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Your program director has invited me to discuss generally the subject
of "Financial Information: Avallable as to Unregistered Companies.t I am
pretty sure that what prompted his suggestion as to our subjeot matter this
evening was a recent report to Congress by our Commission entitled "A Pro-~
posal to Safeguard'Investors in Unregistered Securities." More specifi-
cally, there was included therein a "Study of Stockholders Reports of Un-
registered Companies" which was prepared under my supervision and which has
been the object of some criticism by accountants because of certain of its
conclusions, and of one at least of its suggestions as to the social re-
sponsibilities of public accountants who undertake to certify financial
reports to stockholders,

I may as well quote at the outset that part of the study which I
believe has been considered most provocative of comment:

"It seems highly significant that notwithstanding that 90% of
the financial statements were certified, practically every one failed
to disclose information that was of con31derab1e significance to
1nvestors. Yet not a single accountant registered an exception in
his certificate because of improper or inadequate disclosures in the
financial statements.

"The principal guiding force that might lead accountants to
insist on adequate disclosure in financial statements of these com-
panies is their professional conscience as expressed in their rules
of ethics. The ethical standards established by the American Insti-~
tute of Accountants and followed in various State jurisdictions pro-
vides in Rule 5 that

¥1Tn expressing an opinion on representations in financial
statements which he has examined, a member or an associate shall
be held guilty of an act discreditable to the profession if:

"'(a) He fails to disclose a material fact known to him
which is not disclosed in the financial statements
but disclosure of which is necessary to make the
finanecial statements not misleading; or

#1(b) He fails to revort any material misstatement known
to him to appear in the financial statements; or
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#1(e) He fails to direct attention to any material de-
. parture from generally accepted accounting principles
or to disclose any material omission of generally
accepted audltlng procedure applicable in the
circumstances.!

The by-laws of the American Institute of Accountants provide that a
nember is liable to expulsion or suspension from the Institute if he
is found to have been guilty of 'an act discreditable to the pro-
fession.!
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"Presumably these rules do’ not make it an tact dlscredltable to

. the profe581on' to certify the balance sheet of .a cqmpany'when no -
-income statement is presented. This can perhaps be accepted on the

© ground that the certlflcatu merely states that the particuldr finan-
‘cial statement certified ‘presents fairly.! It is more difficult %o

" understand.how an accountant can justify, under these rules, certifi-
cation of highly condensed balance sheets or income statements in which
the facts that are basic for analytical " -purposes are not disclosed.

"The fact that the financial statements examined'in the course
of this study were generally grossly inadequate, notwithstanding that
90% had been -subjected to the expert review of a certifying accountant,
makes it quite clear that the procedure of certification does little to
assure adequate information for investors. Excessive condensation and
insufficient supplemental disclosure apparently do not prevent certi-
fication. Nor do they always give sufficient attention to the pro-
priety of the accounting principles foilowed. Examples of improper
or unsound accounting principles, referred to above, were found, almost
without exception, in financial statemerits that had been certified.m

These paragraphs it may be noted apvear 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 the reports which these unregis-
tered companies prepared.

I want tonight to describe rather briefly the factual results of our
study and to leave it to you as responsible members of the public ac-
counting profession to judge whether the: fact of certification did in
these reports assure the presentation of financial information which was
redsonably adequate for the purposes of members of the general investing
publics

Possibly the best way to begin is to outline the purpose of the
study and how it came to be undertaken. Under the Securities Exchange
Act of 1934, companies having securities listed and registered on a
national securities exchange must filec annual reports with the Commission.
There are, however, many companies which enjoyed an "unlisted +trading"
status prior to the 1934 Act and which even nuw file no reports with us,
Companies which since 1936 have sold large blocks of securities also have
to file annual reports with us even though they have no securities listed
on an exchange. So also do companies subject to the Trusit Indenture Act
of 1939. And, of course, most Investment Companies and most Public
Utility Holdlng companies and their subsidiaries have to file under the
1940 and 1935 Acts.. . As-&@ result of this historical development, there
are important gaps for which there can be:no logical justification. Some
companies whose securities are traded over exchanges are not subject to
our reporting requirements or those of other public bodies such as
utilities commissions, Many traded only over-the-counter are so subject.
Whether ‘a particular .company is or is not subject to such reporting
requirements depends on such fortuitous factors as the nature of -the
business, the fact that it has or has not sold securities sincée 1936, or
the fact that it happened to be in a particular status in 1934,
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To close these gaps the Commission has proposed the appiication 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
interests ©In the proposal, the test is set at $3,000,000 in assets and
300 or more security holders. Specifically excluded are banks, and
charitable, non-profit companies:

-At an early stage of the Commission's study of this uncovered area,
my -office was asked to undertake for the Commission a study of the
financial data generally and readily available as to these companies and
to. form a judgment-as ta adequacy and informativeness in comparison to
that available as to companies subject to our reporting requirements.
The. "Study of Stockholders Reports* appended to the report to Congress is
the result.  Briefly, we first excluded banks, insurance companies and
utilities since ordinarily such companies are required to file reports
with state or federal agencies. We next 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 that if they appeared there we should
conclude that they were gemerally available, To check this the library
at our request wrote for data on a new group of 90 companies -—— and got
some im about 57% of the cases. 1/

... Next, we concluded to compare these data, not with the stockholders
reports.of listed companies as some have suggested we should have done,
but with our finanrial requirements as to 'the 10-K or 1-MD reports filed
with us- by listed compauies. It was not our purpose to determine whether
listed or.unlisted companies furnished better revorts to stockholders,
but to. determine whether adequate and informative financial data was
available as to.these non-reporting companies, For that purpose it seems
obvious that comparisons with the 10-K and 1-MD reports 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
stockholders,  the fact remains that a full 10-K report is publicly on file
with this Commission and the exchange. MNMoreover, the finaneial data so
filed 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 rooms of the Commission; also,
2;312 orders for copies of public registered information were filled,
involving 181,753 pages of material.

