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Yourpro&~amdirector has invited meto discuss generally the subject
of l'FipancjAlInrormai?ign'Ava.ila~leas to U~~gistered Companies.tl I am
prett-:t sure that .v.vhatprqmPtedhis suggestion as to our sUbjeot matter this
evening.wasa recent report to Congressby our Commissionentitled 1~ Pro-
po~alto Sateguard~tnvestors i~' Unregistered Securities.1I . Morespecifi-
cally, .there was included therein a IIstudyof StockholdersReports o£ Un-
regist.ered CompaniesIIwhichwas prepared'under mysupervision and whichhas
been the object of somecriticism by accountants because of certain ot its
conclusions, and of one at least of its suggestions as to the social re-
sponsibilities of public accountants whoundertake to certify financial
reports to stockholders.

I mayas ~ell quote at the outset that part of the study whichI
believe has been considered'mo~tprovocative of comment:

lilt seemshighly significant that notwithstanding that 90% of
tlle, financial statements were certified, prac.tically every one failed
to disclose information that was of considerable significance to
investors. Yet not a single accountant registered an exception in
his certificate because of improperor inadequate disclosures in the
financial statements.

IIThc;3principal guiding ,force that might lead accountants to
insist on adequate disclosure in financial statements of these com-
panies is their professional' 'conscienceas expressed in their rules
of ethics. Theethical standards established by the AmericanInsti-
tute of Accountantsand follQW~din various State jurisdictions pro-
vides in Rule 5 that

IIIIn expressing an opinion on representations in financial
statements which he has examined,a memberor an associate shall
be held guilty of an act discreditable to the profession if:

III(a) HefSlils to disclose a material fact knownto him
which is not disclosed in the financial statements
but disclosure of which is necessary to makethe
financial statements not misleading; or .

III (b) Hefails to report any material misstatementknown
t9 him to appear in the financial statements; or

****
III(e) Hefails to direct attention to any material de-

. parture from generally accepted accountingp;rinciples
or to disclose any material omissionof generally
accepted auditing procedure applicable in the
circmnstances.t

Theby-laws of. the ARericanInstitute of Accountantsprovi.de tha.t a
inemberis liable to expulsion or suspension f:vomthe Institute if he
is found to have been guilty of 'an act disoreditable to the pro-
fession. I . .
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,I, . . '~Presumab1ythe~e ;ules d:":: make :it an. •act' d:iscred;;table ''"

I' the pro~e~sion r to certi:fy the balance sheet of .e compani when no .
.~co.me statement if3 presented. This can perhaps be accepted 'on the ..

J . ground ~hat the ce:rtificate merely. states that the "oarti'cUlar ,finan- '
j ,ciaJ.. st~tement' cet:ti.fi?(rtpr~sente i'airiy.1 It is more 'di;£ficult :to

unders~~4,.how an accountant 'can justify.; under'these rules" certi~i-'
cation of highly, condensed .bakanee sheet.s or .Lnoome statements in whi:ch
the f<lcts tha~ are basic l'or' analy'tj.cal. -,.purposes are not df.sc'losed ,

<.

"The fact that the financial statements examined tin the course
of this study were generally grossly inadequate, notWithstanding that
90%had been .,&ubjectedto the eXpert review of a certifying accountant,
makes it quite clear that the procedlll'e of certification does little to
assure adequate information for investors. Excessive condensation and
insufficient suppkementa'l, disclosure apparently do not prevent certi-
fication. Nor do they.always give.sufficient attention'to the pro-
priety of the accounting principles i'ollovied. Examples of improper
qr unsound accounting principles, referred to above, were found" almost
without exception" in financial statements that had been certified."

These paragraphs it maybe noted appear as part of a two-page section of a
56-page report. That section constitutes. the only reference in the report
to the work of the certifying accountants the remainder consists of an
analysis of the nature.and inadequacies of ~he reports which these unregis-
tered companiesprepared. '

I want tonight to describe rather briefly the factual results of our
study and to leave it to you as responsible membersof the public ac-
counting prof~ssion to judge whether the, fact of certification did in
these .repor.ts"assure the presentation of financial information which was
reasonably adequat~ for the purposes of membersof the general investing
public~

Possibly the best way -:tobegin is to outline the purpose of the
study and howit came to be undertaken. Under the Securities Exchange
Act of 1934" companies having securities listed and registered on a
national sGcurities exchange must file annual reports with the Commission.
There are, however, manycompanieswhich enjoyed an "unlisted trading"
status prior to the 1934 Act and which even nuyvfile no reports' with us.
Companieswhich since 1936 have sold large blocks of securities also have
to file annual reports With us even though they have no securd.ties listed
on an exchange. So also do coaparrles subject to the Trust Indenture Act
of 1939. And, of course" most Investment Companiesand most' Public
Utility HOldingcompanies and their subsidiaries have to file under the,
1940 and 1935 Acts.<,As,a result of thi~ historical development" there
are important gaps for which there can be; no logical 'justification. Some
companiesWhosesecurities are traded over exchanges are not subject to
our reporting requirements, or bhcee of other public bodies such as
utilities commissions. l'1anytraded oniy over-the-counter are so subject.
Whether'a particular companyis or is not subject to such reporting'
requirements depends on such fortuitous 'factors as the nature -or'.the
business, the fact that it has or. has not sold securdtdes sinCe 1936, or
the fact th~t it happened to be in a particular stat~ in 1934.,
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To close these gaps the Commissionhas proposed the application of the
reporting, proxy, and insider trading provisions of the 1934 Act to most
companies of substantial size in which there is a public investment
interest.:;.. : ,-In -tbe propoeaf., the test i~ set. at $3, 000,000 in assets and
300 or. more :security holders. SpecIfically excluded are banks, and
chard,table ; non-profit companies

