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PROFESSIONAL ETHICS AS VIEWED BY THE
SECURITIES AND EXCHANGE COMMISSION

'+ " An examination-of Securities and Exchange Commission

. publications: Indicates that considerable 'publicity has heen
" given to. the viewpoint of the Commission with respect to
the ethics of the ‘accounting nrofession; consequently, my
comments, to some extent, will be repetitious,

That the Commission should have 'a direct interest in,
and therefore hold considered views ‘upon, the-ethies of
accountants’ stems from statutory requirements of the Acts
administered by the Commission., The Securities Act of
1933 1/ provides that financial statements required to be
filed with the Commission "shall be certified by an in-
dependent public or certified accountant", and the Securi-
ties Exchange Act of 193k, 2/ the Public Utility Holding
Company Act of 1935, 3/ and” the JInvest-ent Company Act of
1940 g/ permit the Commission to require certification by
"independent public accountants," The Commissiont's rules
require, with minor exceptions, that financial statements
filed pursuant to each of these Acts be so certified,

The wprd ethics connotes an ethical system. Ethical
is defined by Webster as "that which is professionally
right or befitting; conforming to professional standards
of conduct," . .

The American Institute of Accountants long ago pro-
mulgated Rules of Professional Conduct applicable to 1its
members, and the fact that these rules are familiar to,
and honored by, most Institute members is indicated by
the relatively few instances of record.in which they have
not been lived up to,. '

Your own John CGarey'!s book, Professional Ethics of
Public Accountants, familiap, I am sure, to all of you,
states very cleavcly what 1s expeécted of a practicing ac-
countant. > o

Your rules and Mr, Carey's book,- together with
nuymerous articles ‘appearing in the Journal of Accountancy
.and other nrofessiondl nublications from time to time,
should leave no doubts in the minds of the readers thereof
as to what constitutes ethical (and unethical) professional

conduct.

%/ Schedule A, paragraphs 25 .and 26, oy
/ Section 13(a)(2). .

3/ Section 1L,
/ Section 30(e).
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. The Commission has promulgated no code of professional
- conduét,’ as-such, pertaining to accountants certifying
statements filed with it, Its rules in this respect are

" confineéd principally to’those ‘dealing with the professional
-status of accountants and the relitionships between them
and their clients, " Thus Rule 2-0l of Regulatioh S-X states:

- "(d)The Corimission 'will not recognize ‘any
person as a-certified public -accountant who is

cod 'not duly registered and in good standing as such

" under the- kaws of +he place of his residence or
. “principal offite, The Commission will not recog-
- nlze any person as ‘& public accountant who is not
in gobd 'standing and entitled to practice as such
.under the laws of the place of his residence or
principal office, :

-

SEERS "(b) The fomriseion will not recognize any

f.v  certified pudblic accountant or public accountant
» " as independent who is not in fact independent,
~ For example, an accountant will not be considered
" indepenient with rrspectito any prrson,. or any .
- affiliate thereof, in whom he has any financial
" 'interest, Airect or indirect, or with.whom he is,
or was ‘Juring the prriod of report, connected as
a promoter, underwriter, voting trugstee, director,
”ficpr, or emplcayee.r~

"(c) In détermining whether an accountant is in
fadt Independent with respect to aparticular
registrant, the Commission will o ve appropriate
consideration to all relevant c¢ircumstances
including evidence bearing on all relationships

" "..botween the nccountant and thdt registrant or
‘any ‘affiliate thercofi, and will not .confine itself
. 'to ‘the rclationships existing in conncetion with
the filing of rcports with the Commission,"

. Pardgraph (c)} 6f the foregoing rule was adopted 2/

;;subsequent to the original: promulgation of Rule 2-01. Its
adoption was announced in Accounting Scries Relea e Mo, 37

Whereln 1t was stated that-

.

‘ 5/ Paragraph (c\ has sinee been amended for clarity. See
Kceounting Seriecs Rrlcascs Nos, Il and 703 the latter
announced, on December 20, 1950, a general revision of:
Regulation S-X, .

!

