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FOOTNOTES TO FINANCIAL STATEMENTS

Not since 1917 have I had the pleasure of being in Richtoond. At
that time, as a junior accountant industriously engaged in checking
footings and postings, I could have or at least would have answered any
accounting‘problem. Tk}at was 30 years ago. Now I hesitate to attempt
to answer any accountirxg problem but I do have some opinions which I
shall venture to express. You will understand, I ¥mow, that these
opinions arrer strictly my own and are not to be congidered those of the
Commssion. |

The sub,)ect upon which I have been asked to talk is FOOTNOTIES TO
FINANCIAL STATEMENTS. I worrder if any of us has ever thought of the ‘
part that footnotes play in our daily activities. Your railroad time-
table has numerous hieroglyphics referring to footnotes (usua.ll:)r in

chMiTl;e print that they are scarcely readable) which state that this
train runs only on yveek—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 agsinst you must reeo. several
paragrephs of footnotes which may indicate that after all it anything
happens, it's your fault and you can't expect the insurance company
to be responsible your restanrant bill-of-fare is generally replete
with asterisks which refer to footnotes informing you that the
"complete" dinner includes everything except soup, vegetables,
beverage and dessert I recently saw one of these large size bills~of-

fare in a restaurant window which included an item "Special fresh

vegetable dinner with poached egg"; an asterisk before the item
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referred to a footnote which stated ';N,o ".i.‘reﬁ.sh -vegetables.. . Footnotes
are encountered at.:every turn; it seems that ghey are as unavoidable
as taxes.

And rare, indeed, is the case of financial statements containing
no footnotes., It is:practipally impossible to présent an understand-
sble and candid set of financial statements without some explanations
which, as a practical mz:),tter, can not be shov'{n on the face of the
statements. And no basis exists for determining just what and how
many notes should be shown other than the'applicable circumstances.

We have all seen statements which contain so many footnotes or such
lengthy ones that they confuse rather than enlighten., We also find
statements the usefulness of which is impaired"by the scarcity or
terseness of footnotes. ‘

The necessity for footnotes is attributable as much to the md.e
variety of generally accepted accounting principles which ex:.st in
some fiélds as to the lack of generally acoepte?. accounting priociples
in others. |

At present Regulation S-X, which is the Commisgsion's basic
accounting regulatioh and which prescribes the form and content of
most financial statements filed with the Comission, makes provision,
with rospect to commercial and industrial companies, for tﬁirty or more
footnotes. Not all of these footnotes are necessa.rily applicable to
any one set of financial statements but might be were all the circum-
stances present. Obviously it would be highly des:.rable to dispense

with many of these footnotes. But so long as opt:.onal accounting



principles may be a;;plied*withirespect to similap transactions or
chemeleonic captions may be used in financial stateménts, it seems
essential that, in statements filed with the Commission, complete
explanation be required with respect to such matkers as depreciation,
depletion and amortigetion policies; the basis of (carrying plant and
property, secur:.tleg and other assets; the source, nature and use to
be made of reserves, and many others., o '

' Tho accounting profession has been strivimg for mary years to
establish a code of principles and practices which will result in
financial statements that are meaningful, consistent with regard to
the treatment of similar '.'transactions," and which are not subject to
misconstruction. Much has been accomplished in this direction,
particularly during the last eight or ten years. As you know, the
American Institute of Accountants has published twenty-nine Accounting
Research Bulletifs and twenty-two Statements on Auditing Procedure
vwhich, while they may ngt always be followed religiously by the entire
profession, hdve made the profession-alive to'its problems, and the
Commission has béen, I think, of considerable assistance in this
program,

" Usually when an accounting principle or praéi:ice. vhich may have
been for many years the subject of debate amiong accountants, becomes
generailj" eccepted by the profession, it is ificluded or reflected in'
our forms or regulations. There are, of ' coursé, eiccep}:ions to this
procedure, principally in situations wﬁe}e. beceuse of the requirements
of the variocus statutes administered by the Commission, it is
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considered 1mpract1cab?:e or. contra,zy tq the bes" 1nterest of mvestors
to adopt the p‘rof‘essi‘on's Viewpoint. , Such cases, however, are

. . Ta this comaction the Commission, in 1937, emounced a progren
"for the publication, from time to bime,. .o‘f opinions on account_ing
principles for the purpose of contri'but;ng to the development of
uniform standards and practice in magor accounting questions'" Pu.rsuant
to this program there have been publ:.shed s:.xty-three Accounting Series
releases, some of wh:.ch indicate theComm:.ssron's Views on accounting
matters but most of which constitute an expression of ogpinion by the
Chief Accounta.nt concerning accounting and andztlng nrinciples and ’
practices. Many of these oplm.ons expressed by the Chief Accountant _
have thedr counterpart in the Ins,ts.tm,l't.e releases referred to previously.
Gertainly. to apyone familiar with both the Institute and the Commission
releases it must be apparent that both organizations have the same
ult;ma,te goal in nu.nd.