.At an early.stage of the Commission's study of this uncovered area,
my"o:tfice was asked to undertake £or the Commissiona study of the
.fin.ancial data generally. and readily available as to these companiesand
t.o. form a judgment.,.asto adequacy and informativeness in comparison to
tbat available as to companies subject to our reporting requirements.
The.lIstudy o£ Stockholders Reports" appended to the report to Congress is
the r-esu1:t..' Brieny, we first exc,1Uded'banks, insurance companies and
utili ties. 'since ordinarily such companies are required to file reports
with. state or federal agencies. Wenext concluded that as to other com-
panies the ahnual reports to stockholders would ordinarily be the princi-
pal or only source of financial data readily available to public investors.
Then, we consulted the files of such reports maintained by the library of
a large university on the ground f,hat if they appeared there we should
conclude that they were generally available 0 To check this the library
at our xequest wrote for data on a new group of 90 companies and got
some :i.u: about 57%of the cases 0 J!

., 'Next, we concluded to comparethese data, not with the stockholders
reports. of listed compam.es as somehave suggested we should have doneJ

but with our fi.nan('i.al requirements .as to 'the lQ..-Kor l-MDreports filed
with us. by .listed cozaparn.es , It was not our purpose to determine whether
li.sted:or.unlisted ~or.tpaniesfurnished better re!>orts to stockholders,
but' to. determine whe~her adequate and informative financial data was
available as' to. these-non-reporting companies. For that purpose it seems
obvious that comparisons with the lQ-K and I-MDreports is a wholly, if
not the only, proper standard of comparison, for even if a listed company
furnishes no. financial data in the form of a published annual report to
stockbolders,.the fact remains that a full 10-K report is publicly on file
with this Cominissionand the exchange. Horeover, the financial data so
fUed is picked up by several financial services and thus is widely dis-
seminated. In addition during the year ended June 30, 1945, for example,
14,487 persons. visited the public reference roams of the Commission;also,
2;312 orders for copies of public registered information were filled,
involving 181,753 pages of material.

,;'

'OJ! ;enall, .119 reports were included' in the study. This is about 12%of
the e~~~ted numberof companiesbelieved to be affected by the pro-
posal, which do not already makepublic reports to Federal or State
agencies.
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As a Jnatt.er. of.'fapt; ~9Wever,7:We'have; made 6~v.e~'stw&B;,of .the' .
annual reports to st.ockholders is~u~ by .listed corporatt'bh'i.:::.;Studies~ in: ..
1936 and again in 1941 showed a defiriite cour-se. of impr..o:v:em'mt.. ' J:' sliail: .
not speculate on the reasons for that trend:_ More important, in the 1941
study,' balance' sheets' in the~armual' reports were,; substa"l';ltial~y;,differ~nt
from those inc'luded in r-epor-ts: t.o. this Co~ission;-in ...orJ.y.203. of'.the'~..c.ases.
In the study ..of unregistered. compani-es, 52%. of. tiret..b~ce. 's}.eens failed:.
in T!laterial res:pe.cts"to-c.me.et'ollr,mfuimuni':,requirement's.c.in,;tR:~:J.941study,
61%of the. profit. and .Loss ,stat-em.entswere materiaJ.J.y~dii.fer,Eu,t:I\¥hile in
the 1946 study of unregistered' cOmpcu:4es6.3%~jw~remateiti.ally:,.d.~.fti'er.ent~'.
In both Lnst.ancea.rthe-maj or- differemce:wasi::m the'.l'ailure ~er'sb'JW.J;ales
and cost .ofsaleso -Tn the 194LstuayL99%"of ,the. compam.es'-f'urmshed .a, ;.
full set of statements i ...e. :;balance sheet," Lneome- account., 'a:ld,,~urp+us,
statement. In the 1946 study only 66%.01' the' companies gave-::.allthree'Df
these pri.'ilary statements.

