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Four years. ago, my predecessor, Mr, William W, Werntz,
spoke before this body at its meeting in Detroit on the timely
topic of Current Accounting Problems. Two years agp, at your
meeting here in Ann Arbor Mr, Verntz! subject was Trénds in
Accounting. - And now we have distilled the subject slightly by
calling it Some Current Accounting Problems.

In reviewing these earlier papers I find that in 1943, the
middle of the war period, we were concerned with the effects of
serious shortages in personnel on the work of public accountants,
problems of accounting immediately related to the war, such as
investments in enemy occupied countries or in the combat zone,
contract Ijenegotiation and terminatich, war and postwar reserves,
the impact of the high tax rates on aécounting and. especially
financial reporting and to a limited extent with the perennial
problems of the form of the income statement and accounting for
capital stock and surplus.

With the end of the war we find that in 1945 there was a
reanimation of the debate over the purpose and hence the form and
content of the income statement and the related problem of charges :
and credits to surplus. Studies made and reported upon at that -
time indicated that practice in these fields was so inconsistent,
and so devoid of any unifying principle as to be readily susceptible
of misuse and misunderstanding, to the very probable detriment of
investors not expert in accounting matters. At that time too, d&d
for at least the following year, we were conczarned vith the dis-

position of war and postwar reserves and the allocation of expenses
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allegedly. related to the war, or reconversion to poacctime operations.
The trcatment of so-called "tax savings" was also the subject of
active discussion leading to somorhat conflicting solutions by the.
Amcrican Institute of Accountants and jcho_,NCommiss_kionh
This glance over our shoyldors. scoms to indicato that some
of tho problems discusscd two and four ycars ago arc stlll curront
To thesc have buocn added problems that may appear to bo new to somg
people but to othors may bo only o, roncewal of intorest in problcms ’
of othor dccades, L : ' !
- Ronewod cfforts have boen applicd to ono of the problems
of long standing - thc historicel or "a‘].lfflnglus;.vc" incomo
statement versus -the carning poﬂor or "currnnt opera ting p\,rfornmnce"
concopt. Roports I have received of the deliberations of ) tho
American Accounting Associntion last Septombor indicate that no
rctraction is contamplated.in the position token on this .sgbj qct )
in their statoment of Accounting Prineciples Undorlying 001jporat9
Financinl Statomonts,” The Associsfion's.statemnt of the historical
concopt as applied to- the income account was cxpressed in 1941 as
followss .
- "Income is moasurcd by ‘matching Tovenues rcalizcd, .
. against costs consumed or cxpirced, in accordance v.r:ii?h f,he
' cost principle., All such rovemios a:gd'.qosts: shquld. be
rcflected -in -the income statement. . ,iny in. this manncr can
- the income statomynts of a"corporiat,ion cxpress completely

.i%s ontire’income history for a purJ,Od of yoars, For any
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onc year the income statemont should refloet all realized
rovenues, and all costs and losscs writton off Juring that
year, whoether or not thoy\havc rcsultcci from ordinary
opcerations.! |
In contrast, a bulletin now under consideration by the
Committce on Accounting Procedurc of the Amcricen Institutc of
Accountants doaling with Incomc and Enrnod Surplus rccognizes the
conflicting opinions on the subject ~nd, olthough not as uncquivocal
as tho statemont of the Amcrican iccounting 4ssocintion just quoted,
in effcet supports the opposite position or carning power - currcnt
operating performance concept since cortain specified extraordinary
items a;'c'o reguired to be cxcludod from the determination of nct
income for the year if their inclusion would impair the significance
of nct income so thrt mislending inforences might be drerm therefrom,
This spparcntly irrcconcilable divergence of vicws between
the spokesmen for the Amcricnn Accounting Associntion and the

Ancrican Institute of lAccountonts on o question of accounting of

- .

such fundamental importance is most disturbing to nc; for it is
to su;ch bodics of professiomul"accountants thrt the Commission
looks for the authoritativc st~tement of eccounting principles
which may be regerded os gencrelly accopted.