There still remaln, however, many po:.nts upon "'hloh the pro-
fession ‘1s not in agree_ment,and in respec't of '.wh‘;.ch optional treatment
is found reflected in financial statcments. Furthermore, new pro.'blent‘ls
are ar:.sn.ng almost daily and 1.t is especlally as to these unsettled
and new matters that the necess1ty for or des:.rabll:.ty of footnotes .
comes into play- It seems to me tha,t 1n such cases only by means of

concise 'but clearly stated explanatory footnotes can the 1mport of )

the statements be conveyed to the reader. .

. . e .
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"Bt special “ntsrest i Hiy distussion ob Potiotes is the
Commission's" Accoun‘hng Séries Reldase “No. 4 iested April 25 1938.
Thi s “release” eXpresscE” a*‘basic “administrative’ pahcy -of “the Commission
as to financial statefionts. * It deais *wi‘th-’the':ia‘r‘ge arca where
' spdcifid rulles and regulations as to methnds and ‘procedires of account-
* irig to be followed Bre héither practicabls hor Besirebld and vhere
‘¢hief rolianch of the Gommission for £His' protection of investors: is
found ‘in accountitig principlés’ and practices which have beén recognized
as sound by préi‘es:sfénal accountants Zénerally,” The rolease reads as
follows: ' ' s
WIn cases whére finsncidl statements filed with this
" Commission ‘pursiant té its ‘rulés and regulations under * ¥
" the Securities Act of 1933 or the Securitics Exchangs Act ' *
- &f 1934 ‘are prepared in actordance’ with accounting’ -t - 4
¥ principles for which there is‘mb substantial authoritative. ¢
E "s'ﬁpport,*such financial Statements will be' presumed to '
be misleading’ or inaccurate despife discldsures confained -~ "
" in the certificate of the accountant or in“footnotes to
‘the” statéments provided: the matters involtved-are material.
In cases where therc is a differénce of opinion between the
" Commission and the registrant ds to ‘the propor principles
of accounting to be"fo]:io‘we&; @iselosure ill be accepted
in Tieu'of correction oF the “finsncisl ‘statements “themielves
only it the pom"ﬁs mvdlvéa are “sich that ‘thore ‘1s ‘sub-
2 stantlal au’chon’tative support for the bractlces followed
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by the registrant and the position of the Commission has
;» not previo?sly beep.expresggﬁ in rules, regulations or
k other officia]l releases of the Commission, including the
publishcd opinions of its Chief Accountant.”

The application of Release No. -4 to the subject of footnotes is
well illustrated by Accounting Series Release No. 53. ~In that release
the Commission dealt with a practice - tolerated by some accountants
an@ sincerely adVACaxed‘by otber; - pursuant to‘which thé current’
income account was Eharged, under the heading of income taxes or
charges in lieu of incom; faxes, not only with the actu;l amoun? of.:
income taxes expected to be paid by the company but also with an
additional sﬁm‘equigglept to the reduction in taxcs brought about by
unusual,circﬁmstancég in a.pérticular year. .This additional charge
against income was, in most cases, offset either by a crediﬁ to surplus
or by utilizing the ?educyion for some special purpose such as elimi-~
nating é po;tioﬁ:of.unamo;tized discount on bonds, The Principal
conclusions announceg in the apénion were that: ‘ .

1. The amount ;hown as provision for tazes should reflect
only actual taxes bg;igyed to pe payable under the
applicable tax laws;

2., @he_use of the caption "charges or provisions in lien

: of taxes" is not accepta.ble, and
3. Ifitis determined 1n view of the tax effect now
.attrlbutable to certaln transactxons to accelerate

_the amortlzatlon of deferred charges or to wrlte off



"-'losses by means of charges to the :anom account the
‘charge made should be s0 capt::oned as to rndlcate ‘
clearly the ~eXpenses or losses be:.ng written off,