Andnowto what the study disclosed. AS:.mentionedearlier, the . "
criteria adopt.ed as a sat.Lsract.ory standard of: performance. were the Gom.":'-,"
mission is reporting requirements.under .the 1934.Act for £omner.cial'land.
industrial companies as prescr-ibed by Regu~~tion S-X,'whicn' z-egul.atdon .' ..
governs the form and content of financial statements for most companies.
As you will doubtless recall, ~he provisions of. Regulation S*Xwere: adopted
after detailed anci ~engthy discussions with.a great body of public account-
ants, corporate o:ffi.~ialsJ financia~ analysts and others 'interested dn .the'
weIfareof investors. As a z-esrdf they z-epresent- a distilled: consensus .<;)!"
all these groups and ourselves as t,o, the pr-oper form and. co.nt:ent'..o.f~:fi.nan-:-
cia! st.at ement.sto be of'f'er-ed to "l..'1vestors. 'However, for :the.'pm;'-POS'e~.,of'
this study, in appraising tne annual 'reports examined, oniy' seTio\is.~depar-
tures: from these requirements' were noted.. Def'Lcd.ences . relating to items" .
that were small in amount,. or. improprieties that ..did n-ot s.eI"i"Ou~ly..affect
the ut.ility of ~he financial .statcments:we:ne'disr~.g$.rdcd;.]'9,ij.W~:to furnish
information .called for orUy'in.;tne Regulation S-X schedules was,not d~emed
a material discrepanpv.,.An~: a s.tatament was not deemedtQ be "roaterj.:a.1ly
df.f'f'er-enb" .01',lldei'i'Cientll unl.ess it' contaaned sevez-al.. important ,fault~:.:.
involving. items of significant amount, On the other .hand, ,QUI' ."tab!.tlSltions
reflect only patent omissions or inade~uacies. ~here was, ordinarily nQ
way of :tell-ing whether other deficiencies existed,'.were al.l -the f'Q.cj:,~.known.
For illustration, one could not tell whether the caption lIap.90P.I1:tS
included large and undisclosed sums due from officers, or whetner an item
IIfiXed property andintangiblesU Ln fact consisted largely of lIintangibles."
This difficulty was particularly inportant so far as appraisal of the
accounting principles follovfed is concerned. In most instqnces, the state-
ments were so abbreviated a~d so lacking in the detail found in our supple-
mentary schedules as to preclude the possibility of forming ,any judgment
as to whether generally recognized accountL~g principles were b~~ng followed.
Weassumed, however,":.inthe absence .of',/clecirevidence to the contr~ry that_.
no depar-tures from 'recognized principles of accountdng were pre-sent~~.:.:.:;,:

. . .~"' (~~ r::r =_ ::-- ,: .:.
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The deficiencies found may De classified into the following major
groups which I shall discuss in turn:

-1. Failure to'furnish a full set of financial statements.
2. Deficiencies in the form end content of the balance sneet.
3. Deficiencies in the form and content of the income statement.
4. Deficiencies in footnote disclosures.
5. Def'Lc Lenc Lcs relating to the use of improper or unsound

accounting principles.
6. Deficiencies in the certification of the financial stnt3ments by

indopendent'public accountants •
.1.- Failure to Furni.sh e. Full Set of Finan9ial Statoments

The throe fine.ncial statem0nts almost Qniversally recognized as
ftindain:entalare tihc balance sheet, the statement of income, and tho state-
ment-of surplus. r0~: it s~ems clear that these statements are absolutely
essential to any fnJ.!'disclosure of the financial affairs of a company.
The ebsence of any Or:;:; Gf tham depr-ives the Lnvcst or of mat.or Lal, information
to which he is entitled.

The studies disclosed th~t 16 of the 119 reports reviewed did not
inclUde-any statement of income at all, und-that 24 of the 119 reports
reviewed did not include <'. statem.ent of surplus. Failure to furnish
investors with ~ statement of income for the fiscal-y8ar is to me a grave
omission. Earning power is the very core of anves'tmerrt values in com-
petitive fields and suppression of all information on the subject is
prejudicial to the interest of everyone concerned except thoso favored
lIinsidersll to whom the informe.ticn is available. Failure to furilish a
reconciliation of" surplus is also a serious Omission. Items of Lncome ,'
expense or loss that ere carriad to surplus represent en important quali-
fication or a comprny's ecrnings historJe Yet if a reconciliation of the
balance of earned surplus at the bcgiBing and end of the fiscal year is
not furnished, the Lnveet.or-ordinnrily has no way of determinirig the sig-
nii'icance.'ofsuch items~ Further, if a r-econpi.Ltntdon of capf.t.al, surplus
a~d other surpI~s accounts-is not a~ailable, thu investor is lik~~se left

":in~thedark as '~o the nature end significMce of any Increases in or utili-
zations of those surplus accounts. I suggest in all seriousness that'it

17ill hot be lon~ b~fore it will be Tecognizcd &s improper for an accountant,
,7110 knows statements are to be sent to investors to permit the USG of his
opinions except in connection with a full set of the three f'undamerrt.ak

--'statements.;- , ..

2~ :~'Def:fdie~ciesin the Form and Content of the Balance Sheet •
. ".

.' ';We c0nt:luded thf:t of the ll'9be.iance sheets examined, 13 substantially
complied vr.ithour requirements, 44 were partially difforent, and 62 were
materially different.

The deficiencies most frequently noted related to the presentation of
reserves, inventories, fixed assets, investments and capital stock.

~
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aL" Reserves

With respect to reserves, inadequate disclosures were quite contmon.
Nearly all companies indicated that they had established reserves of one
kind or another' (in addition to depreof.at.Lon reserves), and more than half

'the companies had reserves that ~ere very material in amount.