Whilo.fho accounting s.taff of the Courission has been, for
many ycars, fully in accord with the views of the Assoéiﬁtion as
quoted above and has lont its support to th\:ir generel adoption,

in vicw of tho widespriad disagreoment on the subject anong
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practicing public accountants and thc convincing argumcnts advenced
in support of both sides of this quostion we have not folt it
desirable to freeze our views by reéomending to tho Connniésion
the adoption of a rulec on the subjoect. Instond it aaems desire;.ble
to obscrve the effects of the proposed bulletin (if it is issued
in its current form) in practice for a rcasonable poriod, a.nd'in
the meantime to accept cither troatment offered on the "grounds
that cach has substantial euthoritative support. It may be that,
as somc of thc proponents of theAproposod bullectin intimate,
supportablc cntries dircct to surplus will b\, so rarc under the
provisions of thce bulletin that the results will be accopfablc.
If this p‘roves to be the casc, it will be a long step forward in
the development of comparsble profit and loss statements; for
analyscs wo have made have indicated a lack of uniformity in this
field botween industrics, companics in the same industry, and
clicnts of the seme accountants, |

A public accountant fricnd of minc has»proposcd another
solution to thc problom which warrants scrious coﬁsideratipn. | His ‘
proposal ls thot in publishing corporetion annunl roports the .
management should roecognize that the financini prosé and investors
trecat the reports as in the nnturc of peoriodic prospoctuses, and
sincc this is so, at lcast 1.:‘hroc yearst profit ond loss staten}cnts
should be included ns is rcquircd for a prospectus updor the
Sccuritics 4ct of 1933, In applying this procedufc the proposal

contumplates thet cach yoar the accounts of the preceding two yoars
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includod in-the report vould be rocast if necessary- to give effect
to chnrges end credits in carned surplus during the current yoar
falling within the accoptable standards of the proposed accounting
proccedurt bulletin., Such a procedurc would be similar to the
rostatemonts necessary in preparing the throe yoars? profit and
loss stateménts and the orrnings summearics included in 1933 Act
registration statomonts and prospcctuscs. Such statoments normally
are not annunl occurrances vith most corporations, Despitc the
obvious merits of this suggustion I an somcrhat fearful that
annual rccasting of profit and loss stotinonts for reports to
stockholders would not incromsc the confiicnce in vhich accountants
arc now hcid — particularly if the rosults of recunt public -
opinion polls arc to be given any veight.

My ovn thoughts in the matter are influcnced by a belicef
that if we can rcach a goneral accoptonce of the viow thot all
cloments of profit or loss recormized during the period must bo
incluled in the profit and loss stotoment for the period, thus
banning any debits and crcdits to carncd surplus for thosc itoens,
wC Wil]: attain o more éai‘cfully considerod periodic report thnn
under the other procodurc vhich permits correction of this yeerts
orrors — particularly crrors in julement — to bo roported
through cerned surplus in subscquont yoars. The many corporato
actions that follow from the ycar's letermination of income, such
as bormus and dividond payments, COII‘Ipli&:IICJ vith torms of contrrets

and indenturcs sand so on, arc adlitionnl rcasons for athering to

]
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the historical or all-inclusive profit and loss statement., It is
contended thnt exceptidns are inevitable in the applicntion of this
method, Iump-sum write-off of goodwill or other intangibles is
given as a common example, If the problem is faced squarely, I
think a sound program of smortization through profit and loss can
be developed to cover these: cnses and thus .avoid the lump-sum
treatment. The problom of over-gencrous provisions for losses
through excessive charges to profit and loss can be met by more
carcful dotermination of the appropriate. amounts to be cons;ldercd_
in the detormination of incomo and the exprossion of conscrvoatism
through appropriation of surplus to general.contingency rcserves
or by recognizing thet-carned surplus- is in fact.an all-purposc
rescrve to be guarded by conservative finanecisl managoment, Such
a program, I sinccrcly boliove, would retain for the accountants
tho confidonce of 'investors and other users of financial statcments
more surcly than a program which would permit the annunl revision
of published profit and loss statcments.

