drawnrther_efmm;:" A e ; Bt e -




4 ""i: f* iﬂ;:ﬁﬁa’fb’o”ﬁ’é,ihop’gd T manageme nt oo touse
v 10t tte profit ‘and:sss statement. to reflect its epprehensions
Torponcerning “the=findlity of the results of .current operations,
anfarie Puvlfsnedconments thereon-will:distinguish elsarly those -
things ‘which have happened from those which mey or may not
1 take place, '
bz e And we are met alons in being disturbed over this .
zgnirgituatdon.. .i'In" an editorial-in.the February 1948 Journal . -
iz iofAccountancy: ‘entitled "Appropriations of : Income ‘and -Barnings:

Teris 'r:fer.;Shane;‘!, ‘it was stated:that -"Recent reporis-of .a.mumber-of -
" s riiébmpanies SRR -have -:violated ‘the. épi-ritv; and intent of-this .
: ‘-:.5i;;t:f;'ﬂvtite&kéex:uxs'n‘.xflz_azfed:::accc_)um:ing:'i convention, [that. previsions:for .
" wague-or-highly:discretionary reserves should not-be-permitted
~toiaffect. .the’-reportingzz-.offznét ::incomg, :even whilei-appearing;--
;»'s.,c;éto;:bbServei-ité letter.:. When a . reserve of: the type under. dis= -
‘cussion-is provided as-an appropriation of‘the current. year's':
i :::‘incoiheiurathexr':tban: of -surplus ,-..the. wording describing the -
' :‘ffbpréﬁs.’tdﬁ'r;van‘d’t the‘ﬂ'balanﬁes before:and ‘after its deduction, » -
| . become - highly. significant. When the final:balance trans-'
“sferred to:surplisiis so" captioned as to’appeaT:tobe the not: . :
“rineome;or is e¥sewhere cited. asithough iti:mere the met:. .
income ofithe’ yetr; '6r is used as a bax’siw’iofzco‘nputing, SO
‘earnings’ per’ share; 'the: purpose of ‘éxcluding -the iprovision: -
,,frgm Xhe: deterhiina’ci&é&:@f"net income. tends to-be defeated. i L
%% % gni that ", . . The besiciprinciple shich requires:::




the exclusion.of ;%?PM@?A&&&&@S&%&E@s@ibhéfeﬂétémi;ﬁa.ﬁion-;pf -
net :incoms. i clearly: vielated when thhe computabiait af:

earnings. per. shave .is based; on-the: bakancg remaining after.
their deduction. . 4t -bestthis-practice is-confusing; at::
its wopst. it 'ea,l.nv-s.be,-asériouslqui‘slgad-ing-.z":=~ e
For our part.we-,l;ave,a; Jjob to do.  We are gharged with
~ the duty of passing upon the éffecﬁiYeness of the statements
filed with us in-light- _-;iof -their ;primary function.=~ to place
“anequivocally and- 1mpart iaiiy-:;bei?.eré 2bhe '-ﬁubj_;;c the ,f-f_i,n;iagpial
- condition and progre_sé,of the répor’s:mg companies. - Under .
_the. Securities Act of~f1§33~ .and the ‘Sécurities Exchange Act-
of l934,:.‘the‘ respdnéi?bili—ty?résts squarely-upon.the: Commission
to:prohibit thé dissemination of.fiﬁanoial‘ statements-in:: .
. ¢connection:with the sale or registration of securities on:an
-exchange, if, 'in -our opinion, théy »;areferroneeus :er.fmi'.s!lead"lng. .
*'It follows that profit and loss statements filed With us.mst
be in such form that there can be no doubt.as to what:‘the:
net profits for .the period covered by.the St,at?ement are, " L
- There is, -I- think, -a very ,de‘finitev}prend toward simpli-
fication: of finanoial data as indicated by changes ingyle
or forms of dress-yhich have developed in published financial
reports. in:the last. few years, :This situation may be -.- -
approached and subdivided in :accordance with the language: -
“of Rﬂe 3-01 of .our: Regulakion: S+X, aé:dgcim’entfv;hic_h';ahoglﬁ "
be ‘femiliar.to all public-accountants, fzganﬂir&uiarmgtmséz_s o