In thirty-t'l'lo cases valuation r-eserves were deducted from asaebs without
disclosure of the amountso deducted', Regulation S-X provides that valuation
reserves shall be shownsepar ately as a deduction from the asset to which
they apply and so precludes the practice of netting reserves against assets
without disclosure.

It is poseible through improper use of reserves to tailor the income
account to show a preconceived result rather then the' "actual" results of
operations~ ~1e effective prote~tion ag8inst'such abuse is to insist that
reserves indio:ate as specific ally' as possible, under the circumstances,
the purpose fa!" which they are created. .puchdisclosures are r-equfr-ed .fn
financial st.~~er.:3ntsfiled w:tth the Commission. Forty-five companies,
however, hod reserves of a substantial amount, the purpose of which was
not adequateJy .Ii.se'Losed , Anumberof these companies merely described
the reserves as '::reserves for contingencies" or "sundry reserves" with
no mention of the :r-.u'Fosethey were intended to serve except possibly.
a vague reference to "war and POSt-iVP..I' conditions." '!he most extreme
exampf,eof this pr actzlce was found in the case of a companywith total
assets of' about ~6,500,OOOwhich had set up a reserve for contingencies
of ~~i2,200,OOOwithout mentioning any specific contingency that was being
provided for. A few companies indicated that contingency reserves Vlere
intended to provide for "repegotiation and other contingencies" but the
amountof the renegotiation provision Viesordinarily not disclosed and
the "other contingenciesll were not identified.

The use of "blanketll reserves that are represented as having been
set up to provide for a variety of losses or contingencies is equally
uninformative. Onecompanyhad a reserve "For Preferred Dividends,
Additional IncomeTe'X1939-42 Pension, Etc.., "; howmuchwas provided
for each of these purposes rod the amounts a.ttributable to the "Etc.II;
were imponderables for the investor. 'I"vvo companies set up reserves for
"contdngencf.es and income taxes," the latter a current liab~ity while the
former was possibly the equivalent of approprd.atedsurplus. The amourrb
2ttributable to each purpose was not disclosed. Other blanket reserves
whose titles served more to conceal than reveal were "Reserve for post-war
conversion, contingencies, adjusted compensation, etc.," "reserve for
workrnen1s'compensation,.contingencies aridrepairs, etc.,"l and "reserve for
insur ~?nce,etc. " .

V.'hile the reports examtnedwere not criticized in our stuW for omit:.--
ting a description of the principal changes in important reserves, yet there
were several instances in which it was felt that if such informat,iol1r;were
available a' question might be. Nlised ...as-:-t0>-the':propriety. 'of.-the::"company'5
accounting treetment. Oneextreme instmce was thflt .of a Qompany that had
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estmlished e size~ble reserve to cover both vier 8I1dpoat--war losses. An
?G.ditionel amount-of ,about :"50Q,000 vise provided for this reserve during
the ycpr 1944 out of income. Despite this, the bal.ence in the reserve
declined by ~500,OOO during the yeer, so that cherges of 8I1undisclosed
neture anounting to about ~:a,ooo,OOOwer-e made ageinst the reserve. The
co~panyls net profit after income taxes was about ~750,OOO. .

b. Inventories

In 84 of th? 119 reports ~e felt the disclosures as to inventories
rrer-e inadequate. In 67 cases there was a feilure to make a clear statement
as to the basis used in determining the amount at which th~ inventories
'were c<"rried. In' 55 cases only a s.ing'Le total for inventories VlaS given
Lns'te ad of the subclassificetions usual.Ly required by our regulations. In
38 ceses both deficiencies existed. While the feilure to subclassify
inventories is not considered a serious f~lD1g by some, this is not true
of the feilure to state cleerly and fully the besis of val.uztd.on, The.t
information is un~fornliy considered essentiel where inventories ere a
major factor. Our rules cell for a cleer stetement of the general basis
such as cost or me.rket, 'whichever is Lorrer , and .<>lso,vrhat is' just as
i:llportmt, of bhe kind of cost --.'first in-first out, rver ege, and so on.

c. Fixed Assets

lThile bal.ance sheets examinedwere not deemeddeficient because of a
J failure to classify fixed essets or to state the basis of valuation used,

it is to be noted that 66 of the 119 reports steted the fixed assets in
one amount,and in 37 reports no indicction was given of the basLs on vrhich
they were ce.rried. ?J

However, in 17 reports, the reserve for depr-ec i etri.on ;ras not shown
seperately but wee deducted from fixed assets without indicating the
amount.so deducted. T'J'TO compani.es , neither a public utility, presented
their reserves for depreciation on the liability side of the balence sheet
r-ather than ee a corrtrs to fixed assets. One of them went so f:?r as to
pr-esent, the reserve c>mongthe net worth accounts between capi.tal stock and
surplus.

In ano-bher case 95;';
million dollars appeered
inclUding intengibles ..n
~nounts of fixed assets

of a companyt s total ease ts of nine and ope-half
under the caption "Property, plcnt and equipment"
No indic~tion ~~.s given as to the respective

end iJ.ltangibles included under this caption.