Some of oﬁr difficultics vith profit and loss or incomo
statements result from a growing tondency to avoid dcscr?.bing thoe
intcrmediato and final balances., A sampling of incame statemonts
for fifty roprosentative corporations rovealcd that forty companics
concludod their statements for 1936 and 1946 with a caption of '
"net income" or its cequivalent. Six companies which had uscd the
term "nct income" in 1936 uscd some inc}cf;nitc seriocs of concluding

captions in 1946 with tho result that the amount of 'nect incomc"
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was not clearly indicatcd. Throe companics which hed uscd the
indccisive style in 1936 uscd the torm 'net income!" in 1946 and onc
company avoided coming to a definitc conclusion in both yoars:

This trend, I fear, will be accclorated if it ;)ecomos accepted
procedurc to cxclude cortair; designated types of items from the
determination of net incomec.

A recont rogistration stotomont contained an oxcollont
cxample of the situntion described. The consolidated profit and
loss statemcnt follo?ve.d goncrally a normal arrangement cxcept for
the deduction o:E; minority intcrests in profits bofore o scrics of
dobits and credits rclrting to inventory roscrves and conmitmont.s
and thc omission of descriptive or identifying captions for any
intormediate balance ;'Ln the stotomont. No balance was labelled
Mot Profit" or "Net Incomc" or "Income for the Year." The final
figurc was doscri’t;od as "Balence to Barned Surplus." Whon asked
what the nct income was, the certifying accountant answered that it
was dcobatable nnd by omitting captions the reader could decide for
himself, It scoms to me that it is the primary responsibility of
the management to detormine a net income figurq and so label it in
any profit and loss stato:ment intonded for public usc., The '
accountant in his certificatc comnits himsclf s to the fairncss
of the manaécment's determination. To corrcct this situation vie
required a rcarrangement of the statcment and e propor description
of intcrmediato and final balances to indicate cloarly that the

debits and credits rolating to inventory rescrves and commitments

—
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were considercd by the management and the accountants as affécting
the airrent yoar's profit and were not provisions for losscs
assignablc to futurc years. In this conncction it was nocossary
to rovisc the footnote deseribing the basis of inventory valuation
to indicatc the relationship of tho roscrves to the inventory
methods cmployed.

Publishod financial statoments have been attackod at another
point during the past yeari Storics by financiel writors have been
introduced by such titles or headlines as "Phantom Profits Worry
Forosighted Managomonté ~— Stockholdors Must Bo Taught To Scc Red
Ink Through tho Black" and "Big Incroasc Soen in Industry Profits —
Onc~Third of Profits 'Only on thc Books.!" The toxt of onc of
thcselstorics rofers to "baloncy dolla}s" and stntes thnﬁ if
standard corporate accounting is follovcd stockholders arc given
a falsc picturongf the corporation's currcnt activitics, Another
article asserts éhat it should be unaerstood that mofe thén‘one4
third of the reporﬁed profits are not real earnings but book
profits, These articles in'the langusg'e in vhich they are written
have an inevitable téndency to discredit generally acceptod
accounting précodures, the good faith of responsible corpofnté
officials, the corpctence of the independent accountonts and tho
safoguards afforded by a Sccuritics Act vhich outlaws misleading
finnncial statements, Briefl&, if the financial stntcﬁcnts now in

current usc prescnt a false picturc we must rocxemino our principles,
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These commonts, of course, have boen precipitated by a
rccognition on the part of the authors thnt chrnging price levels
must be considercd whon interpreting finoncial deta. Current |
criticism is dircetoed at only two clcoments ~— invcntorioé and’
depreciation. Mom comprchensive trcatment of the subject could
be made to include othor asscts and liabilitics with verying degrees
of influcnce on tho rosult,! In any cvent, the current discussion
will be rocosnized as a rcﬁeral of onc vhich has croppcd up from
timc to time ovor sincce accounting had its beginnings, (Fow if any
of the current attacks havg any basic ncvmoess.