havin'gmts wbose seminesarein*t‘he honds of ‘the

.'E:.publie 48 Conrasted- to close: corporatlons. Thet ‘Fule in-
. -section “(a.) ‘Prerides’ that ‘WPitiancial statemente may be filed
:i:« 1n _~s?wh<f;:§0m%ﬁd drder, and may use such generally accepted
terminology, @ Will best indicate their significance and -
“characte!‘mtbe 1ight of the provisions applicable ~the1;eto. "
= Article -§ of Regulation S-X governs the form and ~cen'tent
~of-financial ‘:eteltelﬁent’é' for ‘all persons except investment
i conpanies; nsiirence companies,’ committees issuing dertifi-
cates:of deposit;" banks, end companies in a develepmentel,-or
- e@iér;eto:aeeuage'~iof-wmch special instructions are provided
a4 An the: regulatibh or in the fomslie@red»éo be fiié&-r The

~form, & er-amd: tgmzm},ag adopted in~th.18 article for the
~‘balance sheet -and: proflt and loss statement ‘may, I believe, | ( ,
_.;e-:be considered g proper reflection. of generally accepted |
Jpraetme at thé time“of 'its adopticn (1940) as the regula-
~tiod - Was~‘enbgected to extensive and mtens:.ve crit:.c:.sm by

Calls ixité‘rested parties. prior “to promulgatlon. '

Th‘e‘belance sheet 1s presented ina’ cm'rent-te-—flxed
erder ‘and the profit- and Toss or: mcome statement presents

a shomng;z #n o'rdsy, *of sales:’ cost of sales' (or Operatmg

revenues: *and operating e;q:enses where’ apprepnate). ‘other =

operatmg expensesy’ ee‘ilmg, general “and. admmlst;rative .‘
expenseS‘ -:6ther :incoie;  incohe “dedvictions = arriving Bt

neeme before and e,fter prevismn for meome and: excess




proﬁ‘ts ‘taxes. An ana’lirszs of surplus is’ reqmreﬂ elther |

as a contmuatmn ot‘ the* re'Iated profit and. ioss stateme 1t

or in the form of & separate statement of surplus. i B |

It ‘should be observed at this point that sectlons 7 and
10 of the Secuntles Act of 1933 requlre a reg:;stratlon o
statement and prospectus-to include the financial statements ,
prescnhed in Schedule A of the Act. This schedule nermlts
‘the Commission cons1derable latitude as. to form and detail ~
of the financial statéments but’ Fequires specifically tha
the profit and 1oss statement shall "d:.fferentlate between )
any recurrlng and non—recurrlng mcome and between any 1n- -
vestment and operatmg intome, " The Securitles Exchange |
Act of 1934 in Section'13’ with ;-e’spect‘to "periged,ical -freim"rts
provi‘d.e's that the céﬁﬁissioﬁ xha&"‘érésér';be similar reqiire-
ments. ‘Under the 1’933: Act serious’ ’conse’iju’ence‘s ‘may resﬁl't'
if the fma.ncial statements contain any untrue statement of
a material fact or onut to state ~a material fact required to
be stated therein or necessary to. make the, statements not”
msleadmg. ‘A sim11ar admomtmon appeanng in the 1934 Act 7
prov1des pena.lties m case a statement at the tlme and 1n- s
the light of the circunstences under, whidh it is mads is
false or. msleadlng w1th respect to any- matem:al ;fact.

| It will be recognized that the, Regalation Sx. optlon

of combuung the proﬁt and loss and surplus statements m

one statement is in. ac;cord with t;he trend. at the‘;" ]




Tefle coted

RV ’?if{é"%'

‘;}fn& éggg;mtmg }%esearch .mllgtin: Mo d 3, 1ssu.ed by

S the ALA Gomnfittee on Accounting Procedure $ Feburary: 1941.

