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:moTNOTESro FINANCIALSTA~

Not since 1917 have I had the pleasure of being in Richmond. At

that time. as a junior accountant industriously enpged in checldng

footings and postings, I could have or at least would have answered.any

accounting problem. ~t was 30 years ago. NowI hesitate to attempt

to answer any accounting problem but I do have sO!8eopinions which I

shall venture to express. Youwill understand. I know, that these

opinions are strictly my ownand are not to be coMidered those of the

Commi sston,

The subject upon which I have been asked to talk is FOOTNOTES TO
. . . .

FINANCIAtSTATEMENTS.I wonder if any of us has ever thought of the

part that footnotes play in our daily activities. Your railrpad time-

table ,~~ numerous hieroglyphics referring to footnotes (us~ly in
~_.J...

such fine print that they are scarcely readable) which state that this

train runs only on week:-days, or that one on Sundays and holidays;
<

your insurance policy is very clear as to what you pay but for

information as to what you are insured against. you must re~~ several

paragraphs of footnotes which ~ indicate that after all if anything

happens, 'it I S your fault and you canI t expect the. insurance compaIl!

to be responsible; your rest~ant bill-of-fare is .generally replete

with asterisks which refer to footnotes infonning you that the

"complete" dinner. includes everything except soup, vegetables,.

beverage and dessert. I recentfy saw one of these l~ge size bills-of-

fare in a restaurant windowwhich.incluied an item "Special fresh

vegetable dinner with poached egg"; an asterisk before the item

• 
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referred to a footnote which stated ~o ~freshvegetables. rr Footnotes

are encountered at.:every turn; it seems that they are as unavoidable

as taxes.

And. rare, indeed, is the case of financial statements containing
. .

no footnotes. It is. practi~ly impossible to present an understand-

able and candid set of financial' statements without ~omeexplanations

which, as a practical matter, can not be shownon the face of the

statements. Andno basis exists for determining just what and how

many notes should be shownother than the applicable circumstances.

Wehave all seen statements which contain so many footnotes or such

lengthy ones that they confuse rather than enlighten. Wealso find

statements the usefulness of which is impaired by the scarcity or

terseness of footnotes.

The necessity for footnotes is att~ibu.table as muchto the wide

variety of generally accepted accounting principles which exist in

somefields as to the lack of generally ac~epted accounting pr~nciples

in others.

At.present Regulation S-X, which is the CommissionIs basic

accounting regulation and which prescribes the form and content of
.

most financial statements filed with the eoIDIPi.s.sion,makesprovision,

with respect to commercial and industrial companies, for thirty or more

footnotes. Not all of these footnotes are necessarily applicable to

any one set of financial statements, .but might be were all the circum-

stances present. Obviously it would be highly .desirab~e to dispense

with IDallY of these footnotes. But so long as optional accounting

" 



principles may be ap~lied witl'£~respecttc;"similw transactions or..
chameleoniccaptions may be used in financial lI.atem:ents.it seems

essential that. in s.tatements filed with the QeeiJ:Jsion. comple~ ".

explanation be re'l'ilrod with respect to such matters as depreciation,

depletion and amortt..tion policies; the basis of carrying plant and

property. securit'iel and other assets; the seusce, nature and' use' to

be madeof reservesi 'and many others. ,.J
..

. .
The accounting profession bas been striv* for ma.riy years ''to

establish a code of principles and practices whj.ehwill resu! t i.n

financ~aJ. statements that-are meaningful, consistent with:regard' to

the treatment 'of similar 'transactions ~'and whichare not subject to

misconstruction. Muchbas been accomplishedin this direction.

particularly duririg the last eight .r ten years. As you know, the
, .

AmericanInstitute of .!c~ountants has pu.blishedtVlent;sr-nineAccOuntiiig

Research':Bulletihs and twe~ty-twoStatements on Audi ttng Procedure

which, while they ID£W 'nqt always be followed religiously' by the entire

p,rofession, mivemadethe profession'alive to'its problems, and the

Commissionhas been, 'I think, of 'considerable a.ssistance in this

program•

. UsUallywhenan aCc~untingprinciple 'or pra.etice. whichmay have

been f~r mimy years the ~bject of debate' amongaccOuntants. becomes

generallY"accepted by the 'profe~siOn',it fs included or 'reflected in "

our form~'~6~'regulations. Ther~are. of course', e~eptions to this
... ..

procedure, principally in situations where, becense of'the requirements

of the various statutes administered by the Commission.it is



-A- '.....
. ,,-

consid:e.red.i.plpr!tC~~.cabl€)or: contr.~ ..tq. tAe pest, .in~ere.sti.o.f inv~stors
,- ., ... ,.......... . . .. . '. . .

to adopt t~ p,~f~ssi,on t s .~~e.Vl.P.0i~t~.~~~ ca:se~'!"i~y.:~e~, ~~

extreme.lY.x:are• ". .' , ....' .. I..' ••... . .. ..~. ,:. 1'''., . .. , ,,' "," i .. .

.... In t.his connectdon the Co.~ssion" iitl 1937, ~unced. ~ PI.:ogr~
". .,' ..... .. .." -... "I:

"for the publication, from time to time, ..of opinions on accounti,ng. .. . . .' ....... ... '... .. ..
'. ." f'

principles for the purpose of .contz:ibut~~ to the deve~9~ent o~. .
. . . .. .. .. . , -;

uniform standards and. practice in major accounting questions:" Pursuant
4.' ... .'" ,~#".

to this program there have been published sixty-three Accounting Series.... ... . ... '; . .... ..t .. ~' ..

releases, some of which indicate the Commissi,onf s views on accounting
'\ '. t ...... t

matters but most of v~ich constitute an expression of opinion by the
:-..' : tOw '. ~~,..

Chi~f Accountant concerning account ing and audi til)€; principles and.. ,,,....., . .. ..... ... . .-

practices. Many of these op;nions e:xpressed by the Chief Accountant. . y..:..", , :. !~.J': l • t • 

have their counterpart in tp.e Ins.~i tv;t,e re~ea~es referred to previously.
'to i' I ... .., _'.

C~rt~in1Y, to ~o~e famili~.wi. th 90th t~. Insti tute ~ the Co~ssion
.' ,.: .'" ....

releases ~t ,must be apparent that both organizations have. the same
f''' :0

uJ,.t;i.~te goal in mind.,
t

. ,. ... ... . . .. ..". ... ... .

