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THE CORPORATE CONTROLLER'S RELATION
TO THE SECURITIES AND EXCHANGE COMMISSION

The Securities and Exchange Commission, as you may know, is charged
with the administration of several statutes, principal among which are the
Securities Act of 1933, the Securities Exchange Act of 1934, the Public
Utility Holding Compiny Act of 1935 and the Investment Company Act of 1940,
Each of these statutes requires that certain financial statements be filed
with the Commission. Thus accounting and accountants play an extremely
important role in the work of the Commission,

The Congress did not, so far as I am aware, in any of these statutes
lay down specific principles or standards to be followed in the preparation
of financial statements filed pursuant thereto. However, it did not leave
the way opgn for those responsible for the preparation of such statements
to rely solely upon their own judgment as to the manner in which they should
be presented; for in addition to requiring the Commission to obtain balance
sheets, income statements and other data in certain circumstances, in most
instances the nature and details of the items comprising these statements
are specified by statute,

Furthermore, the Securities Act provides that the required financial
statements shall be certified by "an independent public or certified account-
ant" and the other three statutes provide that the Commission may require
that such statements be accompanied by a certificate of “independent public
accountants.® The Commission's rules require that statements filed pursuant
to the Securities Exchange Act and the Investment Company Act be so certified,

In addition to the foregoing statutory restrictions upon the indis-
criminate use of accounting concepts in financial statements made public
through filings with the Commission, each of the statutes charges the Com-
mission with making certain that such statements contain all information
necessary or appropriate in the public interest or for the protection of
investors; and in order that the Commission may be in a position to carry
out this mandate both the Securities Act and the Securities Exchange Act
authorize the Commission, among other things, to Yprescribe the form or
‘forms in which required information shall be set forth, the items or
details to bé shown in the balance sheet and earning statement, and the
methods to be followed in the preparation of accounts, in the appraisal
or valuation of assets and liabilities, in the determination of deprecia-~
tion and depletion, in the differentiation of recurring and nonrecurring
income, in the differentiation of investment and operating income, and in
the preparation, where the Commission deems it necessary or desirable, of
consolidated balance sheets or income accounts of any person directly or
indirectly controlling or controlled by the issuer, or any person under
direct or indirect common control with the issuer . . . 1/

Tt will be seen from the foregoing that the Commission definitely
is empowered to establish principles and standards to be followed in the
preparation and presentation of financial statements filed with it.

1/ Securities Act, Section 19(a); Securities Exchange Act, Section 13(c).
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(some who were C.P.A.'s and some who were not) and teachers, the American
Accounting Association,.the American Institute of Accountants and the
Controllers Institute. Many of the recommendations of these persons or
groups are reflected in the releases as finally adopted. In.addition a
number of proposed releases were never issued because .pf meritorious
objections received from those asked to comment upen them.

Regulation S-X was issued only after similar review, numerous
conferences (which included the Controllers Institute's Committee on
Cooperation with the S.E.C.) and many drafts. Our requests for comment
upon this regulation were addressed to more than 100 individuals, exclu-
sive of those reached through professional organizations.

It will be noted that this procedure whereby -the interested public
has always been invited -- indeed expected -- to participate through
letters or by conference, in the promulgation of rules and regulations
affecting the presentation of financial statements, is now required by
the Administrative Procedurc Act which was enacted in 1946.

When the present proposal to amend Regulation S-X was made in
September 1949, copies of the preliminary draft were sent to 325 persons
and an additional 75 or more were sent to persons who requested copies,
mostly as a result of an item in the October 1949 JOURNAL OF ACCOUNTANCY
which invited rcaders to obtain and comment upon the preliminary draft..
Also several accounting {irms and professional groups requested additional
copies; so that, in all, approximately 600 copies were sent out. Approxi-
mately 175 persons, including 46 controllers or principal accounting
officers. of corporations, submitted corm:mits,

Because of the large number of comments and recommendations
roceived -- including criticisms both constructive and otherwise -~ the
task of revising the proposed amendment has not been easy. It is expected,
however, that a new draft will be rsady by July 1lst of this year which
will go through the same review procedure as the preliminary draft. The
Administrative Procedure Act previously referred to requires that such
draft be published in the Federal Register at least thirty days before
it may become effective "to afford interested persons an opportunity to
participate in the rule making through submission of written data, views,
or arguments , . %3 and you may be assured that all interested persons
will be permitted all the time necessary %o present their views before
the regulation is finally amcnded.