L) b

) This bulletin& howeyer, .Warned against the-dsngeiéf obscuring

.....

5 ’..'&- ‘_,.,_ AW

: the net mcome ﬁgure . With the publicatiotw Accountmg
Besearch Bulletm Moo 32 in December- 1947 ma wa.rmng

. becomes‘extremely mportant $ince, as I- etam in a letter

2E

: to‘ ‘thermrector af Research of the Institute, dated Decem—
ber 11 1947 Wh;ch was published m the J anuary, 1948 Journal-

of Account 2ney, the Comm1531on has authonzed the staff to

tak except:.on ’co fmanczal statements whlch appear to “be

misleadmg even. though they reflect the appllcatlon of ‘this

2

‘~a.' ~1: R “

Developments dur:.ng the war in the methbd of’ doing -

busmess. in many cases practlcally complete convers1on to
_ War,cogrj:r@c;s! and a growing -inquisi;tiveness':oﬁ "thefi)em“of
labor vconcermng facts ahout the rbusiness. put’ prefséure on

;corpom.te officlals and thelr acoountants fodevise: a nel
) form of proflt and loss statement and a substitute for,the' ‘

balance eheet form of statement of fmanc;al condit:.on.

The "'ingle Step” form .of profit and-loss -statement was che
'fn‘st to come to our attentlon and. to be glven sermus i

conszderatlon. e ,

—J ‘_‘ : -

= ‘oy several promment and 1a,rge oozpqratmns as full ccmpllance

- ~mn§ .

' with Begulatmn S-X ole 3-01 relating to i‘orm, order, and“
logy hemg cited in Justificatlon for the departure




: A.rticle 5'of the ,regu;ation.f
-. accmmtahté~appeare¢'iﬁ';‘fsimauytbgfo;e~the Commi&sion to
urge-that Regulation S-X'be siended so'as to permit wide
freedom i the form and order ‘of ths profit and 1oss state-
ment . Ai‘terr study of -the’ﬁet'ﬁer‘the Gonmissi.onz"eajched the
conclusion with- respect to this proposal that its rules as

‘to form and orde¥ of statement should not be cha.nged ’

: Three reasons were ;ngen.'f »Fi-rst 1t was felt thatxé?-

r_;ew form and ord.er._ Second it ‘was belleved that the new
ideas had not yet gained sufficient recognltmn in aetual'
practice to warrant adoption by the Commission in the face
of its own:doubts, And, third, the opinion was held that
tlie:ipifeper,place for experimentation -of this kmdwas ot
in'reports required to be filed with the Cemissisioel.' "'-‘but’ “
rather in the annual reports furnished by companles to their
stockholders. .

The Commission. emphasized that it did not wish to be
| rega,rded as’ opposing constructive changes, as such; that it
~Was receptive to’ proposals of ‘this Character, and that if
and ﬁhen the proposed form of profit and loss statement =
became” generally accepted 1ts decision would be feconsidered,
© The staff has ‘applied thesé principles to the cirrént

proposals as t0-changes in the form of the balance ‘shéet,

., ~ -
RS 24 e LT SR
g T ey

f A"grcup of leading 1hd.ependent
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It was agreed. however, as in the case of the profit and

loss statemenn tha’c no ob,jectlon would, be made to the filing

" . .with the Commission of finencial statements prepared in .a

form other than that requlred by Regulatlon s-X, pro ded
that such Statements were not mlsleadmg and were furmshed
as supplementary data and not- in 1}eu of the -pxjeserl‘bed -
statements. i _ " . “ 4

In a frequently seen form the "éingie ‘s'tep’,'. etatement

appears in the following style:

Statement ef Inceme

For the Year Ended December 31, 194

Revenues: ’ .
Sales less discounts, allowances, etc. o $xxx, xxx
" Other Revemues S XXX

Total St T §EXX, XXX
Costs and Expenses: - SR : ,
Employment costs:.