‘In the many cases cons:.dered by the Commssion wh:.ch led to the
adoption of the releage there seldom Was any queat:.on as to the
adequacy of the factual or technical dlsclosure mmished in footnotes.
It was the Commissmn's opinion that these disclo'ures, however .
extensive they might be, did not overcome the fundamental misrepre-
sentation 1nherent in the resultmg statement presentation. The
Commission therefore reached the ”co‘nclusion that amendments' would be
required pursuant to Release No. 4. In view of the confl:.ctmg oplnio_n‘__
contained in the Institute's Bulletin No. 23, the Commission felt that’
it was adnsable to formallze 1ts views' in Release No. 53 and therefore ‘
bring into appllcatlon the second part of Release No, 4 whlch requires ‘
amendment where the accounting treatment is contrary to an express
rale, regu.lat:.on or Comm:.ss:.on release. ‘ ‘

You, of course, are fam:.llar w1th and v:.tally mterested in the
various accountlng problems, old and new, the solutlon of whlch is .
bemg sought by your professzon. B Some of you, I know, are actlvely
engaged elther as 1nd1v1duals or on comm1ttees of your state soc:.et;s,r
or the American Instltute, 1n solvmg these problems. I should 1ike
however, to review brlefly these problems -- Oor at least some of the

2.

maJor ones -~ as they ar:.se in formal statements filed With the

Commssmn, to mdlcate our v1eWp01nt thereon and. dlscuss the

mportance of footnotes in connectlon theremth
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Because of the comglexity of the proﬁerty accounts of public
utility companies financiai statements usually contain lengthy
footnotes discussing the nature of the properties, their est:imated
useful lives, and the basis of providing i_‘or‘deprecie—tiqn thereon,
Until quite recently it was not unconmoe to findi a quallfication in
the accountants! certificate applicable to a puybliic utility statement
worded as follows:. ‘ '
% * % Subject to the adequac;y of the provisior; aled the.

reserve for depreciation, as to vhich we are rot in a
position to express an op:l.m.on, the accompanylng balance ]

s

sheet * * * prescnts fairly * * ¥ .
Such a quallflcat:.on, even when the company's depreclatlon‘ methods were
fully expla:.ned b,/ footnote, left the reader of ’che fmanc:.a.l state—
' ments- in doubt as to whether the depreciation reserve, shown on the
balance sheet and the provisions for .depreeéap;qz{ included in the
income statcment were adequate. It is gewv'é)eénm;ssipg 'poli.c;.r that the
accountants' certificate mll be unacceptable if quallf:,ed in this
respect. If the accountant has .any d.oubts as to the adequacy of the
depreciation provisions or reserve, or if he thinks them 1nadequate, _
he is required to so state in hls certlficate. ‘

The 2doption.of this policy by the Comm1ss1on had an 1rmned1ate
effect upon the content of footnotes pertalnlng to deprecmtlon. For
example, the .aecountants? certiflcate conta.lned m a recently filed
registration statcment was quallf:.ed in the manner 1nd1cated prenously.

The qualification was removed from the cert:.flcato 'befere the statement

"
i
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became effect:.ve tut the footnote expla:.ning the manw's deprec:.atlon
practices was changed. The footnote conta:.ned in %he financial state-
" ments as onginally filed mchcated. that the retirement reserve method
of account:.ng had beem followed, that app:tzcable wstens of account
prescribed by regulatory authorities provid.er}.~ for @epreciation
accounting, that studdes were in process td develop a method of
accounting conformingte the systems pressribed, and that

"In the oplnlon !;f the management the property retlrement

reserve is adequsete 1n amount to reﬂect t‘he accrued _

'deprec:.at:.on in plant and property. determIned on an age-

life basis in ‘accordance mth accepted methods of

d@reclatlon accountgg although sucn reserve is not

believed to reﬂect accmed. d.eprec:.at;on ccmputed in

accordance with the so-called stralght-lme (or zero 1nterest)
mcthod, ¥ [emphas:.s supphegﬂ
As smended the phrase "detormined on an age-hfe bas:.s in accordance
with accepted methods of depreciat:.on a.ccounti_g" [ mphasn.s suppllec_i]
was changed to read "determz.ned on an age—l:.fe basis cal atg

pursuant ‘to the six per cent present Worth mcthod of depreclation P

+

accounting, " and the follov.ring essent:.al statement was added to the

note: . .