There st,ill remafn, however, !Jl8l1Y ppJnts '\JP9nwhich t1?-epro-
t .0 .

fession is' not ip,.agreq~ent.and ~n rospect of wh,i.chopti9nal trQ8,tment
t ,.. f."'. . ,

is found reflected in financial statements. Furthermore, new problems.' ,~

are ~ising. almo'~t. ~ly and. ~t is esp~ci.ally .as to bhese 'U:I1sQ1itled.
...' t. '. f. ,

and new matt.~rs.. tl¥tt the necessi ty for or desirabili ty of footnotes
I ..' .. ". .. , ", ~. 4' 4' 0: -', ~" ..: . . : .',

cones into p:\ay It sEtemsto me t~t in .such cases only by means of
.'.....,. ",

concrse but clearly stated. explanatory footnotes can the import of
: I to'''' t I :." :: ", :', 'I.' no.:'.

the stabements be 'convey~9.-to the reader.
'.. , ,. ." ," :'.. ~."' t

t, .. ~'o
'0 .' ...
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.'".t5ri:sPiiei~~1ni:er~s't~iPiiii1"dlseuSS'ion'oi"r6'Ot~ntei is tho

CommissJ.onfs"~&bUIiting..sen-es ~lliaSti,'No:" 4; i~ 'Aprli; '"2"5,1938.

This ::release:eXpresser'a.~"'ba.~i'~"~m.stra'titre" p'Oliey '~f ':the' :Conmission
as to financial. ~~nt'if:"" :tt d~i;' ~Wi;h~'thi:large ar<ia' where

" ' sPclcifit( rUles' ~d-,~tions ~~.t~'m~tho~' -ani ":prt;c'edures"-of' account-
,'" '. "., .. '.' -. '- ',. -...... If'. ... ., .'

.. i-ng to'be fo11etWedl!re neither'pra:ctica:bIe' nor \krsirable and.-whera"'
, ~. .".. ..~ I ". '-. ,.. r ,~ I

'ch1ef reliance o£ the COinmissiorifor the'protectlon'o:f'1nvEjstors' is

founa. :iri accountiil~(principl:e~: and praCtices 'wh1eh' have 'been' reCognized.
. ~. '. -:... , _" .'." .0"

as souna. 'by professional accountants 'gen~tallr;' The rekease reads 'as

follows: ..... .

" DIn cases whGre financial.' statoo1l3ni's' filed ,Wi. th 'this "

" Commisslon'pursWmt' t6 its :ruI~s am' reg\JiattonS 'und.er'" :- ',':::

": . th13 Seeurl tie~:- A~t 'of '1933' ot :the SecUrities ,'EXchanger Act .. ; "

6i t934 :a.re prepared in ~futciance: With aCcoUnting' . , ':, :,'~'.::
"; > .. ". k' t I ,.'.... : 4 ..~', '.. I .'f'

" ,- principles for' whlch there is no substantlal autho'ri:ta:t'ive: ,"
,

": 'SUpport,.such 'financial sta.t'emont~~'wiil bEl'presumed'tO:' ";:I:

be misleading' or 'ina:ccUrat~' .tlespite disc16'Sures' 'cont'ainea. "
.. '. -. t 'r" .,

Ln the certificate of the accountant or in 'footnotes to

,'thB':st'atementh 'prorlded' the ~tters in\rolfred:~e 'material.

In cases where there is a difference of" opimon between the

. r . ~mmis~6~ ~d-'the"regtstraht:,~ 'tci 't~ proper 'pH.nclples
. :.... . ~. .;" f',. . .

of accounting to 'be 'followed, discloSUre 'Will be accepted
-, .; :)0 ".. '.. .. .'.. .. '. ... ....' -'""

in lieu"of' correctdcn' 'Of the "1'iIiahcial statenients "themselves
. .. •.•• .... •.; :. .. .• ~. 1,.1,,~, ... ...... : -..

bnly\-if'the 1>Oin'ts'invo'i:vea' atir sdCh' .tha:t tllore 'is' sub-

: ::':st~ti~' ~~thori\a.tive~6'tt' 'f~r.tfu(prilCti'c:e~'f~llowed

-

• 
~ 

• ~ • - '" • • • • • • • • • • 

•• .. • • • .... •• ' • 

• • ~ • - ~ l • 

-

• ':»: , ' • .. 

• - ~ • • • • • 

••• • • , • ••• ~ ~ • • 

- ~ ~ •• ' ' • • 



t </:~"'-:>'~.:1,....-.. ~:""_"~_:" ::'_-:>-d=-:t ..,
- :-- - \ . -

. I

-,6 -

by the regist.rant anQ. ~he pas! tlon of :the PO~ssiQll has
I L' J

.not prev1-ously been expressed in rules... re~ations or

ot~r offici~ releases of, ~he Co~ssion, incl~ the

published opinions of its Chief Accountant.."
I'

The application of ttelease No.•. 4 to the subject of. footnotes is. , : ,.

well illustrated by Accounting Series Belease No.. 53. ..In that release
. .. "'.' ...

the Corrmissiondealt with a practice - tolera.ted by someaccount~ts

and sincerely advocated by others - pursuant to whi~ the current, . ... ,

inccimeaccount was charged. under the. hea.di:-ng of income taxes or .. .
charges in lieu of income taxes, not only wi th the actual amount, of

income taxes expected to be paid by the companybut also Wi th an. . '- .'. .
addi tlonal sumequival~nt to the reduction in taxes brought about by.. .' . ";. . .
unusual circumstances in a particular yea:r. ~s additional charge., ., .

against income w~. in most cases. offset either by a credit to surplus. . .
or by utilizing the red~tion for some special purpose such as elimi-, .
natlng a portion ,of.unamo~tized discount on bonds. The ~rincipal

. , .' .
conclusions announced in the opinion w~rp that:. ....,: .

1. The emount sho~ as p~ovision. for tases .should reflect. . .
0nl:y actual, tS48s :tJ9~i~!edto be p~able under the.. .' .' .
~licabl~ ta.x laws; .

2.. ':J!he.use of the caption "charges or provisions in lieu; . ", . . ,., ~' .

of taxes" is not.acceptehle] tiUJd.
3. If it is deternined, in Viewof the tax effect now

, ... ." 1 r. , ... '. ... .
attributable to certain transa~tionst to accelerate

the amortization of deferred cluu:'gesor to write off.~.. . .' '.. . : .~~: ..' . ,

-
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I ..... ." , .. ..

. '. losses' by means of Charges to the income~count. the

'6har~ ~: should .be' so "caPt~~~d a~ tO'indicate
.. ...., I -, 1 .".'

.". clearly tb@ e~eiises or iosses being written off.
I. t" ,... , ", ~' , , .I .. , ,..:

In the many cues considered by the Commisdonwhich led to the

adoption o'f the reiea.o there seldOmwas anY question as to the

adequacy of the factw or technical disclosure turnished in footnotes.