Wages .and salaries ) $ x,xxx
Social Security taxes ’ XXX
Pensions and Group Insurance L o XXX
Total - - R $ xx,xxx

. ..Materials and services purchased = « XXX, XXX
Provision for depreciation - : : ‘ X, XXX
Iosses on assets retired : R # 65 S
Interest and expense on long term debt . XXX

- Other charges S . ~..XX
-State, local and mlscellaneous taxes o XX
Provision for Federal income texes X, XXX
Total ' ‘ _ ~ o Sxxx, xxx

Income for the Year . SR 1§ Xx,Xxx
"Cash Dividends o KX XX

. .Income Retained in the Busmess B L 8 XX XXX

-A variation of. the above as presented by an artlculate

: exponent of the present trend takes the followmg form' =

—
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Results of -Operations and Summary of Profit

Employed in the Business - Calendar Year 19--

Sales

Costs:
Inventories brought forward from
previous year $ xx,xxx

Add: Costs incurred during year:
Materials, supplies, services
purchased, etc. - $ xx,xxx
Wages, salaries, company con-
tributions for group insurance,
retirement plan, unemployment
insurance and old-age benefits xx,xxx

Portion of sost of buildings,
machinery and equipment
allocated to operations
(depreciation) X, XXX

Interest (net) (xxx)

Federal income tax after deducting
$--- computed under "carry-back"
provisions of Internal Revenue
Code e X, XXX XX, XXX

$xxx, xx

Total $xxx, xxx .

Deduct: Inventories carried forward
to next year . - . . XX XXX

Costs allocated to year.
Profit for year

Add:  Profit employed in the business
at beginning of year

Deduct: Dividends of &$-- per share
paid in cash during year

Profit employed in the business at end of- year

m,m

.$ X, XXX

) .th,xxx
$ xx,Xxx
XXX
$ XX, XXX

The criticism of a New York security analyst published

in the Journal of Accountancy for November, 1947, applies to

‘both of these forms.» He said:



- MAt least 'fhe main items of cost, Weges, materials,
sélling,- i;@g,stribu’cion; and administrative expenses, |
-might well -be listed _sepa,ratel:} in"_cq@o:_mte' a.nm:al‘ |

- reports. This enables important opereting and -
-expense rat«ioé_\to be calculated, year<ipeyear trends

-1 noked, -and.comparisons to be méde .with gdmilar ratios
of otl;ei‘ mames in the same line. ‘Such. comparisons
greatly-aid indistinguishing the most efficient from
the ~lea§t gffj.qient and high-cost : enterprises,‘ Of late

e 'therg has beeg. a deplargbletendeney on:the part of some

- major corperations to.lﬁmpjogether tcost of goods sold!
-and-'operating expenses! and to-omit ggt?.rely the 'gross
. profit fro@npgrations, ' - One or two steel;jcoiﬁpanie,s in

) th_e,‘pést yeér,:L.dr.ttwo;}l;hgt;..plfeviously.rprovi,ded a fair

- amount of -detail sin:}this respect, have recently -lapsed.

The.analyst is not enthusiastic about.-such tendencies.™

+=i. Having in/mind the source-of this comment and the fact ‘

that in the-Commission's administration of the Securities
© .. Acts we are reQuired to insist upon fixiancial. statements
;. which will be most useful. t‘d‘investors‘,..l think it is clear

- that the.».fbfms presented above are unsatisfactory j.n'_ several

. respects,  Both. Statements.fail to differentiate between

.- =i - oo TEGUITingsand nonrecurring income -(assuming the latter was
e .-.-~present) and between investment and operating income,. In

' «the ;§econd-,<exanp1ei interest expense is netted against interest -




o

- should be- applled

‘crease o1 decrease 1n-inventories has; 'been handled and both ."e{, 2

-are 6bsbure- as 't6- the “::f,ems whzch eonstitute the cest: of

inventories and cost ef goods /sold ‘Ihere isa poss:.ble

~inference; pa.rt::.culariy #n the second example. that all
“items’ 1isted a8 costs’ ineurred hny enter into the cost of