2:./ Such practices were not in this study considered "discrepancies"
beGause under Commissionrequirements the pertinent L~formation
is obtained in schedules or in the historic~l fine.nciel data.
Actually a majority of the reports give en appr-opr-Le te indice.tion
of the besi.s in the bal.ence sheet or in a I'oo'tno te , A considerable
percentage of the smaller comperrl.es, moreover, show somebr-e akdown
of fixed assets on the fece of the balance sheet.

•
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One company had YITitten dmvn its fiKed assets by a substm~tial amount
during the fiscal :year covered by its repor-t , The write":'down was equal
to about 25% of the net car~Ting value of the fixed assets prior to the
vrrite-down, and, accordhig to the president1s letter, was based on an
appraisal. The need for the vrrite-down ~as not clear, yet, assuming the
vrrite-do,~ to be justified it appeard to have been handled in a most
improper manner., In the first place there was no disclosure of the effect
of the writ.e-down on income, although p!esumably depreciation charges were
materially reduced by this adjustment and so a full explc:.nation of the .
effect on income should be given. Koreovcr, the write-dO¥ffi was describ8d
in the prGsident1s letter as being charged to "capital surplus.1I It would
soem that such losses should be reflected in earned surplus3 by way of
the income account. I.n addition, the president's letter apparently left
sonething unsaid because the company reported no IIcapital surplus" account
on its balance sheet. There was only the' single caption, "Surplus."

d. Invcstm!3nts in Securities

1'iventy-four reports did not indicde t~e market or fair value of ,
the investments in securities.

e. Capital Stock

The description accorded this item was considered inadequate in 32
cases. In most of these instances there was a failure to indicate such
informetion as the number of shares authorized or the number of shares
outstanding. In a few cases , the bal.ance sheet merely sot forth "Capital
stock" with no indica.tion as to t.he number of shares authorized, issued,
and ou'tstc>nding, the pc::ror stated value, or whether more than one clc:.s
of stock nad been issued. One company used the caption "Capital" with no
~dditional disclosure as to tho classes of stock involvod3 their stated
emount,s , the number of shares issued, or ...hether any capital surplus was
included. In another instcnce, t~o classes of capi~al stock while separately
described were lumped vdt.h surplus and shown in a single amount. It is
obviously essential for invQstors to know the number o~ s~ares issued and
outstanding. ihe lack of such information aids in schemes by which insiders
have defrauded investors by.buying in their shares at. aTIounts far beloW'
their intrinsic velue. A nDmbsr of such fraud CRses have come before the
CO~Rission for action and one at least is described in a~oth0r appendix
to the report.

3. Deficiencios in tho Form and Content of the Income Statement.

The income statements in.the one hunc~ed c:.ndninetuen reports examined
reflected a standard of reporting practice that W8.S seriously inadequate.
OB major metters as comp~red with the requirements of Rogulation S-X. On
the b~sis of such roquirements, the study indicated that 17 r0ports were
5ubste..ntially in agreement with such standards; that 27 were partially
different; that 59 were materially different; and that 16 companies did not
even'furnish inCOMe statements. Here again, a statement was not judged
to be "materially differentll unless th~ deficiencies were major faults
relating to.significant itemS of the income statement.

-




- 9 -

Vil'tu<:'.llynIl the deficiencies not0d related to the adequacy of dis-
closure, since th~ information availablo w~s so scunty as not to permit any
appraisal of -the propriety of the aCcolcutll1gprinciples followed by the
compani3s in det0rmllling net income. The most frequent departure from
Commission ste~dards lay in the S2iluro to disclose the amount of sales
or cost of goods sold.

Of the 103 companies that furnish0d income statements, 36, or over
one-third, did not disclose their volume of sales or the amount of cost of
goods sold. Some of these companies b0gan their L~co~c statem~nt ~ith u
figLlrG such- as "gross profit 2fter sales end cost of goods sOld;" fifteen
companies began with a "net income figure II after all deductions save one
or twoo These deductions (ordinarily,- depreciation and income taxes, and
sometimes a provision for contingencies) were then set out ffildthe residual
balance shown as the final net income figure. Disclosure of these basic
volume figQres as information essential for investors has been a policy of
the Co~mission since 1934. Only a handful of many hundreds of listed com-
panies have been granted confidential treatment of these items as a result
of circumstances indicating disclosure to be a definite and clear-cut hard-
ship. The Commission's policy was, it may be noted, upheld by the courts
in the American Sumatra Tobacco case.

AiJout fifty-five of the reports examined either contained no income
statement or contained only a highly condensed statement of V8IJr limited
value to an investor. In several cases, income taxes and depreciation were
left to the last and deducted from a f'Lgur e cact Loned "Net Income before
income taxes and depreciation." This method of presentation of depreciation
expense is apt to be very ~isleading since it tends to suggest that deprecia-
tion is an indefinite cost that need be recognized only in amounts that
prcfj~s can comfortably bear. Cou~li~g depreciation lTith income taxes at
the bottom of the income statement likewise tends to foster the mistaken
notion that depreciation, like income taxes, is a special type of charge
that need be borne only to tae extent that income exists.