. "The ‘Company has recelved an op:.m.on « . [' rom 1t__7'
'mdependent consulting englneer 0.0 which supports the

& -

: oplmon of'tne management c@ressed 1n the preced,,ing

-

sentence L



, - * - s - - — .
. . [y R . - L -
: : - 10 ~ T , )
- ~ .’ * - ~ ~ - _

The independent eccountents. then added the f_ollojwvtng inforior
paragraph to fheir cortificaber .. . .. ... . L ok

"As sta.ted,*.i.n;.,th.e_ . & « ..the general pragtice of the .. | |
company is‘ to make such appropriations to property -retir.e--.: o .
ment reserve fro‘xp cu.rrent income as are considered by ‘the ;& ---
management to be necessary to j;_;rovi,de..far retirements when
they occur, re.tner.then ‘pn,:t:he r,_basire of estimated yseful
lives of individual units of 'depreciable property. We have
reviewed the studies of the properties made ,’,by the
independ.ent gonsulti‘ng engineer mentioned in the note . . .;
the accunmlated property retirement reserves « o o and the
related provis:.ons : . are adequate to meet the requ:l.re-

- ments of deprec;atlon _@cothIMer the six percent

. present-worth mothod, although not ynder the straight-line
method , . ." e - - |

[ .
3

Footnotes are especially important in.conngction with a problem

that- has been of cons:td.eralble concern to e in recent _years; one wh:.ch

L e b e wb s

results in frequent citing of defic:.encms in.the feruxpf requests for
greater clarlty m presentat:.on of the facts, and. occasionally in a
change in balanco she&t and proﬁt and. loss treatment. I have in mnd
the question of employeces' pensions. .

In the great ma,jority of .Gases these pension plens arc voluntary

at the will ofh!the menagement. AAs a practical na,tter Iqthmk_ serious

consideration should be given to the proposition that even under.
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voluntary plans’ in.which there:is mo strict legai diebility ~to-'contimie
pension payments a corporatefmanagement expecting 4@ remain in business
and enjoy good labor rglations would not:-~-s-if in fact it could ~—~
abandon a'pension pian, .and a realistic approach fg to recognize the
liability.. However; 4m .the absence of a clear-cyt:iegal  liability we
have not, as a mat':ter:sf- policy,insisted upon- the showing of an
actuarially. determined Jiability for the accruing pensions., Instead.
a clear footnote explamstion is accepted.

If the plan -proga.de's for the purchase of sgnuity contracts -
from an insurance E:énpany or the establishment of a trust funé, in
oither casc bascd on past dervice of eligible employees or former
employees now ofi pension, we are faced with considerable diversity
of opinion ds to the proper accounting, - The -funding of pension costs.
based on past’ service may. be' accomplished by lump sum-or. instaliment:
payﬁéﬁts 'to the trustee concurrent with payments covering accruals .for.. .
the -current year. Payments covering the currcnt year aretbl'early -
profit- end -Toss charges. Payments based upeh past service,. whether:
they be-for tle benefit of former ecmployees now.on pension or
e@ioyees' ‘currently . on the payroll, :are claimed by some .to..be pxoper
charges to'earnmed.surplus on the grounds.that such payments are-for
service rendered in prior years and have no reldtion o gurrent.- -
income., A'more-réalistio view isthat, In’either case, payment : .
actually is being made for:a turrent benefit in:the foim. ¢f .better
employee relations, reduced labor turnover and.other-benefits currently
and in the futurc and hence the payments should be charged to profit
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and, Joss; and meny companies who, file. statements.with the Commission. -
felt that until such.time as ymiformity. of practice is attained in-
the profession with respcct.fo.this problem. or which will prohibit
direct charges and creditg. to earned surplus, insistence upon the
charging of.thesec payments to profit and loss is unwarranted. Under
either procedure it is essential that.the circumstances be fully
explained. ‘

The most serious problems arise in a fe.vz cases of company
managed pgnsion plans which create a legal liability. In. such cases
the liability should be d.etergxined on an gcl:tuar;tal basis and given
recognition-}g the accounts.  If the ipre}zccablg.element of ,the plan
app:!.ies’o,x‘xly: to thosc qualified al}d'placed upon the pension rolls the
question ?;hen_g,riscs_ as .t_prthe ;a_p‘px_'oaching li;_a,bilj:ty, for active
cmployees on the ‘pg'yr,q]_.l., As I indicated earlier, I think a realistic
view of the problem Woulc} require at least a surplus reserve determined
on an actpg_rial bagis although in practice a footmte‘explanation is .
all we insist upon. Recent experigncé with pepsion plans indicates
that, the independent agcountant should reyiew tbeir terms with the,. .
greatest care and question management and counsel. closcly as to the
precise nature of the obligations imposed 6n the company by the plan,.
for in some cases the actua]l liabilitics have beon substantially
understated. vhile, in others inedvertent misropresentation has crept.
into explanatory footnotes., .