~ inveﬁtories. Thig ls not a tbo farfetched assmption for 7
- examples: haVe come xo our at;tention m ‘which sellmg. general

S and amninistrative expenses have been mcluded in inventories
‘and cost of goods sold The practice seems to be B earry—

- over: from war contre.ct accountlng'pra.ct:.ce wherem all

\\\\

' f ‘recoverable ‘costs under the oonﬁrax:t were charged there-
. thlnk this -practice is'mo longer appropriate a.nd the princzple

Wi‘f.h the reconvefsmn to peacetime 0perations we

of excluding from inwentories s811ing:" general and admimstra-

" tive expe’ns'esmot ap‘phcable to pﬁductmn"as-laid?dbwn in ~t;he

Accountmg Research Bulletin TNo. ‘29 61t “Inventoﬁ;?ricingj*,

BN o > 2

- netes @’ cas”h Basis ot accountmg which,surely fs 1ot



. hax'i’kbe:en used for 2 number of years. pnor to the Fer in

, speclal reports ,prepared for employees or as a baszs for

"pie" charts or other pictorial forms of pmsentation in

Wthe pres1d.ent*s letter. I thlnk this use is aappronriate as
a- supplement not as a subst1tute~ but befare even subscrlbmg
to such 1im1ted ‘use it should be made certaim that the mter—
pretative valua aﬁ‘ the conventional style of proﬁt and 1oss
Vi,statement 1s not in the process of bemg su'bordlnated to, the

antlelpated propaganda value of the new, style. Yor am I

ready to concede that inforned atockmld'érs and financial

- anelysts should be conﬁned to a form of reportlng des:.gned

to. meet the needs of those unfamllar mth the terme and

----- »ln'
v A Jie AT Y - -‘; -

pr%nelples of corporation fmance a.nd aceountmg. Insteaid.

”‘“,' Y 3

ts LRI -

I_,_th:.nk ve, should encourage more 1nvestors to 1earn these

. - - ) . o o i :
s L _. R AR T e bl :l

In concludmg thls consideratlon of the proflt and loss

T
w’«ff; . -;':5-}#‘ A AR o ; x

S s

‘ statement it may bementioned that under the Securitles Act
pur reg;stratlon forms for mlnmg oompa.nies in the. develop-'
_ mental a.nd e:q;lora.tory stage a.nd 1ndustr1a1 companies m the
prqmqtlonal stage req\nre the submssion of statements of
ca.sh reeeipts and. dlsbursements mstead of - proflt and lose
statements as. in most such cases the latter would be much
| 1ess 1nfoma.tive ‘than the former. We elso have under

cons@deration the extensz.on of thls 1dea to a.nnual reports




" Experimentation with'new forms of statements of financial

H

condition as substitutes for thebalence ‘gheet 1snot ‘new,
for companies in rthe"déeéidpmentai’ stage. The forms just
referred to provide for separate statements of assets a.nd.
capitalized expenses, liabilities, and capital shares. The
resmfﬂing of the balance Zsﬁeet for large and well estab-’
. lished corporations, ﬁbtveve‘r, 'seeﬁxs to be a more 'recerit‘ "
dev‘elopinent *he questlon as to’ the acceptability of these
new forms, generally referred. to as narratlve statements,
as comphance with. the 'ba.lance sheet requirements of |
Regulatlon S-X; ‘has arisen sincé the close of the recent
hostilitie‘s.‘ As I“havei {fdicated above; in ‘some cases we' ’
“have not objetted to the Filing of the new form as-additional
ihformaticnw‘buif at the same tims we Kave requir'ea a =stateihen€ :
in the customary balanced form. In others we have €It that -
the new style feiﬁ was iﬂapﬁrbprfate ‘and could not be atcepted
‘because of its misleading characteristics. - | . |
* " Gerierally speahng We have the feeling that the rarrative
form violates the principle that spedifié likbilities, or -
classes ‘of liaﬁiliti'es', ‘as‘a rule are not ‘6lasihls'against‘
Spec1fic assets’ or classes of assets. ‘The' pro"nlem 48" not
partlcularly serlous in a company whlch 1s not - only ﬁnanclallly
sound but in which all 1iab111t1es are current and are exceeded
substantlally by the current assets. “We- have moTe dszlculty