On May 15, 1939, Commissioner Hobert E. Healy, of the S.E.C.,
stated in an address 1.-“ore the Mid-Western Conference of thc Controllers
Institute:s

fThat we nead, it scems to me, is a return-to the
recognition that the primary responsibility for proper
accounting rests on the corporats management in the person
of the controller. Whether the books are audited or not,
the stockholder has a right to lool to the corporation's
own accounting system for an adequate, intelligible and.
honest reporting of its affairs. Unless in its daily
bookkaeping the corporation recognizes a responsibility
to sbockholders ana investors, the most conscientious
audits losz much of their meaning."
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Inasmuch as ti. »rimary responsibility for proper accounting does
rest on corporate management and, more specifically, on the controller,
it follows that the controller must have complete knowledge, and be expert
in the application, of the principles underlying the recording and reporting
of financial transactions.

Furthermore the controller's responsibility with respect to the
propriety of financial statements becomes very definile and personal when
applied to statements filed with the S,E.C.; for under the Securities Act
of 1933 2/ a registration statement is required to be signed by its
officers including the "comptroller or principal accounting officer" and
each signer thereof may be sued by any person acquiring securities covered
by the registration statement "in case any part of the registration state-
ment « « . contained an untrue statemsnt of a material fact or omitted to
state a material fact required to be stated therein or necessary to make
the statements therein not misleading . . .U 3/

Under the Securities Exchange Act of 1934 4/ any one who furnishss
data to be included in a statement filed with the Commission "which was
at the time and in the light of the circumstances under which it was made
false or misleading with respect to any material fact, shall be liable to
any person (not knowing that such statement was false and misleading) who,
in reliance upon such statement, shall have purchased or sold a security
at a price which was atfected by such statement, for damages causczd by
such reliance, unless the person sued shall prove that he acted in good
faith and had no knowledge that such statement was false and misleading."

Both the 1933 5/ and 1934 6/ Acts impose criminal responsibilities
upon any person who willfully commits violations of the type just mentioned.

In the Januar- 1950 issue of THE CONTROLLER thecre appearecd a very
interesting and informative article by Mayo 4. Shattuck entitled "Legal
Lspects of the Controller's Position," whercin the writer suggested that
the S.E.C, is quite content to have, by reason of thc statutory responsi-
bilities placed upon the corporate controller, "somc precise and easily
definable individual" on whom it "can put the finger" if thc Commission
"is on the spot" because of "any accident or miscarriage in its territory."
Mr. Shattuck urged that controllers should '"resist collateral and artifi-
cial pressures to take the wrong road. The attempted utilization by the
Securities and Exchange Commission of the controller as a supplement to
that branch of government is the sort of collateral and artificial pressure
which I have in mind."

Although the placing of the heavy responsibilities to which T have
Just referred upon corporate controlicrs was done by the Congress and not
by the S.E.C., there can be no doubt thal we are content with the arrange-
ment but not because of any desire to havc someone to "put the finger on'
or to "make the goat." <We look upon the controller, or the officer who

2/ Section &(a)

3/ Section 11(a)(1)
4/ Section 18(a)

5/ Section 24

&/ Section 32(a)



-6 -

acts in that. capacity, as the. ene member of carporate management who,
abave -all others, is completely famlliar with the financial statements;
who knows not only'what ‘the . statemento contain -but also why they contain
what they do. That is why w¢ dre interested in being assured that when
financisl statements are presented to us the controller has had a hand,
either directly or 1nd1rectly, in their preparation. \ :

And T think it has been demonstrated quite clearly that we have
not '"had our money on the wrong horse."  In the period of more than
fifteen years that the Commission has been in existence thousands upon
thousands: of reports containing financial statements have been filed.
During the fiscal year ended June 30, 1949, for example, more than 400
such reports were filed pursuant to the 1933 Act and more than 2000 under
the 1934 Act. 7Yet during 2ll these years only one controller, to my
knowledge, has suffered the penalties prescribed by the statutes.. This
occurred in 1940 in the McKesson.& Robbins, Inc. case. :

- While the controller first establishes a direct relationship with
the Commission when he signs a registration statement or furnishes data
included in other reports filed with the Commission, he should be interested
in the Commission -= or a%t least in our activities pertaining to accounting
from the making of the very first entry for which he is rcspon81blc in his
company's .accounts; for hc will, or should, want to know what our require-
ments are with respect to the reporting of the transactions recorded under
his jurisdiction -and if, in his.opinion, these requircments are unrealistic’
“or improper, he should make an effort tc have them reconsidered.