L]
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"The amendmcnt makes it clear that, in deter-
mining whether certifying accountants are in
fact independent as to a varticular company,
there should be taken into account the circum-
‘stances surrounding not only the work donc .in
certifying statements filed with the Commission,
but also other work done for the particular
company by such accountants, including the
certification of. any financial statements which
have been published or otherwise made generally
avallable to security holders, creditors, or the
public,"

It will be noted sthat. independence of accountants
. with respect to their clients is the main theme of Rule 2-01

-- a subject upon which the formmissionts views have been
expressed sufﬁlciently, I think,.not only by the rule it-
self but also’ in the numerous published rcleases and
opinions of the Commission, é/ particularly an address of
Chairman Cook of the Commission at the annual meeting of

the Inqtitute in Boston in October 1950,

. I shall therefore direct my remarks to other consid-
erations which, although perhaps they do not involve
ethics at all, are highly important to the Cormission in
determining whether certifying accountants are fulfilling
. their part in the presentation to the investing public of
financlal statements which contain full and falr disclosure
of all matérial facts necessary for the making of financilal
"decisions,

Himh on the list of such considerations is thec failure
of some accountants to mske themselves familiar with the
Commissiont's rules ‘and regulations pertaining to financial
-statement prescntation and ‘the accounting principles upon
which such statements are based, There can be no accept-
able reason or excuse for an accountant who is practicing
-as such, and particularly one who has certified or pro-
posegs to certify financisl statements filed w1th the S,E.C.,
to be uninformed in thls respecty

It is, or should be, well krown that the Commission's
rules goverming the form =2nd content.of financial state-
ments filed pursuant to the 1933, 1934, 1935 and 1940 Acts

- are contained in a single regulation titled Regulation S-X

6/ Sce, for example, Accounting Series Releases Nos, 2, 22,

L7, 48, 59, 67 and 68,
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which was originally aQOpted in February 1940 and was
revised In December 1950, Both the original promulgation
snd the subsequent revislon were submitted to the account-
ing profession for suggestions and comments before being
issued, The October 1949 Journal of: Accountancy contained
an, article commenting upon the vroposed revision and
urging -that suggestions and views of. Institute members
thereon be submitted tpo the .Commission, M~ny members of
the ‘profession submitted comments,' criticisms, and sug-
gestions, some of which.now are rrflected in the revised

regulationg BN

Issuance of the revised regulatlon was announced in
Acoounting Scrics ‘Release No, 70, copy of which was sent
to the several- thousand accountants on our mailling 1ist,
and many others.requested 'and - obtained the release and a

.. copy. of the regulation., Inh addition two articles .
appeared in the February 1951 Journal of Accountandy
discussing the regulntiorn ang: pﬂ‘tlcularly'the Chgnges

" therein and their signlficance. :

Implementing Regulation S-X are the Accountlng

.: Serles Releases, .of ‘which there- are now seventy-two,

which. were started. in-1937 for the anneunced purpose “of
_econtributing to the development ;o f uniform standards and
_practice in major. agecounting questions," This series of

.relcases serves. s .one meand of acquainting the profession
~ .and industry with the .Commission's views -~ its policles,
... actually --:iwith respcect to-accounting princinles and
nractices upon which either the opinions of the accdounting
nrof0331on have not become settled or there is dlquree-
mcnt as_ to the acceptqbility theroof.‘

: Eqdh ycér since the Comm1351on was established there

. has been transmitted to the Congress, pursuant to statu-

. tory requlrcments, a rcport. outlining the activities of
-the .Gommission under the’ sarlous statutes ‘administered

by ite Ench of the seventeen such reports issued to and

.jncluding -the one for the fiscal .year ended June 30, 1951,

has included comment upon matters of interest to.account -

ants, particularly those practicing before the Commission,

.+ Beginning with the fifth of these reports (fer the fiscal
year ended June 30, 1939) a separate section has been
devoted to accountlng and auditing activities, Many -
‘problems, some new, some old but recjuvenated, but most of
them controversial, have been dealt with therein and the
Commission's views therecon expressed.