One of the most iT-portant undertainties attending the presentation
of incorr.efigures during the recent war years is the effect of renegotiation
of war contracts. !lost cf t ne com.iarn.es whose repcrts were examined were
apparently subject to renegotiation and many of ti.wse gave information on
the subject that appeared to be r-easonab Iy adequate. However, about twenty-
six 01: the companies either made no me ..tion of this matter or gave so little
information that it was not possible to forn a clear opinion of the renegoti-
ation status of the company,

The disclosure given to provlslons charged to income for reserves
covBring war or post-war contingencies or losses was also frequently
inadequate. 1:any of the companies making such provisions failed to describe
sufficiently the purpose of the reserve provision or the amount theroof.
These reserVes are part of the seneral quostion of reserve accounting that
was discussed previously.
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4~ Deficiencies in Footnote Disclosures.

The one hundred end nineteen fincncial st~tem.onts exendned "\vere
cheracterized by e lack of footnotes., A large numbercontained none
whetsocver, while menyothers JIlerelypresented- one or tivo.brief notes.
For purposes of this study it 17CS not deemedessential that footnotes to
the financial ste.tements be formally set out end separetely captioned.
Disclosures madein an eccompanying letter of the president of the company
were elso accepted es the equivCllent of formal footnotes.

The footnotes t..~at should be preserited with respect to a particular
balance sheet or income statement cannof usuclly be deternrLl'ledfrom en
ex~5-netion of the face of the stetement itself. However, there are
certe.in tJ~es of footnotes th?t are necessClxyunder most circurnstences.
These include the disclosuro, by footnote or otherwise of the basis of
determining the amountat which certain assets EIrecer'r-Led Ln the bal.ence
sheet, the ?ccounting principles followed in determining the inclusion or
exclusion of subsidie.ries for consolidation purposes, the accounting policy
followed for depreciation of fj~ed assets, and similar matters relattng to
accountLl'lgprinciples or practices observed by the corporation.

~ootnotes ere also frequently needed to indicate more clearly the full
significcmce of amounbsshovmin the finc>ncicl statements. Unusual types
of assets, dividend errerrages on preferred stock crr.other surplus"restric-
tions, contingent li2bilities, defaults on outstcmding securities, and a
ve.rietJr of other special situations cal.L for deteiled disclosure, presumably
by footnote.

In vie~ of the great variety of situations that m~ nece8sitate foot-
note disclosure, end the fact thB.t the existence of such situations could
not elTfcJsbe determined, it wp..5 seldom possible to serythat the footnotes
5.na g::.venreport wer-e adequato , Horrever-, with respect to eech fincncial
state?'1Cntwe asked ourselves Ymether the footnotes, havfng in mind the other
data avai.Leb Ie , e;?pe::-redto meet the minimumsbandards of Regulation S-X.
Thebclcnce sheet footnotes of 92 compeniesdid not comeup to this s t andard,
In the caee of 26 reports there were no obser-vsbf,e Lnedequac'Les in the
footnotes furnished.. About 100 compenies ;>resented formal income stflte-
merrts , Of these only 5 seemedto have reeson2bly adequate footnotes while
the remaining 95 compcmiesdid not appear- to meet the mirdmim requirements
of Regulation S-X.

The most commonomission noted WeE an ::-lmostcomplete f?ilure to
disclose import~nt accounting policies of the reporting company. ~ithout
such inform?tion, ~n investor is obviously lef:t lergely in the d?rk
p~rticularly should he ...dsh to comper-e his compenywith otherl:! in 'whichhe
mey be interested. As en exempl.e , only t'P.ree compent.es out of the entire
group gave cny c'Le er description of their deprecia.tion, maintenance or"
repla.cement policies.
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Footnote defici8ncies extended to a number of other matters. There
was a f2ilure to note pr~fer~ed stock dividend arroarages or othar surplus
restrictions; the ~ount cf th8 L~volnntarf liquidating preference of
preferrea stock was not shmnl altbough that Jrefcr~nce exce0ded the amount
at which preferred stock was carried in the bal<mce sheet; and the ;Jertinent
facts were not given as to a recapitalization that 2pparently was to be
carried out ~r.ortly aft~r the date of the balance sheet.

It seemed clear that little attention was given to the nned for footnote
disclosures in the financial statements examined. The lack of information
in the body of the finar.cial statements could have been overcome in some
inst~nces by appropriate footnotes. H~~evGr, as a general rula, the
fina~cial statements that were most in need.of clarification were the ones
that failed to give any footnotes at all.

5. DeficienCles R31ating to the usc .of I~~ro~er or. Unsound Accounting
Princi'pl:J~o

The deficiencies that have bean discussed so far are almost entirely
deficier..ci-.::srolating to the adequacy of disclosure rather than deficiencies
attributable ~o tho UEG of unsound or improper eccounting principles.
However, the studies disclosed quite a numbcr of instances in which it was
evident that the accourrt.ing principles f'o.l l.owed ~.[ereimproper. Sever-a L
instances may be c~ted, such as treating tr0asurJ stock as an asset and
including cividends on such stock in income, ~nd c~&rging (ITiGe-d~ms of
fixed assets to cE9ital surplus.