as the margm grows narrow and questJ.on entlrely the proprletyt
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of the narratlve style when long term debt. ig present
Occas:.onally a form of debt crops up that ig d,;fflcult to |
class:l.fy even gn a balanced form of statement, In such
cases the narrative form may give a defmlt.ely mlsleauwg
result.

' The narratlve style generally takes the following form:

Staizement of Financial Position
= December 31, 19-- =

Current assets (itemized) - o $xxot, XXX
Deduct: OCurrent liabilities (1temzed) XXX, XXX
Nct current assets (working capital) - - $xxx, xox
Prepaid expenses (cost allocable to future
operations) - X, XXX
Property, pla.nt and equlpment less reserves XXX, X¥X
Intangible assets - X, XXX
) $xxx , Xxx
" Less: - Long term debt AL . XXX, XXX
Net assets ) ‘ $XXX, XXX
Derived from: ' ; <o
. Capital stock, cormnon-stated capital S, XXX
 Profit employed in‘the business - XXX, XXX
_ . $AXX , XXX

Appropriate supporting schedules provide additional
deta’;ll,;_v_ a:'gm_a; qne‘.:being a statement analyzing the change .
in net current assets or working capital.

A variation of this form that has come to my attention
.concludes the first section with the caption ! "Invested
Capital (net assets less current liabilities)." This is .

supported. by the fo_li_owing analysis:




R

Sources of Invested Capital -* -

Tong-term-debt T et w0 OV SRR XXX
Reserves _ v xx,m
Capital stock: '~ - ' IR
Preferred XXX, XXX
Common ' : c : : s XXX XXX
Capital paid-in in excess of par value of ‘
capital stock XXX , XXX
. Income retained in the business (earned surplus) XXX , XXX
Total Invested Capital $xxx,xxx

Observe that this version includes’long-term debt in the
sourceés of invested ‘capital and thereby avoids the questionable
practice of deductiﬁg this iiabnjity at any point in the
narrative of asseté. Another interesting feature of this
exa.u;;%le is the inclusion of reserves in the sources of in-
vsstg_ed capital. The supporting reserves schedule shows four
itemst " “Current operating," "Insurance, " "cohtingencies,!!
':and "other " The 1nc1us1on of all of these items under ‘the
: sources of invested capltal seems to demonstrate that all
are considered to be surplus reserves. This is a step that
" might well be taken in dealing with such reserves in the
conventional halance sheet form. - The,publication of a-
“statement of changes in working capital is also a very
desirable feature that should not be restricted to use with
the narrative form of statement. - In fact. the changes in -
working capital seem to me to demonstrate the weakness of .
the new form as they necessarily set forth that in addition

to net income as reported the sources of working capital are



.. Teflected 'm—a;u aress of the balance shagt - conversion of

plant assets tg;;rough deprecz.atlon or salg% cusposal of
investments. m term loa.ns and 1ssues oﬁ bonds a.nd stocks.
Conversely n@gtions of. worldng ca,pital may come from losses
in operaticns. exprendatures for piam: or u.;vestments. repa,y-
men’t of’ lcans *?etarement gf bends and caa}a'«al stock and the | .
R payment of- ddw@d:snds. . This. ilow of i‘unsls V&tqm the } busmess
B T 'believe »cagJSe zisuaehzed mone clea;:ly apd. mth less danger
of: msmterpretatmn ’qy means,of the,‘qalance sheet form than
tia:ti bé: :dzoﬁe i«n Ehe narratme ,s}atpmept. ,\lt sgems to me. '
iz 'theref‘ore ;othatb the~aar:gative form_js. ;,;;agprogr;ate except
R in the smplest szisnations.~ Peod