As to the first subjoct, inventorics, it is maintained that
when low cost inventorics arc disposcd of ‘and roplaced in a period
of rising priccs a fictitious profit is shovm if therc is no
increcasc in the physical volume of the inventory. Coneeding the
cconomic point that is buing made, I disscnt from the implication
of deliberatoly false reproscntation that is conveoyed by the uso
of ‘tho term "fictitious." The cconomic concept has not ba‘ecn
developed and reduccd to such a satiéfactory basis for accounting
measurcment as vould warrant the abandonment of the cost basis, I
think that no one will take oxcoption to the idca that managemont
must be guided by the influcnce of changing prico lovels in buying,
selling, inventory control and disposition of profit. To the
ext'ent that incréascd profits arc corrclated with grcater demands
for working capital thcir distribution in dividends must be

avoided or, as an altcrnative, additional vorking capital obtaincd
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from other sources, If the crcation of rescrves in anticipation
of future pricc declines will assis'f:f in convincing stockholders and
other intcrested parties that profits must be retained in the
business, -cortainly the dircctors arc justified in creating s\uch .
rcscrves — but not as a factor in determining net inco_mo. . The
crcation preferably should be by appropriation from carncd surplus
and thc subscquent climination by return to carned surplus. The
Amcrican Institutc of Accountants has just publishod an accounting
rescarch bulletin (No. 31) covering this problom along the li:nes

I have indicated.

With regard to the sccond subject, I had thought until
recently. thrt depreciation accounting had comc to bo:well under-
stood by busincss men as well es accountants as a.procgduro vhareby
the cost of productive facilitics was allocated as cquitably as.
practicablc over the period of uscfulness of the facilitics. That
the cost of roplecoment of the facilitics at some futurc.date had
no bearin;: on the accounting for the assets currently-in.use, I
also thouzht was generally acknowledgod. Currcnt departures from
those concopts have boen in two dircctions with some companics
torn betwecn.-the two, Some corporations cngaged in a plant expansion
.program today claim-that currcnt costs arc excossive and their
incurrence is justified onty-because.of the high volume of tbusinoss
anticipated for a. short period.prior to an cxpected roceossion, While a
proper marshalling of . facts might support extra depreciation
charges in the carly years of producf,ion under the cond:}tions
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deseribad, accepfod mothods of colculating deprecisrtion cxist now
to meet this situaticn. = i

The other approach is taken by corporntions with substantial
low cost planfs in usc vhich it is cxpected may be replaced some
time'in the futurc =t pricec lovels highor than cost. This thcory
is oxprossed in the accounts by charzing depreciation oncost
incroascd by some arbitrary. percentage to refloct. tho assumed
replacemont pricc‘lofol. Frilurc to apmly this nrocedurc, some
finanbiai writers say, rosults in insdcquate deprecintion charses
and a corresponding overst~tenent of profits. One prominent
newspaper published an article in which this point of vicw was
cxpressced only ton days aftor the same nmoper reported the action
of the Amcricon Institute of Agcountants' sccounting Procelure
Committec under the headline "Accountonts Sce Error in Charscs —~
Deprcciation Cost Should Not Be Levied on Incorme, Says Procqﬁure
Cormittec." Dospite this somowhnt misleeding introduction the
paper eave a fair summafy of the Coamittce's rost timely, and, it
is to be hoped, offcetive rcleasc. The pross rclcasc, as most
of you arc unloubtedly aware, cmphasized the belief thrt "eccounting
and financiel reporting for gunoral use will best sorve thoir
purposes by adhering to the scnerally aceopted concept of depre-
ciation on cost, at least until the dollnr is stabilizod ot somo
lovel." This leaves dotermination of n stabilizod price lovel a
bridge to bo crossed when we come to it, but in the meantime

dopreeiation on cost is to provail.
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It should be noted that the Committoc indicated that
currcnt proposals adopted by some companics werc inconsistont in
that the charges for depreciation bascd on highor price levels
were included in the incomc account vhercas the carrying valucs
of the asscts werc not revalucd to conform. The cmphasis today
in corporatc reporting is on minimizing profit whercas in our last
period of high price lewels — thc 1920's — the desirc appearcd
to be to inflatc the assets by mcons of appraisals while continuing
doprociatién on cost and thus not adverscly affccting profits. In
the 1920's it Waé a not uncommon view that the balance sheet should
show current"values; howover, it was the genoral vicw that profit
could only bo dotormincd by matching cxpired actual costs with
TOVCNUCS. |