Two companies r esor-t.ed to appraisals during 1942 and 1943 r-csu.lt.tng
in tho vr.rite-up of th~ir fixed assets. =~o rccapitaliz£tion or ~ajor readjust-
ment seemed to have occurred, nnd nothinz L~ the nature of discovery value
existed since one of the companies was a t.extLLe mill y;hilo tho other was
a r.2nufacturer of a0ronautical and ~~rine appliancos.

One company that had writt,en up its assct s continued to char-ge depreci-
ation to income on the basis of the old cost fig~r8s. This ~r~ctice is
very g0ncrally regarded oy accountants as misleading, and has, I bcli~ve,
~o substanti~l authoritative sup~ort. Anotl1~r com~any mace no disclosure
in ~ts balence sheet of any ~Tite-~ps in its ass~ts but q surplus adjust-
ment labelled uAr,lortization of buL.c.ing eppr-cc.int.Lon --- S36,90911 made it
appar-ent, ';:;i1ata wri:te-up had. in .f~cctb88;1. recorded at sene timo.

A company which had recently undergone a reorganization, announced
in its financial statements that it was following the practice of charging
or crediting to capital surplus all losses or gains realized on the sale
or other disposition: of fixed assets that had been acquired prior to.the
reorganization. The reorganization in question was a formal proceeding
under Chapter X of the National Bankruptcy Act and operated to give the
company a nfresh start.1J However, this reorganization eQuId scarcely operate
to absolve the company from recording any subsequent losses or gains on
fixed assets. Losses or gains that appeared to be attributable to the
period .subsequent to the reorganization should be reflected in earned sur-
plus, through the income account.

I
l



. Anoth-c.r compt7.rijr -th:?t re,;:or',ed 2. s u t s t z n t i a l  zerncd. su rp lus  f a i l e d  t o  
d i s c l o s e  ti12 qu:stlonc?.'ul~ ncl.turi: of the' x c o n n t .  This  compeny h2.d undrr- 
gone r?.m?,.j c a p i t z l -  re:.djl~stz:cizt three yca r s  e a r l i e r .  The amount of 
s t r t e d .  c q i t z l  -:ns r c d u c ~ d  f rox   bout <:.i7,000,000 t o  $7,000,000 vrith 2 
concurrent  clir;lin?.tion of $ 9 , O , O Q O  ef g r c f c r r z d  s tock  dividend 2.rreF.rngds. 
I n  addi t ion ,  &out $10,000,090 sf I'goo+ir'illt' ~;:;hich had bcen on t h e  books 
sine; t h e  o r g 2 n i z ~ t i o n  of t h c  eorr,gnny i n  1899 was w r i t t a :  of f .  Eai-nrd surp lu  
i'fL-icl1 ? r a  ,-.boa+, $$2,100,00G bi.f 0,-c t h i s  rccnpitc?-li ;z?.t io,  wes rzduced t o  
~.l"out ij500,000 b y  c l la rg ing  2. s o r t i o n  c:f t3e goo&xi l l  write-off thzroagnins t .  
This  ba lzncc  of ec.rmec! sur9i-m yrzs no t  da5ed o r  s:c;j lninedin tiis fint:.ncic?l 
s t~,f , i .mcnts  bu t  Y;I,?.s .jrr-.uc"ntd 2s . i ~ l l q u , ? l i f i ~ d .  lleal-,ncd ~ u r ~ l u s , l l  notmithst?.ncl- 
inc , , the i;:rj.ti.-cjf f of goo&,;.L11 t o  c z p i t a l  . s u r p l ~ l s  and ce t , t l e~ . zn t  of 
$9,OC0,00@ of ; r > f e ~ r o d  s t o c k  dividend nrre;.rages. 

. 2  - 
TIici Tii,izi;cl.;7,i. st.:,tc2enl;s i n c  l.udcc'. i n  re ; ror t s  t o  s tockhoidcrs  of LOO 

. - 
of the 11'2 cny-n,-~iiss ;:cvi~y;sd fi ; ) .~ been c- , . r t i f ied  -by c ; r t i f i c d  ~ & l i c  
zccountc~~;I-,; L'T >-~'.i~qiic ...... a -  - ~.cco:znts:nts, l e av ing  19 cor,pr:rtlc!s v;.'.lose f i n m c i ~ l  
skztc;x;:nt,s y. :;:*:, ;r~& C C T ~ : ~  i ~ d .  

r!-;12 2cri< 4 . , - . - - r  
. >. X:L . zi;s furn2shcd ii-1 eighty-two of t h e  lI.9 r;;;orts ;.?ere i n  

s:lbstnntizi. .c..;;.:.i:t.::~? iL;y w i t h  tht .  i,cqaircmel;ts zf t h e  Cor~j!issicil. These 
c a r t i f  icat,cs -7C;iI',-.c . d . , . . ,  ,?-.j- ;, ?r' A ,  ..r;~t t h e  ~.uc!it mas r:lcde i n  ~~~~~~~:.LC? v ~ i t h  nornz l  
c..uditing st;.nd:irck ~ppZ.icz.L~l-c i n  t h o  circu~Lstczi~ces and ir.cludec! a l l  :-:--oce6ur L- 