It was the Commission's opinion that these disclotUres. however

.
Commissiontherefore reached the conclusion that amendmentswould be

,. 't... ,. , to :0 ','

required pursuant to Release No.4. In view of the conflicting ?pil'1i~n,~
,,' ...

extensive they might be, did not overcomethe. ~~ntal m1srep~e-

sentation inherent in the resu! ting statement presentation. The
f' 1~. ,_

contained in the Institute's Mletin No. Q3. the Commissio~felt that

i t wa~.advisable to formalize its views' in Release No. 5.3and therefore
. . .

bring into application the second part of Release No.4 which requires
.' '.'. ,. . .

amendmentwhere the accounting treatment is contrary to an express
, , .

rule, regulation or Commissionrolease.

You, of course, are familiar with and vi tally interested in the
, '1

various ~~o,m"ti~' ~roblem~, old'~' new, the solU:tion of ~hich i~'
,.., '. ,:.,' '.. '. ,. ..' r

being sought by your profession. Someof you, I know, are actively
, ,

I :.

engaged, either as individuals or on committees of your state soc~ety
Ja. ... .' t :to ~. ,;.,

or' the A;eri~ Institute, in solving these probkems, I should like,
, ,...

however, t~review~briefly these problems - or at lo~t someof the
.. .. -. r "...... ... ,. :. '/

major ones - as they arise in formal statements filed with the
, I

C~;;'i s~io~' t~'in~i~~~e.o~ 'Vi~WPO~~tt~r~~ ~ di~cuss .the .
.... -, ,"' »,. . .

importance of footnotes in connection therewith.

.
..:;..
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Because of the complenty of the property accounte of public

utility companiesfinancial statements usually contain lengthy, .

footnotes di~cussi~ ~he nature of~be,p~ope~ties, their e~~imated

us~~ul ~ives, and the basis of providing for deprecdatfcn thereon.

Until quite recently it was not uncommonto !inti a quaJ l,fication in

the accountants~, ~ez:tificate applicable t9 a p~~lic. utili ~y statement, .

wordedas follows:

* * * Subject to the adequacy of the provision and the

reserve for depreciation, as to which r~eare not in a

position to express an opinion, the apco~ing balance
.. . ... _ .:-:

sheet * * * presen~s fairly * * *
Such a qualification, even whenthe qompanyfsdeprecia~io~ methodswere

.. _' ......6. : .. '... l ..0... _.

fully eJqf)lained,by footnote, left the reader of the financial'state-
I .' ,

menta- in dou1>t.asto ,whdther the depreciation reserve shownon the
. .. . . , . ':.; .. . .. .' ..

balance sheet and the provisions for. d~rec~a~~C?nincluded in the
..' J

incomestatement were adequate. It is nowC9mmissi,~npolicy that the- .'- .... . . .~'." ... .. . ..

accountante.! certificate wj.~l be :unac,c~t~~.~~;f qualified in ~bis
I

respect. If the acco,untant has. {3I)y doubts as to ,the adequacy of the
.. J ~........ ....... ',,': ....

depreciation pr0vi;s;io,nsor reserve, or if he thinks them inadequate,

he is required to eo state in his certificate.

The .adoptdonof tbi~ policy by the CommissiQn¥ an irrmediate
• 1 •• ... • • .

effect upon the content of footnotes pertaining to depreciation. For
: • .. • ; '. .. "0". r""."!

example, the.,accountants' certificat~ contained in a recently filed
.. '.' . . . ..

registration statement was qualified in the manner indicated previously.
1 t- a""

•• to. .. •• 

The qualification VIaS remoy~ from t~ certificate before the statement
, -., . .,

-
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becameeff~~ti';~ -but the footnOte eXPl~~ thet~~'s dep~eC!(l.tion
i ....

practices Was changed. The footnote contained in tile f!nancial -state-

ments as ~tiginally' r~ indicated' t~t' the' retirilnent reserve method
. .

of account'i~ had bes fOllowed, that applicable 1getemsof account

prescribed. by regulated)' author! ties prov~dedfoJ"~reciation
. .

accounting, that' studllelJwere in process to develep a methodof
.

accounting eonfor.ining-teo the systemsp1"es:lribed,JIiil that, .
. .

"In the opinion 1!if the management.the proper-ty retirement.. . ~. ....
reserve is adeqt:i*tein amountto reflect the accrued.

, ......,. .

;dePreciation in plant and property" deternrl:nedon an 8&0-
, .

life basis in 'acco~ce wit~ acc2P~edmethods,Of.:...
depreciation accounting. although such rese~e" ~s .not

believed to reflect accrued depreciation ~omputod~n

acccrdance with the so-called straight-line (or. :ero intere~t)

method." Lemphasissupplie4f

As ameDd:odthe phrase lfdete~~' 'on an 'age-l'ife bas~s in acco~e
• '. ,'.f • ...~ ... i ..'. ... .;... 4

with accepted m~ihodsor'dmreciation ac,90unting".[err:P~is supp~~~
I .."

was ~l1migea to ~ead Jldete~in~ on ~ age-life basis ~culat9d
'. J' ..

_' I

pursuant 'to the six per cent present worth methodof deprepiation , . .

accounting: 11 and ilW' fOll~Wi~ ~~~~n~i'~:s~a~eme~~.~s ~ed; ..~~..~~ '.. , ....
,f •• .i. \ v .. .J,

pate: , .... ." .... ...
. . "The'Co~anY ~. ~ec~i~ed:an .o~inion • • ., [from i~iJ

", _..... .' , : 'I,'

'irldcpendent co~uiting engineer. ,••• w~ch s~r~s the
..... ": ...... ': ""'110: •••. .....

opi;rl.on'of" the ~ont oxpres~:~ i~ the preced,.i~

sentence. 11-,

.... -,

.~..

r- ".
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The indep.e~9Q.~,accountant~:cthen added. '~he f91loydng intorj,or
a .#

paragr~h:~~ ~heir ~@rti:fi?~~~: .,; , , _p' ,':, .... ~,.~ -", I'

"As statod~ ;l'J.;-.Nqt~,__ .- • •. the ,~~~e:rl!U_pr~tice. q~ the ,,' ,

,companyis, to ,II)Bko,suclt.~ppropr;a~~,ons,~c property ,retire-' : '
... '.

, "-
~/' '.,--

~~':~,,--~?~~ :;¥>o~:'{~~v:~~~::.~:~-:t~j~.:,?t~2~};;r='.~~
--'\_ :-,:-.;i.: .-~:~.)~."-'-~ 

r

<,

-10 -.....

,..

ment reserve frOJ!lcur~ent income as are, consddered by 't~.: ",".. .. '.-

managementto be necessary- tQ p~ov~de«, fQr re~~remen~s Vb@~... ...