S P U L O
BLISETNW MY e B A

RIS *1 Forwand. m-ﬁere as: I have ind;cated do. need contmuous
‘ﬁny g ordersto. maka e, best, pogsible presentation of

I

e ~f‘1“nandia:1 dd'ta. i & mora vser,tous problem, I thmk, is presented

0 rhety we considdrsthe 'confusion that seems to prevail in the
: 'xay mfi;d .when;fazéed with qur. ageemnting terminology, .. Amportant

t

suggestiens 'have been made: for..the. replacement of our, most

B msconstrued terms by 1a.nguage belxeved to- be generally

hmé:e’i'staﬁdable" 'W thOSeu notr veysed in the . Jarepn of financial

and acdbuntmg ojrckes'.ﬂ Scimj,natmg.,s;amastz% ngp}-
e serious Survgys of the proh}.qg;may help to awgkez; an mterest}
in ths matter but 1t sesms uxzhke],y tha.t tl;‘r? publlc nelations

* men wha write the reports ang, thexq;elves &s mislnft?med as



statements of fmancial condition I heve given conta.in two
suggest:.ons - "Proﬁt employed ::n the business" and "Income
"retained in- the business;" Other vanations are "Net earmngs -
iretained for use in the business;" “Accmmlated ea.mmgs s in
“use in business." "Reinvastment of profits," a.nd mmgs
employed in the business." We have been asked whether these
\e:qwressions are aCCeptable substitutes fer "earned surpluS.
Sub,]ect to possible complications in mdiv:.dual cases, these
phrases are not only accepta‘ole but a desuable step in’

, mprov:mg investor understanding of the statements in’ which

i N

.. they are used..
| Complications for which a ,solution mist. e sought o
. individ.ual cases arise when earm.ngs have been capitalized
by the payment of stock d.ivid,ends or by a.n mcrease in»t‘he

. stated value of vanous c1a83es of outst ng’“capital shares.

fConsideration must also be given to the proper presentation :




; : shovgn otherwise tha.n as a:pa.rt of the recaptloned eamed
surplus. s ; )
: Assuming that ‘no earnings have been- c@1ta11zed by a
;j restatement ef capltal a recent report of one of our la.rgest
o corporatxons offers a solution to the display of appropnatlons

from earnmgs as fOllOWS‘

Earnlngs employed in the bllSlneSS‘
‘ Appropriated for:

Inventory. price de.cllne ' . $ xxx
;Contlngencies o o XXX
.. Workmen's compensation insurance - XXX
' Payment of interest and sinking .
. fund on debentures - S XXX
~ Cost of retlrement of preferred -
- stock - . o - XXX
Unapproprlated ' : XX, XXX

A vanatlon of this presentatlon could be made to handle

the stock dividend complication, perhaps 1n this manner'

Accumulated earnmgs - in use
. in the bustness ©$xxx, XXX

Less' “Added to capital stock -~ o :
¢ - through stock dividends -+’ _XX, XXX’

o . Balance not’ capitahzed & mf,m |
Appropriated for: S : RS
~“Inventory price decline - o g xxzxx

Replacement of plant at - S
“higher prices = ‘ - Co X, XXX
Contingencies - R ‘ - XX, XXX
< Self insurance o S XX, XXX
Unappropnated e T ‘ m X0

Thls form of reportmg properly cla331ﬁes that 1ncompre-

hens 1e g:rom) of reserves commonly shown betweexi "11ab111t1es"

x a.nd ﬂcapl t al and surplu'S" oo‘ncemmg whlch it is 1eft to the




LR : s T UhER ’%;_:‘ 15
Conslderable criticism hagbeen directed to the-all

too common practice of heedlng:‘the r1ght “hand side of the

balance sheet with the one Word "habllitles." This 1s a

K»~

evalid criticlsm. ‘ The Regc}lat:.on S—X solution is to reqmre
the caption "L:Labilitzes, Oaputal Shares and Surplus.