5h2t  t h e  ,?ccnu.rl-;;i?iltr dselacd ,zcccssary, Axso ?21e accour,'ic.nts c lc r r l3- '  express 
t h c i r  opinion ;.!.la', 'i'r-i: f i : l i ?~c ia1  s tatep 'cnts  irrerz pYcpnrcd ic i?cco~d,?nce 
w i t h  g ~ n e r n i l ; .  ric,:.zpi.r!ti ::.ccountFng p r i n c i p G s  2nd f i l i r l y  ,crzscr;ted %he 
fin2.ncia.l  condl.t,-!..~r 2.112 ~ . : ; s u l t s  of opcrakion of t h ~  2r.r-ticu1p.r co:npznics. 
111 In.: cc r t i f i . c~ . t . e s  i'-::~i-.i_ski~d in. i:L,;hteen of the rc.;:crts ::ere r(ijud,.ged unsa t i s -  
factor--;  n;ld t:?i: rz..,or~k,s !;f :lir!>tgon cop;l,:nics wcrc .-lot c d r t i _ ^ i c d Q  

- - 
;>j~;-nr.ly 2-11 .the di.f 'ic5z.nci.c~ in t h e  ;.$gh';ccr- r ; p ~ r t s  -firlli-ch v i G r e  ndjudscci 

u n s a t l ~ f a c t o ~ y  wcrc r.tl;rYuutzLblc t o  t h e  f r .c t  t59.t L ~ c  S C O ? ~  of .th2 ~ u c i t ,  
was nc-t c l z z r l g  indlcz-Led. No re?~-ccntr ; - i ; ion .i~3.s zed;. ch,-.t .the a u d i t  
ccnf crmcd t o  1:clnn.cll- aid:.-tlng s-tcnd?.rc',s ~ ~ 2 p l i c ~ ' i > L c  i n  the circurnstancss,  o r  
+ 1- t t l i ~  ;.cccuntants ermc,lc;<rcci ail .-~i-oc,r:dar:s i,- they deemed nbcessr-ry. A f e ~ r  
c a r i i f i c a t e s  d c s c r i ~ c d  the sco73e cz I1.-? ,;.LL p~idi+J b y  l i s t i n g  spzc i f  l c  nu.dit- 

, . ing  procedures thz:t had beer1 .;r>?l.s.ycd, uus ir, c.11 such c m c s  t h c  clescribed 
proccdu:.z.s- s;.ern~c! -Lo 1"~-11 s . ; ~ o s t  of E sat lsf .? .c tory z.udit, n ;he f i n a n c i a l  
st ,ctc?nents of one cornyan;:~ -trzr.c ;.prdsecl;ed ov2r t h e  sr I l i tcd nzxc of n c e r t i f i e d  
-312.515.~ ~ . . c  cci.jrLtmt bu t  :I; ibho~< any f orn-21 ,osifi ior,  b.:kg c.xgressed u p  i;h:; 

5Ika.t I 1x.v~ o u t l i n c b  so  f2r arc, I th ink ,  Lhc s n l l e n t  f i nd ings  3f t h e  
. . s t u c j .  ' O i l  tile . ba s i s  of .,tizcsz findizlqs ?.ZQ wiCh t h e  bc:icfi.t of i.ts d i r e c t  

c x p z r i c n c e w i t h  indi.vidci..l c.?.ses t h e  Co~,iss- io: i  ill bod;. of it,s rq>or+,  
drm: the c cnc lus ion  thz-t '~ r t ia tevcr  2n crccountafit 1 s persOncl.l iri~:.s;s ~,i;y be 
zboxt tile n e c e s s i t y  o r  6es i r : i b i l i t y  of d i sc lc . swe, '  2-t i s  zp?2.rei?t t h a t  
~anz.gc.r~ent  p o l i c y  i s  t h e  f fzc -Lor dc ttrmi115s the ncL;rri. of t h e  z,-.nnud 
r e : ~ o r t .  It went on t o  .conclude t l i z t  it f e l t ,  t1lz.t ur;lcss x c ' o u n t e ~ t s  csn 
poin t  t o  ~c&;I  rc-qilirernants 2.5 t o  t h e  extsrib of d i sc losu re ,  t h z y  2re 
o f t e n  u:l?.blc t o  i n s l i s t  on 2 p o s i t i o n  contrz.ry t o  tha t .  of -the n;z.nc..gtment 
2s t o  t h e  ex t cn t  of t h c  d i s c l o s u r c  which i s  dcsirz.blc. 
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The Commission is by no means unaware of the valuable serVices which
public accountants are ~quipped to render to investors. Our nearly
universal requirement for certification of finc~cial statements by indepen-
dent public accountants is perhaps the most striking 3vidence of this
fact. Unfortunately, opportunity is seldom offered for commendatory •
publicity in the multitude of cases in which the certifjing accountant
has-done a good jobG On the other hand, it is one of )~r major statutory
functions to uncover and seek to remedy instances in vhich those
participating in the preparation of statements and rel'orts have in our
opinion failed to meet their res~onsibilities and those of course ?xe'the
cae6S- that get'publi3hed~
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