H

.8
ok

I
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. Another unséttled problem involving footnotes -~ a problem that
has' ain dormant for a mumber of‘'years but which bé$ come to life
again 8s.a restlt -of imflated prices = involves the creation fram
income of reserves for Poture inventory price decliries and losses,

The result, if not the ebjective, of this procedwee, in my opinion, is
improperly to reduce:suerent profits and increas# profits of subsequent
periods. It is our pesition that provisions made $o reserves for

inventory losses mey be charged against income only to the extent that
s

the losses have actually taken place but Have not been realized by use-

or sale of the materials involved. And any rescrve se provided, being

a valuation reserve, should ‘be d.educted from the inventory on the
'balénce sheet. If it is consxdered necessary or desirable to provide
a reserve for lossos which it is expected will oceur in the future,
such provision, in my opinion, is’no more'than an sppropriationsf net
income or earned subplus and should be so troated. ' £

In a mumber of instances statements have beon filed réflecting:
ths use of novel ‘inventory methods and involving a réserve for future . -
losses. ° In one or twWo cases a major fault-of the procédure was simply’
the fa:.lure to ‘explain in the footnote that tho' purpose and effect.of
the reserve ‘'was to place theinventory-on a EIFO basis. In the other
cases most. of ‘tHe reserves wore, in’cur judgment, surplus appropria-
tions. “As o those wo have Tequired thit there be-givén'a clesr -
footnote explanation-of‘this fact together, of éourse, with corfesponding
statement troatment and a representation that the rescrve #Itimatoly
will be returned to surplus.’ T AL
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In one fairly typical :case the:compidny explained its inventory
feserve ag representing the amount .by which-the valuation ;ofinventory
quantities on hand-at the beginning of the year was increpsed as-a -
result of -applying the customary methods of pricing inventorics (which
was FIFO) at the end .of the year, after giving conéidoration to ‘the -
income tax effect. It stated that its.intontion was to charge the -
reserve with inventory losses: (net of tax -effect) that might result
from possible fut__gre price declines.  The prgvision had’ been includéd.
in cost of sales but the resorve .was carried on the right-hand side of
the balance sheet. As amended, the reserve was shown .as a deduction: -
from the inventories and the footnote was changed to state. that the-
procedure had approximately thc same effect as .if LIFO had becn used.

The question of.inventory rescrves ‘a@‘ingt;;future price declines
illustrates the inability of footnotes to:deal with such ipherent .
deficiencies as the lack of objective criteria anq.-;i.nco\nsist,ency of -
internal statemcnt treatment as between the income provision and ‘the
reserve on the balance sheet, the principal difficultics we -encounter -
with most reserves.qf this kind, . In-the early cases which we dealk. . -.
vith it was found that no -amount of cxplenation that could or would
be given as to ‘thg character and operation of the reserve ,satisfieé“the
requircments of method.s ,such as LI¥Q, PIEO, average cost,.ctc., having -
the characteristic of being systematic; objective and not-subject to. .-
tinkering ‘bocause of a}leged: special. cireumstances.

Another old problem now found -in a new-setting 'concerns the - ;.
cstablishment and use of resecrves for war, pgsi-war, ~and. general



~15 % -

contingenciesi Although-similar reserves have -appeared occasionally
in past years, fhe-reserves’ that: came: into existobte:as .a pesult 'of:the
war- have:cafised-us. théshost :troudble; *In view of the: very- great. . U
diversity -of°acesunting tréatment in actuval practitcs z#d. ths vidsly
varyiag opinibns heldy the solution we turned to'imitially was bésed
on disclosure, meaning largely footnotd ekplemation; Briéfly- statad; ° -
our- pragtics; -as-sutlined in Accounting Series Reltasce Nos. 42 and
54, hss been to require with respect te’ reserves &:full disclosure-of -
their solrte,  nature and disposition énd to the Broatest éxtent possible
a demonstration that: the cost or expehse under. consifleration isdirectly
or fairly ‘allocable to fhe income’ of the:year: in which“the provision. . .
is esteblished by charges-to profit and lose. .Rscent practice has been
to require’a positive statement in & footnote relating:to the reserve
that "the ‘account -will mot be used in .such a manner as to relieve the:
inconie acéount -for, any *future period vf-a charge that should properly -
be madesin:that period and -thdt any wmsed portion.of.the reserve: will-
be creditéd to earned ‘sprplus-when no langer required:for-the purpose. -
for which éféated. In my opinion chargescreating rqserves:for. -
unforesdén contingeficies of future periods have nd place.in ths deter-
mination of‘net income. If'sich reserves are ‘established - and it
is by no means a-settled question that thsy should be —the &ppropria-
tion should’ be mede ‘from earned surplus. - *