There scoms to be much groater diversity in the depreciation

\

situation than on .thc inventory question. Thc substitution of eny
proccdure for thc cost basis of accounting involves long rangs |
forqoasting'of the crystal-ball variety. Such forccasting rmst
considor the t;end in the pricg_ioYel, chances in demqnd for products
and changes in production processcs., P;esumnbly the bﬁsinoss man
who oxpands his plant at today'!s prices bglioves hc ean rccover his
cost during the lifc of the‘faoilitiqs in competitiqn with older
but lower cost plants. Improved efficiency or a,bet§cr product,
anong othoer factors, must have something to do with the docision

to takc the risk. Application of eithor the sppraisal or index
number procedure to adjust for changing price levels, if applicd

]
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uniformly by intustrics of ‘to all buéincss, would put the measurc~
ment of depreciation on the same footine; but would not allow for
difforences in rﬁaintenanco cbstsﬁ e;nd productive cfficicncy —

~ vital factors which 'c:mno’g be ignored. It is a p'ro'minent miscon—
ception in much of the Aiscussion appoaring in the pross that these
procedures as well as the cost baéis arc dircetly reclated to
replaccment of facilities. Exact 1::31;1accmcnt is rarcly maic and
in many cascs substitute products climinate the prescnt producer
entircly.

I think it is imyortant to note that some of the current
discussions of the problom arc along the lines of :cnerally
acceptod accounting principles anl indicate thet the majority of
banking and business leaders ndhere to the profossional accountants!
position. TFor cxample, an article publishced by a larce New York
bank survoying curront practices states that "From the accounting
stanipoint, it is questionablc whother the charzing of depreciation
on the basis of originnl cost can be properly termed under-
deprceciation,” and concludes that, "Thesc questions of accounting:
procedurce arc of more thoorctical than nractical importance.

From the point of ;ricw of manasemoent, the.problem is primnrily one
of finance. \Whothcr the books arc kopt on the basis of originally
invested dollars or of curront dollars, mzmaq-::\mont mist retain a
sharc of carningss sufficient to meet replacemont costs as and
when incurred, unless it is prepared to resort to the moncy markct

)

for thc nccessary funds.!
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4 carcful realing of a lcading article frequently quoted
indicatcs that most of the b\J;_siness men questioned on the subjcct
recognized the problem foz; Wha’.c it is —~- a nmatter of busincss
policy and finonco., Only a minority would upsct thc; usual mcthods
of determining corporatd income. A disturbine foaturc of tho
curront situntion is that the minority view mekes the headlines
and vic arc confronted with a bafrage of inquirics to the offcet
that "if somc of thc biggost corporations in the country do it vhy
con't wo." Our ansver has becn that wo have not anpproved any
departuro from presently generally accepted accounting proccdurcs
and have no intcontion of doing so until we arc convinced that the
minority has a bottor casc than has been prescnted to dtate.; This
appeArs .to be the position’ of the Aucrican Institute of Accountants
which I trust will pfevail.

No discussion of curront accounting problems would bo
complcte from our point of vicw which failed to touch upon the
treatment of umployces! pension and benefit plans, |

In the great majority of cascs thesc plans arc voluntary on
the part of the company and may be altercd or discontinucd entircly
at the will of the ma:r‘xagemont. As a practicel mattor even under
these so—~called voluntnry plans in vhich therc is no striot logel
liability to continuc pension payments it is doubtful that a
corporatc management, expcbfing to remain in business and cnjoy
good labor relations would — if in fact it could — abandon a

pension plan., A rcalistic approach is to give rccognition in the
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- decounts to the 1liability., However, in the absence of a clear-cut
" legal liability we have not, as a mattor of policy, insisted upon
the showing of an actuarinlly determined liability for tho accruing
penslons, Instead a cloar footnote explanation is acccpted.