, . .

they occur t r~~~or, t~#?n'r ~ho,~bas;~of es.t~~ed .~eful. ,

lives of indi~id~ UI?its of 'depr.~ciable _property. Wehave
.. .• ... , ~. I' ,_ r

reviewed the studiQs of the ,properties made by the..... , .

independent consulting engineer mentioned in the note ••• ;.. .,. ..... f..... I

the accumula~ed propeJ;'ty re~irement reservea • • • and tne
',:... : ... : .' _.. '~:'I ,_ '.: .. .'. ... .:. E.

related provisions,. • • are adequate to meet the requir~-. . . . . . . . ... ~. ...
, ments ~f depJ;'ec~ati(;m.accoWlt~ under the, six percent '... .. :. - .. . ..... .

present-worth methQdL,~~pough not under thQ.~traight-line
'II ,.. .~.

method. • ." , ~
'.'

F<?otnot.esare especially iJnport,ant..in.connectaon with a problem .
"','... 1.1 l-.. ..-

tba~- has been af, ~cops\d~rable ~nc~~ ,to,l't;lSin !ecen~.-::re~~; one which
.. J .. .. ... .:..".... ~,. ...... ~:. _. .. to 'lo h"'" ..

resul ts in t:recpent c:i:ting of .defici,encief? in, the f~:rm."ofrequests for
..... ; '", _. "", A. , ., .. ". ...

greater clarity in presehtation ,of ;the f~ts ,. aJ;ld occasionally in.a
4 .1 I -... '..;,.' 11; .!.. :.oJ ",'"," 11'" I. t ,- ...

change 'in bal~9. slJ.eet and 'p.~fi t .~ loss, tre.a~Illent. I haViein ~I;Id,
• • • • • '10. • .. t... . - i ••• 

the question of employees' pensions.

In the great,~ority of .caaes these p~nsion plans are voluntary
,-. i-.. ..'

on the PaI1i o~ the company and may be .altered or .d,iscontinued entirely
t f : .. .'~ Jr ..

at the Vlill of. the manageme:qt. As a,practical Jnatter I think serdous
'. '_., oJ

consideration should be given to tho proposition that even under, .. '0 .. of-'

~-. -
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.. 11"...... : ...

voluntary plal'is' in .which there .:is-;no s1::rict legal.J,ie.eili:ty 'to' centime

pension p~nts a corporater managementexpecti'ng iI. r~n in business,

and enjoy good:1abor ~tions would 'not'-~ ...if in tact it could -

abandon a.peneton plaa, ..end a realistic approach is to reeogl'Jize the

liabili ty.. However.;'.ta'.the absence of a clear-cut.~~~ -liabil1 ty we

have not ,- as a mattel' ,ot policy, j insisted upon- tilt .I;lhowingof an

actuarially -determin. U-abiii ty for the ~ro113C pensions. Instead-

a clear footnote exp~tion is accepted •
•

If the plan -prtWi,des for the purchase of eanui ty contracts .

from an insurance co~ or- the' establishment of a trust funA. in

either case based on past"- service of eligible employees or -former

employees now-on' pension, Wearc -tac6cim.thOconsi:derable diversi tV
of opinion as to the proper accountang, . The -funding of pension costs,

based on past: service rria;r. bE)'accomplished: by J1Ump sum-cr. instaJJ.ment:

p~eiits 'to the trustee concurrent wi th ~ents .covering accrual-s. .for.. _

the -current Wear.- P~ents. cove'ring the curront year are . .clearly "

profi t.-mid -Icss :caarges. Payments' based uj;>Qh past service,. whether.

they be. for the' benefit of. fo~ex:. employees now. on _pension or :

employees currently. on the payroll, :are claimed by. some,to., be 'proper

charges to' sar.ned. surpluS on the grounds, that' sVlCh.~nt$ are ,..fo1;

service r.endered in ;prior year.s and have no :relati:on :140 CurrQut.' ,

income.. A'more":.r.eall'stio ,view is':that; i:n'either case, p~ent -:
I

actuallY-is being mBde fQr':a tmiTont bsnri'i:t in:,the fOlm,CSf!better

employee relations, reduced labor turnover and.oth.er".benef'itscurrent17.

and in tho future and hence the payments should be charged to profit

.-
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anQ.~,~~~; and ~,,~mpa.nie~ ~~ fi;te:.st!ttem~s~~h,t~ ~~~ioJ;L-.

do, cAArge Po~~. tn>es of ..p8¥II1entsto profit ~ .loss. .Howeve:r-•. ~.Pa't!e:,. ........ .... .

felt t~t un~il ~ ..;time as l111ifo~ty;. of;pr~tice 1'8 a.~tai~ i~.

the profession vrith respoct,j;o.t~s pro1;)lem.orwhi:.c~will prohib11;'
..' ". I

direct ~ges and cr.ed:;tj3.to earned .sU'r.Pl~s, irisist~nco. upon the

charging of ..these payments to profit and loss is unwarranted. 1Jndor

either pro'~?I:e it is ~sse~t~al that. tho ~~rcumstanc~~.b.~ful;1Y

explained. .
The most seI10us problems arise in. a feV!cases of company

managed penf,!ionplans which create a legallj.ability. In. such. cases ' •
.t \.. I

the liabil,i ty should, be dete~ned on an actuarial basis and given '
I.... ,.

recogIll.tio1;l'l.n the accounta, ,If t;he.~rr~v.ocable. clement of ,.the plan. ... . ,...,. .
applies, oplY,1;0 t hose qualified aDd p-llfCedupon the pension rolls the. I.. . . .
question then,ariso!:? as tp the i3Pproacl?ingli,ability, for active. . ". . ..' .

ooployeel[5on ,the p.~q~l.. As I indicated .oarli..er , I think:.a realistic. . . '. .

vieV!of tho problem would reClU:ireat t~~t.~ surplus re~erve dete.nnined

on an ac~al b~is although in practace a footnot.e ~xplanation is
, , '. . .

all we insi~t upon. Recent experiel;lce with pension plans indicatef,!. . .. ,

that., the indep~nd.ent accountezrt should review tboir terms Vl1th the,. ,
I '. ,. • \ •• ,

great.ef?-tcare and: ques~ion managementand.. counsel; closo1¥ as to t~. . . .

precise nature of th~ obligat1oD,s imposed on tho company by the plan". . .. .....

for in some cases, the actua,J. liabili tics ..have bean substant,ial],y
, 'f ," ,- f

unc1.crst~ted.\~l~, in ~,~he~ inadvertent, misrepresentation has crept... . ~...
~nto. explanator.y footnotes.

't': .. . J.
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Another -unsettled-problen involving footna... ~ a problem that

luiS'l.Sin dorinant 10r a number'oI"'years' bu.t whichIa. cometo Ufe

again aa.a result 'of illlLated prices _. involves tJ:ae creation from

incomecif reserves f., tuture 'inventory price decUnes and losses.