Our’ allergy to the creabion 6f réserves- suéh as'the  foregsing -
should noté however; Y& construed as applying to. hiStssary reservés. -
We had ‘an’ thterestifig cags not so long ago which further illustrates
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the importance of footnotes, how they are such:a‘part:6f the financial
statements and the-accounting involwed:r that. it must.pow:be, obwiqus:to
anyone how futile .it.is to try-to think of: the-statements and-notes-as-
something;distinet ard:separables-- The case also illustrates the ..
Commission's -concern with inadequate fooipote disclosure and.the extent
of correction that mgy-be required. .. v - Ceu . o v e

In this case tae company; -a.public utility, carried an invest--
ment in certain property on its books at a: figure of approximately
$47,000,000, .The uiility, which was under order- to dispose of: the -
investment, proposed: to: sell securities and for this purpose -filed,
a registretion statament with the. Commission. The company had & . -
general:reserve of approximately $8,000,000 which it intended to be
used to absorb the loss on disposition, However; the ddentification
of this reserve with the anticipated loss in the investment-was not
made "in the statements or footnotes. Moreover, “the applicable footnote,
vhile acknowledging the possibility of a-loss of indefinite. -amount,
failed to state that the company itsclf-edmitted-a probable loss of
sonething like $17,000,000. Our study of the question ipdicated an
even greater loss, * Subsequently :the company amended the footnotes to .
call attention to the -existing reserve but did not change the explana-
tion vhich stated that -the amount.to be realized from the property.
could not be dotermined in advance of actual sale and that in the
opinion of the officers of the company the amount at which: the -
investment was- carried, less the reserve,. was. substantially in excess

of probeble purrent realizable emounts. We-considered.the statements
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deficient because of .the failure either to disclege the extent of the
probable -losses or to provide adequate reserves, fince adequate
reserves would. hs}ve'ham,a necessity in the face gf full disclosure
and since proper prowigion in the accounts would hewe created a deficit
for the company, the gempany requested and was granted permission to. -
withdraw.its registrgéjon statement.

Another -recent pegistration .statement filed with the. Commission
highlighted the importance of an early solution t8: the perplexing
problem of the income and surplus account., Should the profession fail
to reach an acceptable solution for the uniform treatment. of extra-
ordinary chargesand credits to. income or surplus, investor confidence
in the reliability of  certified financial statements may be undermined.
In the case.l have in mind the consolidated profit and loss statement
filed: followed generally a normal arrangement except for the deduction
of minority. dnterests in profits. before a series of debits and credits:
relating to inventory reserves and cormitments and the omission of
descriptive or identifying captions for any intermediate. balance in.
the statement.. No balance was 1abelled "Net Profit or."Net Incomo" .
or "Income :for the Year.! The final figure was described as "Balance
to Barned Surplus,” TWhen asked what the net income wes,” the certifying
accountant answered that it was debatable and by omitting captions the
reader could decide for himself, It scems to me that:it is the.
responsibility of the manmgement to determine a net income figure and * .
label it in any profit and-loss statement intended for public use. - The
. accountant..in hi's& certificate .commits. himself as to the fairness of the
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nenagenient 's determination. We required a rearrangement-of- the state-
ment and a proper description of intermediate and final balances to-
indicate clearly“¥hat the debits and credits relating to inventory
reserves and. cormitments were- considered by the management -and. the
accountents as affecting the current year'!s profit and were not
provisions for losses assignable to future years.  In this connection
it was necessary to revise the footnaote deseribing the basis of
inventory veluation to indicate the relationship of the reserves to
the inventory methods employed. -

Accounting for fixed assets is the subject of footnote treatment
in all financiali¥tatements filed with the Commission in which the
items are present. As you are aware, Rogulation S-X requires as a -
footnote to the profit and loss statement a statement of the policy
followed during the period with respect to the provision for deprecia-
tion, depletion and obsolescence of physical properties, the accounting
treatment for meintenance, repairs, renewals and betterment and the
adjustment.of accumilated reserves. at the time properties are .retired
or otherwise disposed of,- During the war and immediately following
its close the treatment of emergency war facilities also was the
subject of necessary footnote explanation.. .

Interest in the accounting for fixed assets, as in. the case of
inventories,. follows closcly the trend in the business, cycle, The
19201s were a period. in which the upward appraisal of fixed assets was
popular and the importance of higher replacement costs and presence of .
values in excess pf the book figurss was stressedin financial, legal
and regulatory grcles. The 1930!s saw a reversal of this situation
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and" extensive writédowns of propertics were the wegus, sl'ometim'es “to -
the extfeme of reduction to nominal amounts and th& practical
elimination of -deproedstion -charges, Ebbtn;)te explanations of ‘the
situation were a neeessity if proper comparison ef results for a scries
of yeais was to be meds.