L
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These have ineluded: the "all-inclusive" versus the

the "statement of fin-oncial position" and "single step"
income statement versus the orthodox balance sheet and

income statement 8/;

‘reporting of so-called "tax savings"

“or "charges in 110 of taxes" 9/ rcletions between and
inconsistencies in flnancial gnd tax accounting prac-
tices 10/; accoéunting for "emergency facilities" and the
tax effect of "certificates of necessity" issued in con-
nection therewith 11/ employees! pensioni¥%§/ inventory
snd other reserves apgainst future losses 13/3 depreciation
prouwisions bascd uvon estimated replacement cost of fixed
assets as compared with the gencrally acceptéed aceounting
concept that such provisions should amortize the .cost of
such assets over their anticipated useful lives }Q/

developmént of new.terminology for reserves .and: surplus 15/

"buy-sedl-lease" financin% 16/; accounting for "stock
dividends" and "split ~-ups /; and devaluetion of foreign

curr

Al

or whether the loss on sale of a fixed asset: may be charged

to e

encies, 18/.

Notwithstanding the publicity thus given our rules
and.regulations and the Commission's views on accounting
and finanelal statement presentation, it 4s almost a.
daily:occurrence that:some accountant inquires where our
accounting rules are to be found; or admits that he is not
{familidr with Repulation S-X -- we have had instances
where the accountant has never heard of this regulation;
or whéther we will accept s "single-step" ‘incomé statement
in'tieu of the orthodox one; or whether goodwill or other
intangibles - may be written off ageinst capitad surplus;

arned ’ surplus.

14

7/ 1lth Annual Report, p, 88; 12th, pp., 117-118; lhth

Bp. 111-112; 16th, p. 159; 17th, pp. 16}-165..

8/ Xx3th Annual Report, pp. 127- 128, :

9/ 11lth Annual Report, p. 88; 12th, PP 116 117,

%g/ 12th Annual Renort, De 116, ;
13th Annual Report, p., 126,

/
ITth

p

k

*

ted L

e

13th Amnual Reoort
s P« 16k,

M lu8 129, léth; PDoe 157"158;

11th Annual. Report, p, 87; 12th, pp, 114-115; 14th,
110-111; 15th, pp. 178-179. '

1l th Armual Report,
15th Annual Report,
15th Anhnual Report,
12th Annual Revort,
16th Annual Report

pp. 110-111; 15th, pp. 178-179,

9.
pO, 181 182.
P, 116,
NP l’ 159

.
b
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Then there are-those’who ignore our requirements,
sometimes with the explanation, when we find a statement
deficient, that they have found precedent therefor in
statements of other companies filed with the Commission
“or in reports to stoeckholders; Usually it develops that
the statements upon which they relied either had not yet
"becn examined by the staff; or'had been examined and )
defieiencics cited byt not yet :complied with; or the
statements filed with the Cormission were different from
those contained ih rena ts to stockholders. Others ignore,
or appear to -ignore; our requircments because they have
misconstrued them; more often than not because of:legal
interpretations made without rrgard to accounting pro-
prletles. : . » .

Ocnasionally an_ accountant disagrees in principle
with some specific requirement and, without making his -
point of view known to us, certifies' statements which
ultimntely may be required to be amended, .

Unfortunately, most instances of non-compliance do
not come to our attention until.statcments are filed, and ---
amendments thereforg are nccessary., As a rcsult, in the
case of statements under the 1933 Act, it often delays,
~nd s-ometimes eten stops, .the offering of securities,

The extent to which amendments are necessary to financial
statements filed with the Co-misgion before they may
become effective is indichated by the fact that during the
first six months of the current year deficiencies were
cited with: respect to 1€0 statements out of a total of
385 filed pursusnt to the 1933 Act: Most of these
deficiencics resulted from failure to comply with our
requirements and never should have been necessary,

Regardless of the réasohs why certifying aceountants
many times fail to comply, or obtain compliance, with our
requircments, it is of extreme importance to all. concerned
that they be complied,with and, any, accountant who certi-
fles or intends tp ccptify statemepts fTiled with the
Commission should mnke certain that -he is compdetely
fomiliar with the qnollcnble rules and rngulations, if
he dlsagrcees with or has.any gue<tions concernlng them he
should contact the Commission's staff well in advance of
filing =2nd make gertain that the statcments are proptriy
prepared, Failure to do 50, in my opinion, results 1n
djisservice to his client, ) o

An examplec of the type of ultuation I have Just
referred to involved the rcflectlgn in an investment