The re$u1t, if not the obj-ectivo. of this proced.1lN, in my opinion, is

improperly to reducecUll'rent prdfits and increasl- profits. of subsequent

periods. It :is our pOaltion ~t proVisions ma.d.a to reserves for

inventory 'losses ~ 'be charged against income0Ml to the extent that
s

the losses have B.Ctually taken place but nave nOt lIeen realized by use '

or sale of the materials involved. And any reserve- so provided,' being
i' ;

a valtlation reserve ~ shouid -be deducted',from the inventory on:the ";

balance sheet~ If it is con~idered necessary or desirable to provide

a reserve for Loseoevrhichit is ezpected will occur in the futlu-e,

such provision, in my opinion/ ls': no more:than an eppropriationYe!; nat

inc~inb'or 'earned sUi-plUS'and should be si:)treated. ':.'

. In a immberof' iiiStances statement's have been filed reflecting;

tb1use of 'novel 'invant~ry methods'and involving a reserve for future ' '

losses. ' tn' one or' two cases a maJor:faull1"of 'the' procedure was s~ly'

the fatlure to ,eXplain iIi the footnote that tho: purpose mid effect .of.
. ,

'the reserve' was to place tho, inventory' on a. tIFO basis. In the other

cases most. of 'tiie' reserves flare,. in'dur jud:gment,'surplus ap-proprta-

tions. 'A$ to theso'wo nave 'required llhat there ~e"g1ven~a"~lesr ,.

footnote explMa.tion'ot'!th1s fact together. of, ~urBe, with cortGspoDding

, statement treatment. 8nd,' a rcpresentation~' that the reserve illtimatoly

vdll be r~turned to surplUs.. :,':,~',;"

,

(
I
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In .ons .fairly typical :ca&~tbe:c.omp~ explained' its inventory

reserve aQ representing tho. amount.by-wm.ch.;thb. Yaluatton:o~M.inventory

quantlti:~~ on ha.ndA;"tthe boginniD@of -the: year WaS ii=lcre~ed aa a .. :

result pf -applying the customar.v methods of: pricing in1Tentories (which

was ~>.. at the end ,-of the year t after.gi'Ving considoration to .the -

income tax effect. It stated that its .jntlOntion':was to. charge the' ..

reserve with inventory Ioeses- (net. of tax 'offect). that 'might r.esul-e
,

from possible fut.ure price declines. ;The provision h;a.d' been included
• • . l'

in c.ost of wes .:but the reserve .was c~ried on t4e ri~t-baDd side of
,. I ," '"::t ..... .".. . ~. 'C" ........ ., .. ,. .. tI_

the balance. shco.t. As amended" .t~ re~.eJ;'Vo~ ~.as a deductdon ; 's :
... ,'. -. ..... ........ -#'. .........

from the inventorios and .~he f09t~te, \y~s changed to s~~tE!'that the.

procedure had tWpro~tely tho saae eff~ct as if LIJ!P.had PeQnused,

Tho question of ,,~ve.ntory reserves .~I;l13~,;future pn,ce decliaes

ill~trates the i~bili ty of footnotes to- deal Vf,i. th such iJlberent. ~. . ." ,.

\

deficiencies as the lack of ob-j~ctivo criteria ~'~nsi.st.ency. of,

interrtal ~tatem9nt treataent as ~tVlee~ the ip.colD9provisio.n and );00

rese.r.ve on the balance sheet , the: princip~ _dift:-i~ tiQs .YlC -encounter

wi. th most .r9serv~s .Q~ .thi~ kind. . I~. t~ .early cas~s which we'dieaJ.,~ . ';?', :"

VIi th it was ,found t~t no '~un~ of explanation that could or wottLd

be givpn as to .th~ ~act_Ql; end operat,"on of the reserve ,satisfied-the

requirements Of methode .S'Q.Ch.f3iJ .LIro, 'FI~. ave~ Co.st,.,e.tc., having .

the characteristi~, Qf 'being systetlBtiCi. :objective and rwt'-sul:ije.C,tto.. ;.

tinkering -bccause of ~l~ad: ~CiaJ. -ci~st.an~s.. : '. " .. :

Another old'problem nOi1.found'Ul.a,n9Vl,.sett~pg'~nc~m$ 1Ji'w ... oj.

establishment and use of reserves for Vlar, pqs~, and; geneJ;'a1

•• ..... • • • - •• 
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cotitingGncies~> Mtbougb"similar .reserVes' have'~ed' occasionally

in past:!W~,,~,the:;'re~es; that'; came;Wo :existaMe::,as'.a, iteSUlti'of:"the

war-he.vec~ed<'U;~t18~st:troubl:e.;[:"In;V1ew of the~,vel'#"grea;t'~' , >': ')',

diversity':of<=Jaeciimt~ ti"eatment in >actuali;prraetl~>:~~.:tfu)~:wiaeii'

'Viiryi..ng ~hlions 'bel~, the solution we ,turnec1:to'ttitlalitY'''wair:Msed. "

on disclosure, meaning largely footnote"'$iq;l8!1att~; :B~ef'1y,:st8;tM~ : /

our-practl'ce'. ':as:"outlifteCi;..in' AccoUnting Series: ~es 'Nos..' 42 8m

54, bas::b6eDf:to, r~:'Wi:th- resPect ..'t<':"reserves.tJ.!f1Ial dis'ClosurG.of

their '8Ouroo,':"i18.tlme ~"Msposi.tion.'&ld to' the 'greatest, extent: pOSsible

a delIlOhS~t-ion/tba.t', the ceet or expehse~,under.;considera1;ion is" directlY

or fairly ~dcable to too incOme: of the: year; in .whi~the~ provislim~-c ,

is established: by- duages-'to 'profit :ana. ~bss. .Decent.practice ,baS"been

to reliuir'e:::a.po~j;ti-ve statement in a ,footpote relating!1;n the. reserve

that "the ~eount-~v41l' inot be used in..s\1$ a manner as .to ,TalieY's the~

income \~t ~for.'aIJY.'futureperiod -of-'s.:'cbarge thatshbuld :properly"

be madeJ,1!i1,:tbat';'p'erio'd am :tbB:t. ei1y unused portion.of.;the> reS'elVGi vd:ll,'

be credi~ tGearned 'sPr,plus-\Vhen no lQIlger ,required;~:ror,.,the' pu'rposg .. ,

for wHi&' created. ~Irimy opinion charges. creating r<tsarvesdfor.:

unfores8'eii"coritingeflcies of :f1iture periods have -nO 'plaee!...ill-:tbe 11eter-

miriEition ofjiLet~"ihcOme. I£;'sdCh reserves are 'establishSd:~ 'and:i?fi

is by~no means a'settled qUestion that they should be ...;.fthe appropria-

tion smUlai be iDade. from earned surplus~ >..