A 1itt13 ‘oved & yosr ego- the Cormission eomsidered a registration
"statement of a mhnufacturing company in which thé footnotes revealed that
fixed assets were cerried at appraisal values. Phé independernt -
accountants! certificaté was in standard form amd -unqualified., Inquiry
developed that the company followed the policy of retording reappraisals
of its physical properties from time to time f"to the end that the -
book value of the dorporation's assets sand of its stock might epproxi-~
mate ‘'as nearly as possible to -current replacemont values.? We'took
the position:that this procedure was contrary to sound and generally
acéepted accounting principles and requiréd a revision of the
financial s¥atements to-a cost basis despite the contention by the -
certifying accountants ‘that the use of appraisal values for the’
purposes of reéporting fixed: asdet values is'sufficiently widespread
to constitute the use of accepted accounting principles and practices.
Accounting Reséarch Bulletin No. ‘5 published in-April 1940 was citéd
in support of’our position. That bulletin, asd you may récdll, states
that MAccsunting for fixed assets should nomally be basod on cost,
and any-attempt to make property accounts in-genmeral” reflect current
values is both impracticable and indfpedient. -Appreciation normslly.
should not be reflected on the books of account of corporations.f No-
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dissents; to this bulletin by any members-of the Accounting. Precedure -
committce were noted. The cost hasis for tangible. fixed assets was -
reaffirmed inBulletin No. 24 published in December- 1944

..i~-. . The term depreciation.as used in accounting has been considered

by the profession for many years and has been, the subject of reports
by the Committee on Terminology of the American Institute- of Accountants.
Tro-of these reports have been published in the Accounting Research
Bulletin series, Nos. 16.an5. 20, The latter in November 1943 defined
- depreciation accounting as "a system of accounting vhich aims to
distritute the:cost or other basic valus of tangible capital assets
over the astimated-useful life of the unit (which may be a group of
assets) in a systematic and rational manner, Ift is a process of
allocation, not of valuation." I had believed that this concept and
that of the cost basis for recordin% tangible fixed assets had attained
-practically complete acceptamce in accounting circles-in this céuntry,
However, the high price levels since the close of the war have .
resulted in some evidence of -a resurrection in business circles of the
.attitude of mind which prevailed in the 1920!'s with respect to plant
,and equipment values and the accounting ‘1:1,13re;t‘or.~ - Reeent public
diseussion in financial journals has revived the theory that deprecia~
tion accounting is directly related to replacemen} of fixed assets
and: that - currently reported profits in most cases are overstated by
the failure to recognize this alleged fact, Application of this idea
in fipencial statements in a diversity of forms has come to my

attention recenrtl'm
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of '$500,000 under resewves, in its. balance sheet ltbelled "Appropriation
tovard excess of futuwe replacement eost of macbinery and equipment
over driginal cost.®. :Fhe profit and loss statemat shows a caption
"Net profit for the yemr" from which the $5oo,occ appropriation is
deducted and the finad czption is described as Wount of profit
transferred to eamet surplus." The conplete fostaote e@ianatieh'is
WPursuant to action Yy the Board of Directors, tha Gompany mde an
initial a,npropr:.atiom of $500,000 out of 1946 eamings toward the
excess of anticipated replacement cost over origina.l cost of its older
and less efficient machinery and .eqqipmept, This does not "represent
the total of such additional cost that would be experienced if the '
Company werc faced.with irmediately replacing all of its machinery
and equipment and does pot take into account such possible costs in
regard to land and buildings." | o

While I can .see no objection to this treatment of what is, in
effect, a surplus reservey-I fear that, the lest figure on the proﬁ.t
and loss sStatement rather than the "Net pxpﬁt for the year" before
the deduetion’ of the aprropriation will be cons:l.d.ered the net profit,
An apprOpriation debit in.the.earned surplus account instead of in the
profit’ and iohs account would avoid the possibility of confusion.

"A-Second approach to the problem of the effect of the high
level of prices on fixed asset costs is fqund in a proposal which we
were asked-to gdénsider to segregate by soms formula the excess costs

w

\ incurred ininew construction and %o amortize the sum S0 d.etermined
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over an:estimated.limitédiperiod-of cxcess eavnings ~- the basic

relement. o D& subject: to.normal-depreciation. -This procedure carries l
over. yhefprinciple‘iafabhe:.‘ti-eatmént of war_time emergency-facilities .