* ~
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cbmnnny bnlhnce sheet of & phovision for Federal income
“texesidn’ tespect: of unrénlized’ anpreciation on investes
mchts --"f. sprcific requirement’ contained in Rule 6-02-9
of ‘Regulation”S-¥, Th this instance no such provision’
“awas made qlthough te have  done so would have reduced the
-nkt-asdet valtue 6f the - company!s- shares (a qignificqht
* iteém to invéstors/in’such companies) more than 159,
Amendment of the statcm@nt Was required.
e In qnothor‘ease a rcgistrant inoluded in itq balance
sheet contained in 4 1933 Act proposed filing a substantial
write-up reflecting the estimated value of ‘01l reserves,
After discussion with the staff the balance sheet, minus
iothe write-up, wad fIled almost immediately, It Wis clear
{that -thé 'accountant had some doubt thdt the statement as
proposed would meet our requirements and he had- thercfore
prepared two balance sheets, one with and one without the
write-up, éither of whioh it Is assumed he would have
certifled without quallflcatlon. .

L1 ‘rl: \( " ' B

The ekaminatibn S5f ‘another redent registration state-
ment by the staff-inaicdted possible relationships between
the vertifying accourtant.and the registrant which cast
considerable doubtiudpohn the accountantt!s indépcndence,
These relstionchips proved to be such as to place the
accountant in violation of Rule 2-01 of Regulation S-X
notwithstanding his’ ‘Admissidn: that he was Tamilidr with
the ‘rules -but neverthcless ‘considered himself "completely
independent!, - It ‘wa¥ necessary for the registrant’ to-
obtain another, and independent, ‘accountant ‘dnd a ncw
audit, with the recsult that the offcr1ng of securities
aa dolwyed several Weeks._ :

. Gomﬁfssien P@quiroments are not' the only presumed-to-
bé” well “known pﬁonounoements ‘with which too many account-
ants are unfamiliar, ‘of ¢hoose on occasion to 1ghore or
disagmee‘with. The acébunting and auditing procedure
bulletins issued by the Institute, the articles and
editorials anpearing in thé Journal of Accountancy, and
even the Instltute's rules of ethics, fall'Tnto the same

cqtegory.

RN}

LT e . . -
For example, while preparing this paper I rcceived
-a .phone .call' from &n accountant inquiring whether, in
making an"audit for the purpose of preparing financipl
statements to be included in a registration statement,
1t was necessary to confirm accounts receivable and
<! verify invéntorlesy  {Incidentally, the accountant had
~beenh auditing the -company's accounts for several years
but had never performed either of these procedures, )’

SN



w'8r—

Recently an accountant certified a statement which
in a material respect was not in accord with .an Institute
accounting research bulletin, -He sought to justify his
action by reliance upon the dissent of a member of the
committee . expressed in the bulletin.: Another accountant
stated that he  does not pay too much attention to Insti-
tute_bulletins because-they are.merely recommendations or
suggestions of a group of individuals and carry no enforce-
ment authority. Still others appear to "pick and choose"
the bulletins ar parts therecof when they will best serve
to support a partieular procedure which they or their
.clients favor, . .

One of the Institute‘s Rules of Professional Conduct
which epparently hds not received as much attention as it
should is Rule S(d) whlch reads as followss

"In expressinp an Oplnion on representations in
financial statementys which He has examined, =
member or associate shnll be held guilty of an
act digsereditable. to the profession if 3% 3 # he
falls to acaquire sufficient information to warrant
expression of an opinion, or his excentlons are
sufficiently material to negatiVe the expression
of an oplnion." :

It -is not an uncommon occurrence for an aeccountant!s cer-
tificate to include exceptions which completely negative
his certification, For example, one recently filed
contained the statement:

' "These amounts /‘eferr:ng to certain.recelvable§7
have been estimated by the company on the basis of

. devclopments and information available to date,
but we are not in a position %o verlfy or confirm -
the tentatlive .accrual of % /These emountg? and
the accounts correspondingly af%ected thereby. R

4
(YA TSN T X
P 1+

"Subjcct to the quallfications stated in the pre-
ceding paragraphs, in our opinion [’tc.7 n

" The amounts referred to represented more than 25% of
the registrant'° total assets and more than SOp of its
net essets. . .