()uIi M-lergy to thC- croa~on of reserves- su:eh as ~the, foregoii1g: .

sbOUlcr:no~~ howeVer~"lie rconstru.ea as ,'applyihg to. ~'ssa.rt -retWrves. ~
We:'had~-an-:'ihtefus'ting"t:ascFnot sa long.ago' Wbich"'f~r' illustmtes

~ 
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the iII)pOrtance of. footnqtes;, 'bow they are, such.;a;;par1it6f the:,financial.

stateJPents and the -accounting involved;, that. it. must .,noJl~be,olw1Qus.'t~

anyone bow fU~il:e lit'.jis to try',-to:'tb1nt'of-:the::,Jiat.ements' tmd~t~ 'B4'

something;di$tinet ,anQ.~._~l>lei'" b ~'.altl~Ul~*jre.~es.the. _..~ ~.

Comrnt.ss~on's'cQ~.~nl'.~Gth.'insW.e~t~ .f.9()j;J.).Q~,~g.isc~osure ~~~~~ ~~t-

ment .1n.cert$in'prpperty. on i-ts. b9Qk$: at. ~ fi~Et'9f ,~ro~tely

,t47,OOO,OOO.,b .:utUity, wb,icb:wa.s:undel"~orde~ ..to d.1.SPQse,.~f~_~~ c

investment, proposed;- to~ sell securities @d ;foJ:' this PJ1rPo.se.f1.:I.~;,

a registration stat3Ilent, With '~he: Comss.ion. .The coq>any ~ e; : c'

genera1:reserve.o:f approximate1y$a,OOO,OOO .}Vhich.it intended'1Q: be

used to absorb "the.'loss on disponti'On.' :However, the, :iden.tifieation

of this reserve ,mth the anticipated loss' in the;1nv:.E)l3tme.nt.-WQ,Snot

made dn the stat~nttr or. footnotes. Moreover,"the appliee.ble ...footpat53.,

while acknow1edging.-the possibility' of e.-loss {)f iJld.efini.t~.-aJ1PUIlt, "

failed .to state .that the companY.'itsolf.~tte~,,a probable 1Qs~ of

socething like ,$17,000,000. ()w;- s.tu,dy ~:f .1ihe que~t:10Q ~Qat~.~

even greater loss •. Su'bsequently :the coIIlp{UlY.~~d the footPQ~13S,to,

call attention, to t4e .eJP.sting reserve bl1!i did: nqt t~ exp~

tion which stated that ,.the .BI!l9~t, t.o_be ~eaL~zed ~ro~ the property"

could not be dot ermined in adv~ce.- of ~ctual sole ~'<,tbat izl Jibe

opinion of the office~s of the ~ompany ~l;leacount at r.~ch: -t~, ,"'-

investment was. carried, .Lese- the. ~erve,LWB.$. s~.~tant~.;LY ~,~~~s

of probable ~eJ;Lt. ~eat:i_~ble ~.unts,. '0"c~nsi~~ed; ~~~ ~~at~ts

~~
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da.ficient; because of ,the failure ei the:r to disclHa. the extent of the

probable ..-.J.ossesor to provide adequatereserves.::Ji,.nce adequate"

reserves would ~ve -1MMIb.. a necessity in the fac~ of full disclosure

and si.pceproper pmvieton in the accounts wouldtvwe created. a.deficit

for the company, the IftiDpany requested and.was gftUlted permission -to.

withdraw .its ,reg1stitaii~n' statement. . ;

Anotber"-recen~.~s-tration .statemGnt fiW with the. Commission

highlighted: the impo1't~ce .of an early' solution .' the;perplexing

problem of the income am surplus account. SbouJA.the profession .fail

to reach an acceptable solution for the..uniform treatment. of extrar--

ord.i.nary charges'i8nd: cred1ts to. iD,comeor surplus, investor confidonce

in the reliability of, certified ;financial statements ma¥ be undermined.

In the .case. I have :in mind the consolidated, profit and loss statement

filed- 'followed generally a noroal arrangement except !1lr the. deduot;;t.on

of'miIloritY.:interests in profits. before a series of debit-s and credits~

relating to inventory reserves -and cornmi tments 'Bnd:the .omission of

descriptive: or identi:fying captions for. aI\Y intermediate, balance' in.

the statement.~ No balance was 'labelled "Net Profit.~ or. "'Net Income" .

or "Income:for the Year. tf The final -figure was described as fIJ!a.l.a.nce

to Earned Surplus." Whenasked what the net inCOml3was,-' the certifying

accountant answered that it waS debatable and by omitting captions the

reader could decide' for -himself. It seeins .to ne that'it is -the.

responsibillty-ofthe managementto determine a net income figure 0i1d

label it; in;- 8J:Jy prof!t -and -;loss 'statement intended for. public use.: . The

. accountant:,,1n his certificate -.cotnrnits,himself as to the' fairness of tho
"

• 
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oanageoentts determiMtion.. Vie required a rearrangement-ot: the .state-

mentand a proper descripti-on-'of .intermediate' am f1nal baJ:anee8' to, .
.')

indicate clearly~t the debits' and credits ,relating,.to inventory'

reserves and, cot!lnitments',were-C9l1Sidered.by the,~manag~ent:and, the

accountants as affecting the _current yaarts profit and were not

provisions for losses assignable to. future year-Sit-' In .thi'S connec~~on

~t was necessary to revise the footnote d.e.seri~ing the basis of

inventory vaJ.:ua.tionto indicate the relation~p of .the reserves to

the invento17 methodsemployeQ...

. Accountingfor fixed assets is the subj ect of footnote treatment

in all' financ~tatements -:filed with. the COmmissionin which the

~tams ~e present. As you are aware"Regulation S-XreqUi..t'esas a.

footnote to the profit and loss statement a statement 'of the p0l1cY

follovredduri:ng the period VIith respect to the proVision for deprecia-

tion, depletlo~ and obsolescence of ~slcal properties. the accountdng

treatment for. mainteIia.nce,repairs, renewals end betterment and the

adjustment.of ~ated reserves: at the. time properties are "retired'
1.;

or ot~se disposed.of ..~ During the war Nld. iI:Jnediate1yfolloWing

1ts .,c;:losethe treatment of' emergencywar fac~l:i~les 'also was the'

subject ot' nece~sary footnote explanation.. .