As new or novel situations arise or conditions change, the controller
should be among the first to recognize the necessity or desirability of
adopting accounting procedures to keep step with such changes; and he should
take an active part in the development of new, or the reconsideration of
old, principles in order that this purpose may bs accompllshcd

This you have done and are contimuing to do either through actions
taken by individuals with respsct to the accounts of their respective com-
panies or-in articles publishcd in THE CONTROLLER, or by concerted action
through the Controllers Institute in the form of re >commendations in connec-
tion with,. or cr1t1c1am of, proposals .of other groups or Federal or State
bodies . 1nvolv1ng new or changed COHCbptu of accountlng. ' :

However, I LG?l that as a body you have not been as forceful in
making vour views known as your position in the accounthg profession
warrants. This is especially true, I think, with respect to the davelop-:
ment of uniform principles of accounting. In Commissioner Healy's 1939
address previcusly referred to he made the following statcmenté

- "The -business of keeping track of a corporatlon s
financi#l lifc and financial health, howsver, requires a
good deal more than the establisPhent of adequate mechanics
for récording «vants.,  If the data accumulated is to. be.
useful it must serve to convey information to those who
study it. In this sense it is a languagc. And unless,
like a languags, it employs uniform definitions and is
based on uniform pr+ n01plcs it has not attained the greatest
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possible value; either to the management, -or to those on
the outside who seek to compare the results of different
_years or the results of different companies.,

"To me one of the most surprising facts about present
day accounting is its lack of a reasonably well formulated
body of basic principles, or axioms, or hypotheses. The
answer that I have been given over and over again upon
questioning public and private accountants on this point
is that such a body of principles is implicit in accounting -
and, that many principles are so well accepted that expression
and adoption of them in written form is not necessary. I
do not believe that this is the fact. Instead, when I press
the point I find considerable disagreement as to what is an
elementary principle., And there is very little agreement
as to what is the proper principle to be applied in situations
‘which are admittedly elementary.t

Although the Commissionerts remarks were made almost exactly
eleven years ago, we still lack a substantial body of basic accounting
principles which have become generally accepted.

What can be done to correct this unde51rable 'situation? I should
like to make some suggestions.

To begin with, I do not think that the Controllers Institute and
the Commission's staff see enough of each other, TYour Committec.on
Cooperation with the S.E.C. dates back to the very beginning of the
Commission and in the early days took a very active part in the formulation
of the Commission's forms, rules and regulations. Subsequent to 1943 and
especially since 1946, although the Committee has made helpful suggestions
with respect to 'new, or changes in old, forms, etc., there have been few
if any conferences between the Committee and the Commission's staff
notwithstanding that we have had to give consideration to such problems
as the propriety of charging to current income amounts in excess of
depreciation based on cost of plant facilities provided and their replace-
ment at higher prices; presentation in financial statements of appropria-
tions for future inventory losses and contingencies; the accounting for
pensions; the accounting for compensation of officers and employees in
the form of stock options; the treatment of transactions under "buy-
build-sell-lease! arrangements; and adjustments resulting from the
devaluation of foreign currencics. Iany of these problems could have
and, I think, should have been the basis for discussions with the
Institute's Committee. I should like to suggest that the Committee or
its representatives meet with the staff of the Commission occasionally
for ‘the purpose of exchanging views on current matters of mutual interest.

Furthermore, we do not have enough direct contact:with controllers
individually., Rarely does a controller or principal financial officer
confer with the staff concgrning problems -involved in statements filed
or to be filed with the Commission by his company, Even when conferences
are had by the company with the Commission's staff, it is by no means the
rule that the controller or his representative is present; in such confer-
ences, even though they may involve only accouriting problems, it is not
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unusual for the company to be represented by a non-accounting officer, an
attorney, and, sometimes, by a representative of the company's independent
accountant. Much time and expense would be saved and many misunderstandings
could be avoided if the controller or his representative and a representa-
tive of the certifying public accountant attended all such conferences.

And, finally, it would be extremely helpful, .I think, if your
Committee on Cooperation with the S.E.C. .and the similar cormittee of the
American Institute of Actountants, or-representatives of these committees,
could, from time to time, meet informally with representatives of the
Commission's staff and discuss "with our hair down!" our mutual accounting
and reporting problems. Certainly, had such a meeting been held back in
the early part of 1947 before the problem of depreciation on cost versus
replacement became acute, many of the headaches suffered by all of us
could have been avoided and the investing public would have been spared
the confusion which resulted from the issuance of annual reports to
stockholders in which <..¢ financial statements, and especially the profit
and loss statements, differed materially in many instances from those
subsequently made public through reports filed with the Commission. At
present there are several important accounting matters, e.g., our proposed
amendment to Regulation S-X, which could be the subject of discussion at
such a conference.