If the plan provides for the purchasc of annuity contracts
from an insurance compsy or the estoblishment of a trast fund, :in
cither case bascd on.past service of cligible cmployces or former
employeces now on pension, wec are faced with considcerable diversity
of opinion as to the proper accounting, The funding of pension
costs based on past service may be accomplishced by lump sum or
installment payments to the trustce concurrent with payments
covering accruals for the currcnt years Payments covering the
current year arc clearly profit and loss'clm.rgcs. Hovover, -payments
bascd upon past sorvice, whether they be for the benefit of former
cmployeos now on pension or cmployccs currently on the payroll,
arc claimed by some to be proper charges to carncd surplus on tho
grounds that such payments are for service rondored in prior yecars
and have no relation to current incomc., A more ronlistic vicw is
that, in either casc, paymont actually is being made for a current
benefit in the form of botter cmployec rclations, reduced labor
turnover and other bencfits currcntly and in tho futurc and hence
the payments should be charged to profit and loss; and many
companies who.file statcments with the Cormission do charge both
types of payments to profit and loss. However, we have folt that

wntil such time as.uniformity of practice is attained in the
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profcssion vith respect to this problem insistence upon the charging .
of thesc payments .to profit and loss:is unwarranted, Under cither.
proceddrd it is essential that the -circumstances be fully cxplained.
‘fhe -most'SCr:i.‘dus problems. arise in a few-cascs  of company .
managed pension plans vhich admittedly-create a legal liability.
In such cascs the 1iability should be detcrmincd on an aetuarial
basis and given recognition in the accounts. . If the irrevocoble
clemont of the plan appiics only to thosc qualified and placed upon
the pension rolls the question.then arises as to the approaching
1iability for active .amployees on the payroll, As I indicated”
earlier, wc have felt thet a realistic vicw of the problenm:would
require at least a surplus rescrve.determined on an actuarial
basis although in practice a footnotc ekplanation is all we insist-
upon,

. Hoeent exporionce with pension plans indicates that the
independent accountant should review their terms with the greatest
card and’ quéstion management and counsel closcly as to the. preciseo..
nature of the obligations impased-on the- company by. the.plan, for
in somé cases the dctval lisbilities have beon s;bstant;’.ally\ a
understated: while in others inadvertent misrcpresentation has -
crept into explanatory footnotes.-

The problemé I have discussed seem to apply in some-degree
to most of the statemcnts which come’ to our attention, In addition.
thore are numerous matteérs which plague us from time to time with

morc or less regularity in individual cases. . To' corment upon all
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of thesc items at length would, I am sure, overtax your patience,
Howover, it appears desirable to crmumerate a fuw of them if only

to assure thc younger gencration of accountants that there is still
work to be done and to dissuade the older goneration from resting

on their oars. A list of such items would include: officers! and
cmployces! stock option and bonus pla;,ns, vhen and how should

charges against income be moasured; promiums on exchanges of pre~
ferred stock, under what circumstanccs should they be recorded;
classification and disposition of devclopment cxponscs of non—ferrous
netal mines, mergers and consclidations versus acquisitions and the
rclated problems of intangibles and carned surplus; quasn.-—-rg,orgmlzatlons,
‘under whot circumstances, if any, should recognition be given to
appreciation in valuc of assets; contingent assots/i?gbilities, to
vhat extent should conditions arising after the balance sheet date
be reflected in the financial statcments; treatment of unrccovero'd
losses and devclopment expenscs such as thosc peculiar to the
airplanc industry, recognition of income pursuant to oil lease and
option arrangemcents; and treatment of propcrtics sold and leased
back to the scller, ‘

In our efforts to solve these and other accounting problems
vhich arisc in our day to day work our objcctive is to insure that
financial statements filed vith thce Commission shall not be falsc
or misleading with respcct to any material foct or omit to state
ahy material fact necessary to meke the statcments not mislcading.
I am sure that the accounting profession hos the same objective
except that yours is a broader ficld in thot it cmbraces all
financial statements,

414514