Interest in the accounting for -fixed assets, :~.ln. the .case of

inventories,. :followsclosely the .trend ,in the:bus1ness,qcle'. The

1920tS :werea period. in ~ch the upward appraisal of fixed assets was

popul~ and th;a iDportance o~ ~gher r~lacement costs and presence of .

values in excess of the bo~ fl~s' Wl;\S str.essed"in financial, leg8l
V"

and regulatory circles. The 19,30rs sawa reversal of this situation

~ 
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om,i;;extens1ve .writ'edOwns of properties" were the .~, sometimes -to .
I

the eXtreme of.' red.ueti-on t() notunal' am:>unts and tlMii practical
. \

elimination 'Of'-~ion-~ges •.. Footnote eJl)lanations of ~the

situation'Vlera .a,.ne.... ity if proper comparison--of results for a series

of years was' to be t'Jede. '

A li ttle '!ove~ .. ~ ago' the 'Comisslon Coftsidered a registration

'sta.tement of a: mhnufa.Cturing coopany in Vlhich the footnotes, revealed that

fixed. asse~s -were carried a.t appraisaL'values. the independeIit .

accountants' certificate'was in standard form an4:unqualified., Inquiry

developed that the c;:ompADyfollowed .the policy' of recording reatij;JraisRls

of its physical proper.ties ,:trorn time to' 'time ttt~ the end that th~ .

book value of .the :dorPora.ti'Ont S assets ,-and. of its stock might ,approxi-

mate' as nearlY as possible to -current replaCement. valUes. " We: took

the post tion; that this procedure was .:contre.ry to sound. and generaJJ.y

accepted accounting principles and. reqUired' a. revision of the

financial's'a:tements to' a. cost basis"despite the' contention by the '.'

cettifying accountants :that the use of appraisal values for the;

purposes of reportii!g fixed. asset values is Isuffi"clently widespread

to constitute the use of' accepted' accounting principles and .practices.

A.cc~uhting'Besea.rCh Bulletftl NO.:5' pilbll~bed in"Aprll 194o'was 'cited

in support o:f our position. That- bulletin, lufyou may recall:, states

that "Accdimting'for fixed assets' snould nomally, be bmioo on cost,

and. Em.Y'attempt to- make property accoUnts in'general:: reflect current;

wU1,lesis both impracticable and iilejpedient..,Appreciat1on hormBily,'

should not be reflected on the books of account ot::eo1pOmtions." .No'

T ~ 
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dis~ents: to this. bull~tin ,by' meltib~~"of theAecqunting,-.b'~pedure

committoe w~re noted. Tl\e co~~~Qa,si.stor tang!. b~e. f~d; asse:ts was

reaffirmed in.:,l!u:ll~t,~No. 24 .publ~..i.n Decembe-r-l9lt4. i'

; .i: '. . The term depreciation -as used. in acCOUl),ting,has been considered.

by the profession for many years and has boon, the subject. of reports

by the CX>!ill!lit1feeOIl Termiilolog of the American Institute' of Accountants.

Tro, .of these reports have been published in. tho Accounting Basearch

:Bulletin series. ',Nos.. 19.and. 3:). The latter in November194:3,defined

, depr~ciet~on a.ecount~ as "a system' of accounting v:hi~ aims to

dis,tribu.te theicost or other 'basic value of tangible capital assets-

over the astimated'11Seful life of the unit (which ~ be a. group of

assets) in a systematic, end rational- manner.. It is a process of

allocation. ~t of.'valuation. " I had believed that this concept and

that -of the. cost basis for recording tangib-le fixed_ ~ssets. had attained

'practically cooplete ecceptaace in accounting,circles- in this country~

Howe"{ert the hi@.'l price levels since the close of. t~ war hB.ve

resul ted in some evidenCe of. a resurrection -iJl basfnees c1roles of the

. at.t1~ude of mind whi~. preveiled in t~ 1920!~ w1:th-resp~ct ~oplant

, and. equipment values and the accounting tl;lerefor. -Re~ent p.ublic

dise:u.ssion in fiIlBIlq~al j~s has revived t~ theory t~t deprecia-

tion accounting 1s .directly related to rep:Lac~en~ of fixed. assets

and. t}lat .cqrrently reported Pl'Qf1ts in most. cases arc ovefstated by

the failure to recognize this alleged. fac~.. ApplicatioI}. of this idea.

11].fipencial sta.tements in a d1versity' of forms ..has come-to my
.

at tention recently.
r
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;.-01"8lie eo. "in its a.nIlI,1al report'.for l~-,discloses'an item

of:$SOO,OOO undett' resewes, in i.t,~.ba.1ance !iI~~t ~iled 1t.Ap~~~~i~n

toward. eXCess of tUu. replacement cost. of ~hln:e~' ~ equi~t.
J .' .,

over original cds-t...I1.- loh profit ~d ~oss stat~t shows a 'caption
.. '\' I"." ..

"Net profit fOr the ~If from which .~he .500.000 appropriation is -'

deducted and the final caption is des~t?-~edas ~unt ~f'prOfit '
,0

transferred to earnetl.SUlplus. It The ~mplete f~te explanation is
, ,I ,

"Pursuant to action ~ the :Boarelof Directors, * Oo~ made an

initial '8.J..}'Bropri~tioJ:t:Qf.500,000 out o~ 1~46 ~aa;\~ to~ the '

excess .of anticlpat~ replacement cost over original cost of its older
.'. of

and less efficient machi:.ne178nd equiP1l16~~.This does not' represen1; ,

the total o-f such addi tiona;L col:\~tijat would be experienced if 1ihe .
t.

Company were' faced. with immed1at~ly reP1a.c?ingall of its ma.chine'ry
l,

and equipment and' does pot teke i~to account such po~s1ble costs in

regard' to land and buildings. It

While I can, see no,0bj ep.tion to this treatment of what is., in
I . '0':

effec~, a'surplus reserve ..:I fea,f that.,~~ ..laf~ fi~e on the profit,

and loss statement rather t~ the "Not ~~f~ t 'f~r t~' yeartf b~tore
, .

the ded.uetion of the appropr.';ation. yd.ll b~ ?Onsidered the net profit.
"j. :.-

An'appropnation debit 1n.the ..~d.~~~.~~t ~tead of in the

profit' and i-biS' account would avoid the p~ssibility of confusion.
4' '.. 0

. '. A .second approach .to .the prpblem r;>fthe effe~,t o'f' the high
.o. ...

leVel of 'prices 'on fixed ~'}et costs is ~Qund in a proposal which we......
were asked' to' t)6nsider to segregate by some formula the o.xcess costs.. '" . ,.

'N Jo. I

incurred in; new. conStruction and ,~o ~rtize t~e sum so .determined
, .~ I
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over an ~est1ma.ted..limited.lpertGd-'of e~ss ~.~; :~~9

~elamont:.to W subJect<to'Jmmahdl'ilptectat1Qn.,' '.~e, prot:~_:Cm'r1e~

over. the.1'principle.~:of.:. bba. -treatment 'ot :war .time .emer=genQY" f~i.~i t~es .

. to peace ..time -operations. ~Hl'he:idea. .seame-.:to be' sutjec;t ,tg .~er~ldn ..

defects in':conf~:.:to. the.' concept _af alioet'J.tion of cost oy~r,

estimated. u13eful11f~~!rra .sys,teca.t1c and. rational'Jna,nner ~ tM~ the

periCSd of excess earnings: and :.extant .of' the excess. cost appear- to be

diffi'CU1t -to determine; • . -, '. . '" {_ 0 ..