This 1s more descrlptive tha.n the smgle word but smce it
1nc1u.d.es the sometimes msconstrued wor‘d "Surplus," could.

be re’vxsed to advantagm II!he term?"ne,’ worth“ whzch st111

appears in some of the texts '»e\ren recently rensed ongs —-_

BT RR TR A\

and rarely in published. reports, is open to cnticlsm ‘
because of the oossibly misleading inference that the balance

_ sheet revea.ls the present value of the busmess 111 the f:.gures o
. as stated, Such an inference generally would be demed by

’ oo s

) a.ccountants but laymen are hard to convmce.

Liwe

It seems unnecessary to catalog, other techmcal terms g
in common use. -1n our profession and atfbempt to offer =
layxnen's synonyms for all of them at thls t:;mes Cerﬁaa.nly

., this is a fleld. tlrat should recelve prompt a.nd careful

‘.-'.. g’L -1

:consaderatlon. for I ’beheve it rather than ’che ,meohamcal
: ioms or order of presentatlon, 1s the pnncipal root of 7
our trou‘ole. R TR oL |

I; referred prevlously to. Accomtmg Researcﬁ ’.Bulletln
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“"in December 1947,  In an article entltled "The I‘ncreasing

......

‘ Slgnif:.ca.ncé éf the Income Statement " appeanng in the

Jan‘ary 1048 Journal of Accountanc;g, the Instq.tute's

'"'pres:Ldent e, George D. Balley, s;;ated that this bulletin
"deflnltely reJ ects the all-lnclusive [_ncomg statement
| ’wherein all 'items that have passed ‘through'th'e ‘b‘odks‘during

the year have to be treated in arnving at net mcome for

'the year, a.nd accepts instead thc principle that the net
income shown mst be as: slgmflca.nt as possible of ‘the
. operat:.ons “of the busmess for the year." If this’ bulietin

"4 1s-'accepted generally by the account'ing professidﬁ' it will

indeed be'a definite change in trend for it f/as ‘been our
1

 impression, -te‘séd"’upon' studies we have made, that during
"the ‘past séver;%i‘yea.rs?fhe practice of making direct charges
“‘and éredifs to sirplus. éther than to reflect the transfer

of net income and the distribution of divideﬁ&s'; has béen on

" the wane; in other words, nrior to the issuance of Bulletin 32
~ there had beene definite trend toward the "all-inclusive"

‘ 'mcome statement. As stated in my letter of December‘ll

1947 to the Inst1tute's Director of Research which was pre-

- v:.ously referred to, this feature of the bulletin was one

of the principal reasons for our objection to it.

| y See "An Analys:.s of Charges and Credits to ‘Earned Surplus, S
1939-1944 " The New York Certified Public Accountent, September 1946.




so. far as- We-’ha';'v'e

pop

atie- fo state. thaty,

:fmm our, readmg of such publ;shed

‘fbr 1947 ae We .haVe 'been able to obtain, we gave

noticed little, if any, chenge in. practlce with. resPect to

the treatment_ of "extraordinary“ items such‘ as those referred

to in Bul tin 32.

In conclusion I should hke to make it clear that we

are heartxly in accord With any changes in pr1nc1p1e or.

practice which will improve tbe quahtv of fina.nc;al
statements to the end that there can be no reasonable .
_doubt as to their purport.. However, the determlnat:.on to

| a_d_.ept a.ny material changes in Phe:-ior@,%n.d content of [ -
p\:;blished repoitts, perticul.arly~ if such -changes»' involve.
bas:Lc accounting principles, should be arrvred at only after

exhaustwe considerat:.on whlch mll leave no- argumentatlve

. pomt unsettled. C _— Cn
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