Obviously this certificate was unacceptable for regis-
tration purposes and, in my opinion, was violative of the
Institute s Rule S(ds : ‘ : : ‘
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Reference was made prPV1ouuly to an 1nVestment
company balance sheet in which the required provision
for income taxes avplicable to unrealized appreciation
on investments was not reflected, Notwithstanding the
fact that this balance theet failed to mcet our, specific
requirements, and was amended, the company'e roport to
stockholders, which pursuant to the 1940 Act 19/ is
required to'be submitted to stockholders and 6 contain
financial sftatements which are not materially different
from those filed with the Commission, d1d not reflect
the necessary prov151on for income taxes,’ Thus thers
was a material Aifference betwecen the two finaneial
statements; nevertheless, the accountant's certificate
was the same 1n each csase. :

This situation raises h scrjous question as to the
propriety of the action of an accountant in furnishing
the ssme unqualified certifidate with rcspect to materially
different financial statements.each of which purports to
present the financial position of a company "in accordance
with renerally accepted accounting principles.". Ve have
had to de2l with several such cdses, particularly where
rescrves for deprecination of fixed assets are deducted
from the applicable a2ssdts in statements filed with the
*Cormission, but in reports to stockholders are shown.on
the 1iabllity side of the balance shcet, 20/ In my
opinion such practice is subject to criticIsm, if for no
other reason than that the growing inclination of investors
to vplace dependence upon certificates of certifying ac-
countants can only be retarded thereby.

One more matter which has given accountants, the
Cormmission's staff, and the nublic, headaches, ospecially
within recent months, concerns the financial statements
filed by broker-dealers, There are more than 3,000 of
these statements filed cach year on’a form (X-17A-5)
prescribed, pursuant to the 1934 Act, in Commission's
Rule X~17A-5.  The purpose of these reports is to-furnish
a basis for determining whether certain capitAl require-
ments 6f securitics brokers and dealers, preséribed by
statute, arc met and to proteet their customers with
respect to funis or scecuritics held for their account,

s

.

%2/ Scetton 30(d).
0

See, for example, E. I. du Pont de Nemours & Company.
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During .the past year at least half a dozen cases
have come to our attention where officers, partners or
employees of thcse broker-dealers have violated their
trust -and have misappropriested amounts of as much as
several hundred thousand dollars, In-each Instance the
financial statements were occrtified by presumably quall-
fied accountants, Whether' or not any of these "shortages"
could have been avoided, or disclosed sooner, had the
certifying accountants done any more, or proceeded dif-
ferently, in their gxaminatlion of the'accounts Involved,
can, of course,, only depend upon the facts in cach case,
I mention them only for the purpose of- emphasizing the
extreme importance to.. accountants engaging upon examina-
tions of this type of making themselves entirely familiar
with brokerage practices; with®our minimum audit require-
ments which are prescribed in detail in the instructions
applicable, to,Form X-17A-5; and with the standard audit
,praotices of the profession. -

.. - VWhile the several Federal statutes deglgned for the
protection of investor% as well as the expressed view-.
points of the Commission, pomnt up the extensive depend-
ence ,placed upon.the accounting profession in carrying
out the- ‘purpeses of the statutes, the recsponsibilities
of the profession to investors have long been recognized,
Much has bcen,sa¢d and wrltten on the subjects One state-
ment which I think .is. papticularly apropos is.the follow-
. ins made 1in a lecture entitled "The Accountant and the

Investor" -delivered at Northwestern University School of
Cormerce in 1932 by Mr, George 0, May:

"I would not have -you think that because the
inVestor is not his immediate client the account-
ant owes nothing *to: the investor except legal
dutics and ethicel obligatigns, This is not, of
course, the fact, It is to the investor that he
owes hls entire practice in the field of [financlal
anditing, and it is only because the investor
exists, and attaches weight to an accountantts

.- ;report, that the banker employs thec accountant's
SGPViCSS in this field, And the continued success
of the accountant is dépundent on his retaining .
the confidence of the investing public. An en-
lightened self-intcrest, therefore, as well as

- self-respect calls for the maintenance o6f a8~ 7T
proper ethical stondard by the pragtitioner,".

o (A + ! .
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