A -thitd treatment of {the pr'.oblea ~s' that refleQted.. in .the United,

">~?t"~",:~~;C~';:~::?~:~?\~,';~~":~::

y

'States Steel COrporation ...Qm,rterly' Earnings Report -to !its fi!t6ckholders

~o1'" the" quarter ended.June ~O, .\947 r tis, .report, shoWS'under ..the,
caption nwear. and~.exhaustion'of ~ili-ties~' two' -items -' an. amount

based. .on.original Cost: followed by an.azOOUXlt "Added. t.O cover current,'

cost'," $6,700.000 in the second' quarter,-$12.500,OOO for the.lJalf ..

year. No indication was given in the fiJ:st quarter~& ropott t~t this

innovatidIl in. 'accounting procedure Md been e.Q.op.~ GJtplmation

in 'the second quarter! s -report Wal'ra,nts "qW~l:1oti,on.~n full,.:

\:~ t, 0' '"The.reported iDCO!OO.for the secqpd quarter of '1,.947.

• '.,. 'ref1:ects aa.tnczeeee of $Q-,700.000'~. t~ ~up.t 4educt~:

dO 'as a-cost coyer.'i:ng'we.ar and.~tiOR~of. facili~ies.over
J

, .

that based VPOnthe: original- cost. of sueh faciliti\3s. Th;e

•.present-day. 'Cost. of new faci:ll ties t.o rap~flCe. t:oose wqrn

' .. out .through use: in.production 1s' subst.8Q.~aJJ.y !IlOr~ than

tho original; -cost: of the facUt ties. so' ~~ I:(, ~:Qe.

cba.tge .for wear 'and, -eXhaustion ~of.£abiJJ.tles instal,led.. i)1
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"1 earlier tears is continued on the old bU1$ of their
~"'"

.. '.. .. .- . ':..f

, , ori~ cast ,the resUltant reserve will.be inadequate t~
t .'

, ..co~r -the co., of _thereplac_nts which~l be neces~

, -'.' when these .eat1ier 'fa.ciU'ties have served"their useful lifo.

;'. ' . "In'the l1-rst qUarter'of 1947 thOproblemwas dealt

.with: tontatiftlY by including a provisloA-for a part of
, .

the cost of .cui'rent construction in the cbarge for goods

and services pUrchased

.."In' the .p.-eseht statement the' ~unt so charged and
~, .".

a correspond1I\g, BIoount'fot.' the j~c~rid."quarter ;;'e shown

as additions to, ~he 'charge.for ~ arid ~iion of

, . fooi11ties as or'dinari'ly"computed'iIi' the past.: The principle

invelved is analogouS"to that llvplied by U. S. Stoel since
, ., ,

1941 in the use of'the' 'last-in,' first-out' methodof

determining tho co'st of prod~ts and services sold in
.,

.. I .• .,

. respect' of inventories. However.the added amountfor w~ •."

and exhEiustlon1s ~t presently 'deductible for incometax
, .'

t ,... ."

"The additional charges are equivalent'to thirty per. , .
..)

cent of. tlie cbB.r€;esfor depreciatl'on as ora.tnarily computed.. .' . . , .....
in tl1epatte tis i:is'materiBilyiess 'thaJi'the percentage

. ...,

of increase in cost of' 'new pian~"~d~stru.ctionovor pre-war
i •• 

cost but it is deemedaPPropriate"at the oomentpending
, ..

". "further study. "
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Note---pF.l.l"ticu1arly.t~t. ~A ~lJDff1ii9n ..1nM~tes j~~ the
, ,

charge of $5,800,000 ,to covee.dep~~t~on o~,:e~~. ~ep~E¥Dontcost.
of facilities was .$ncl\14ed .in, .the.~tem.ttPrpducts and ,se~_c~s bought."

. ":. Tl11sprocQdura. is: cl-early contrary': to ~. Qoncept,~f.g.~reciation

accounting whfchwould.distribUte. the ,!,\Wst of."t1le assets 'over their-
estimatad:'l!urefu1lives in.,a systomatit and rational, manner,cam results

in a direct. Understatement of profit. as detemined en' the _coat basis.

A fourth and last variant on the. treatment of ,high construction

coste tbnt has' cometo ~ attention is the case of-~nt. This
\

companY"sSemi-annual' Statement....as of June 30, .1947, to its stock-

mlders inclUdes under ffRaserves" in. tho balance .shqet an i tam

"Excessive Construction Costs ~ .10,500"OOO,~ aad a c~gt":l in the

statement of.:Gonsoliaatod Income"df (l.'similai- amou,nt;of ~hich

$5,.300,000was for ,the first .qUarter~ The:,chf)rge.;s ~ym. as a

deduction .1ntnediately folloWing the caption "Net Oper~ting and Other. .....

Income"before arrivi'ng ,a.t.-]'liet Incompfo;,. the P~l'iod!~~d: is captioned

"Provision for: Excessive. 'Construct~on,Cpsts,•.tt , amo1JIl~sinvolved

are approximately one-sixth of the resulting net incomefor each
\. •• -l'

quartei',1" .The note r~lati~ to the .;it~ readS"~ fC?l.ilows':

: I '/ .. "Currant consbructdon costl$ are .be~ieved.to be. ,

excessive. ~raforet effecti.ve1Jan,mryJ., ,19,!7, t:q.e

',':Co~any-' e;l.ected.to' entic1p~t.f3accelerat~d deproq!a~~on

'in the ea.rly.~ears 'of op~ration of ,newlY99n~t.ructed

plants by setting aside out of Net Operat;ing ~ Qt~r

Incomea reserve for excessive construction costs in

-


J 

, 

~ 



-'--_:e-:. ~:."'.:: --;:-t~~ '':=_;:~.:~ : ....

:,

~ 25-

the year incurred.. It'18 the present intention that,.

when the plants comeinto operation.. depreciatiGn .Will

be provided at narmal rates on the gross amount.of

plant cost.!'

As I read. the quoted footnotes applicable to the lbPont and

Steel statements it appears tbat these compNl1eshave determined that

extraordinary depreciation cMrges are necessary for the current year

on opposite grounds - one on the theory that current costs of con-'

struction are t~ranly excessive and. should be a.bsorbed immed1a.tely;

the other on the theory that present prices are here to st~,. or at

least for some time to come, and that replacement of current facilities

will be at higher price levels which should be provided for now. . I

can find no basis for reconciling the procedure folloVJedby either

Steel or DuPont in their current quarterly reports to stockholders with

any generally accepted treatment of depreciation or with the principle

of matching costs VT1th revenues, And, in my opinion, abandonment.of

the cost basis. of accounting in favor of any of the plans so far

revealed in current reports is unjustified unless and until reconsidera-

tion of every aspect of the problem (for the problem is not new)'.
indicates the propriety of such course,
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