Since Regulation S-X is highly important to all persons who have
any part in the preparation of financial statements filed with the Commis-
sion, it seems appropriate to indicate generally what we have attempted
to accomplish in revising it and to mention briefly the points in the
preliminary draft which have elicited the most comment,

It has often been suggested that our rules and regulations per-
taining to financial statements are not to be found in one place; that
it is necessary to read the Commission's published opinions, the Accounting
Series Releases and even speeches of the Commissioners and the staff to
determine what administrative policics may have bgsen adopted which are
not contained in specific rules and regulations. "e have sought to comply
with these suggestions by including in the preliminary draft all pertinent
data contained in the Accounting Series Releases, such accounting princi-
ples as we feel have received general acceptance and requirements with
respect to certain matters which have bLeen followed as administrative
policy but which may have been expressed only in deficiency memcranda
pertaining to individual cases or in the Commission's annual report..

For example, the policy expressed in Accounting Series Relcasec
No. 4, previously referrecd to, is included, as are the matters referred
to in Release No. 10 (treatment of unamortized discount and expense
applicable toc bonds refunded) and Relecase No. 25 (quasi-reorganization
procedure). Among s v~~al principles which we think have bacome generally
accepted and which therufore have been included in the draft are:

(1) Proposed Rule 3-12. Valuation of Assets.
"Except as .othorwise specifically provided,
accounting for all assets shall be based.on
cost. However, due consideration shall be
given to evidence of probable loss and, where
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such evidence indicates an apparently permanent
decline, recognition thereof shall be made by means
of an appropriate write-down or by the establish-
ment of an appropriate reserve; and

(2) Proposed Rule 3-21. Stock Dividends.
"Earned Surplus shall be charged with an amount
reasonably representative of the fair value of
capital shares issued as a stock dividend. The
basis used in determining the amount so charged
shall be stated in the balance sheet or in a
footnote thereto.!

A Commission policy not previously announced in any rule is that
concerning the accounting for pension and retirement plans which was
dealt with in Proposed Rule 3-24(¢) as follows:

"The terms and conditions of any employece
pension or retirement plan shall be stated.
Provision for the estimated unpaid cost of
the benefits accruing to employees eligible
under the plan shall be made in the balance
sheet, and the basis for determining the
amount therefor shall be stated."

Although several of the amendments were commented upon unfavorably
the latter one pertai..: g to pensions was the one most criticized or
Questioned. Perhaps the proroscd rule needs clarification., It was
intended to reflect our policy thai when a pension plan has been adopted,
if it is not then funded, a reserve or liability covering the estimated
cost thereof, determined upon anactuarial or other appropriate basis,
should be established by systematic charges to income so that there will
be provided the amount necessary to meet each employee's pension claims
on his retirement,

It is, in any event, our policy to require the inclusion, in
balance shects filed with us, of the reserve or liability so determined
with respect to employecs who (1) have retired, and (2) have an irrevocable
right to pensions and are eligible to retire, but have not rctired.

As to those plans which legally may be discontinued at will by the
registrant, although we fecl, and I think it is generally recognized, that
once a plan has been entered into, in the absence of serious economic
reverses or other unusual situations it will have to be continued, it has
not been our practice to require that the liability or reserve therefor
be shown in thce balance sheet. Instead we have required that the amount
that otherwise would have been included in the balance sheet as a liability
or reserve be disclosed in a footnote to the balance sheet together with
the amount estimated to be the annual cost of the plan and az brief state-
ment concerning the details of the plan.
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Other comments were directed at the proposals with respect to
accounting for or disclosing differences between estimated replacement
cost and book cost of "Lifo" inventories, foreign exchange losses or gains,

and status of income tax returns.

I hope that when the next draft is distributed for comment each and
every one of you will let me know, either directly or through the Institute
Committee, just what you think of it.

In closing I should like tc make it clear that the Commission's
staff is at all times available for the discussion of accounting problems
whether they pertain to statements filed or to be filed or to matters of
general interest. It is only through a frank exchange of views and ideas
that we can ever hope to attain a reasonable degree of uniformity in
financial statements -~ statements without which our economic system

would be in chaos,