- to pedce .time operations; ++The:iden seéme.,to be subject .to coertain.
defects in'conforming to.thé concept of allocation of oostA over- C
estimated useful liferdn a systematic and. rationsl menner in thab the
period of excess earnings'and:extent.of the excess cost appear- tc be
difficult to determine; . .-.-. ° .. - . o

A third treatment of the problem is that refiected in -the United

‘States Steel Corporation-Quarterly Barnings Report to its stockholders
for-the’ quarter ended June 30, -1947. This. report. shows under the
caption "Wear and: exhamstion of ;kacilities.'" two items - an amount
based; on-origina‘l cost: followed by an.zmount "Added.to cover current
cost, " $6,700,000 in the second querter, $12,500,000 for the half -
year. No indication was given in the first qua:tterfs roport that this
innovation in -accounting proceldure had been ajopted, The explanation
ir the second quarter!s report warrants quotation in full:

<

~ 1. "+ -"The reported income for the secqnd quarter of ‘1,947
... ' refects an.increase of $§,700,000 in the amount deducted:
' .1 a8 a-cost covering:wear and exhaustion of. facilities over

. that based ypon the: original- cost. of sueh facilities.. The
‘present-day- cost. of new facilities to replace. those warn

.-~ out through use: in. production is substantially more than -
thoe original: .cost: of the facilities. so' replaced, If the

- -' charge -for wear and, exhemstion.of fapilities installed -in



‘5 4
. %
HE T . L. -
e # LIS
B o ,_‘5‘2"3 —— Vs
PN

earlier years is contimed on the 0ld basis of the:.r
" ori’glnal cost, the resultant reserve w:.lI e inadequate to
" cover ‘the cost of the re-)lacements Whlch #ill be necessary

. when these ‘eariier facilities have served .their useful rifc.

. "In the first quarter of 1947 the piodblen was dealt
with tentativély by including a provision-for a part of

the cost of eurrent construction in tﬁe gharge for ;ooes

and servicss purchaseds L

«¥In the present statement the’ amount so charged and

a corresponding smount” for the &dcond quarter are shown
as-additions to the charge. for wea.r and exhenstion of .
" facilitics as ordmarily computeo in the pas'c. The principle
involved is analogous to that applled by 'U. 5. Steel since
1941 in thS use of the' 'last-in, first-out! method of
determining the cost of products ancl serv:.ces sold in
' respect of inventories. However, the added amount ‘for wear
and exhsustion is st presently ded,uctible for income tax
«  Whe additional charges are eqwﬁvalex:i; o thirty perm
cent of the charges for depreciation as o;dinarily computed
in the past. This i materially less than the percentage
of increase in cost of new plant constmction over pre-wa:r

cost but it is deemed appropnate at the mment pending
further study," o
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 Noteparticularly that thig explemetion indicates thab the
charge of $5,800,000 to -cover depreciation on excess, replacement cost
of facilities was jncluded 4in the-item "Products and services bought."
» - This procedure. is clearly contrary:to any-qoncept.of depreciation

accounting which would distritute. thergost of-the assets over their
estimated dseful lives in.a systomatié and rational manner,.and results
in a direct understatement of profit as determimed on the. cost basis.

A fourth and last variant on the. treatment of high construction
costs that has come to my attention is the case of DuFont. This
company!s Senﬂ-a;mtxal‘ Statement,..as of June 30, 1947, to its stock-
holders includes under MReserves' in the balance shget an item
"Bxcessive Construction Costs = §10,500,000,% and a charge in the
statement of"Consolidated Incomedf a-similar amount; of which
$5,300,000 was for the first gquarter. K The charge is shown as a
deduction immediately following the ception "Net Operating and Other
Income" before arriving.at f'Net Incomg for the Period', and is captioned
"Provision for:Excessive. Construction Cpsts.! The amounts involved
are epproximetely one-sixth of the resulting net income for each
quarter,’ ‘The note relating to the-items reeds-as follows:

: + ¥’ wOurrent construction costs are .believed .to he

excessive, THerefore, effective.Jampary 1, 1947, the

*~Coripany- cleeted: to- anticipate accelerated depreciation
‘in the early years -of operation of .newly constructed
plants by setting aside out of Net. Operating and Qther

Income a reserve for excessive construction costs in
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" the year incurred. It is tﬁe present intention that,.

when the plants come into operation, depreciation will

be provided at normal rates on the gross amount of

plant cost.?

As I read the quoted footnotes applicable to the DuPont and
Steel statements it appears that thesec companies have determined that
extraordinary depreciation charges are necessary for the current year
on opposite grounds -~ one on the theory that current costs of con~-
struction are temporarily excessive and should be sbsorbed immediately;
the other on the theory that present prices are here to stay,.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, .1
can find no basis for reconciling the procedure followed by 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 with revermes. 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.pr0priety of such course,
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