‘l/ In all, 119 reports were included in the study. This is about 12% of
the egtimated number of companies believed to be affected by the pro-
. posal, which do not already make public reports to Federal or State
agencies. :
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As a‘matyer of fact however,aWe have*made semeralgstuélesvof the = -
annual reports to stockholders issued, by 1isted corporationis: :Studies:in' ..
1936 and again in 1941 showed a defirite course of improvemiat. I Shall-
not speculate on the reasons for that trend, MNore importani, in the 1941
study, balance- sheets- in the annual reports were:substantially different
from those included in reports to.this Commission-in: only 203 of:the:cadses,
In the study.of unregistered companies, 52%. of. the bakance.slests failed:
in material respects-:to:meet -our-minimum-requirements. =In.th2:1941 study,
61% of the profit-and loss statements were materially differert while in
the 1946 study of unregistered companies 63%:weré materially d €ferent:-
In both instances.the-major difference wasyin the’ Tailure teishow, skles-
and cost of sales. ~In the 1941.study.99% of the. companies: furn:shed a . .
full set of statements «- i.e.; balance sheet,- ihcome- account;, -aad- surplus.
statement. In the 1946 study iny'66% of the COmpan1es gave~all three of
these primary statements. - =

And now to what the study dlsclosed. As mentioned earlier, thev .
criteria acopted as a satisfactory standard of performance were the Com~ .- .
missionis reporting requirements. under the 1934. Act for ecommercial and-
industrial companies as prescribed by Regulation 5-X, which regulatdon
governs the form and content of financial statements for most companies.

As you will doubtless recall, the provisions of Regulation S%X were: adopted
after detailed and Lengthy discussions with.a great body of public aceount-
ants, corporate officials, financial analysts and others interested dn the-
welfare of investors. As a result they repressnt a distilled: consensus of*
all these groups and ourselves as to the proper form and.cortent of:finan-—
cial statements to be offered to-investors. -However, for the purposes.of -
this study, in appraising the annual reports examined, only- sericus. depar-
tures. from these requirements were noted.. Deficiences.relating to items
that were small in amount,-or improprieties that did-not seriously .affect
the utility of the flnanclal statements -were -disregarded, Failure:-to furnish
information called for only in-the Regulation 8-X schedules was not deemed

a material discrepangy. .And: a statement was not deemed to be Wpaterially
different! br Wdefiecient" unless it conteined several important.faults =
involving items of significant amount. On the other hand, Qur'tabulatlons
reflect only patent omiSsions or inadeguacies, There was: ordinariiy no

way of telling whether other deficiencies existed, were all the facts known,
For illustration, one could not tell whether the caption Yaccounts recemvable"
included large and undisclosed sums due from officers, or whetner an item
Ifixed property andintangibles! in fact consisted largely of "intangibles."
This difficulty was particularly inportant so far as appraisal of the
accounting principles followed is concerned. In most instgnces, the state-
ments were so abbreviated and so lacking in the detail found in our supple-
mentary schedules as to prcclude the possibility of forming .any judgment

as to whether generally recognized accoantrng principles were being followed,
We assumed, however, “in the &bsénce of: clee;r-ev1den,co to the contrary that
no departures from recognlzed pr1n01ules of aceountlng were preeent. w3
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“will hot be long before it will bec recognized as improper for an accountant,

The

-5 _i':

deficiencies found may be classified into the following major

groups which I shall dlscuss in turn:

1.
,2'
3.
lra
5.

6.

Failure to furnish a full set of financial statements,
Deficienéies in the form and content of the balance sheet.
Deficiencies in the form and content of the income statement.
Deficiencies.in fecotnote disclosures,

Deficiencics relating to the use of improper or unsound
accounting principles,

Deficicneies in the certification of the financid statoements by
independent ‘public accountants,

1y Fallurc to Furnwsh > Full Sst of Flnanc1a1 Statoments

The

three finencial statements almost universelly recognized as

fundamental are thc balence sheet, the statement of income, and the state-
ment’ of surpius. Tc¢ m. it seems clear that thcse statements arc absolutely
essential to any faolir disclosure of the financial affairs of a company.

The ebsence of any o> of them deprives the investor of material 1nformat10n
he is entitled,

to which

The

studies disclosed that 16 of the 119 rcports roviewed did not

include-any statement of income at all, ond that 24 of the 119 reports

reviewed

did not include z statement of surplus, Failure to furnish

investors with & statement of income for the fiscal ‘year is to me 2 grave

omission,
petitive

Earning power is the very core of investment values in com-
fields and suppression of all information on the subject is

prejudicial to the interest of cveryone concerned ecept those favored
Winsiderst to whom the informeticn is available, Feailure to furnish a
reconciliation of surplus is also a serious omission. Items of income,
expense or loss that are carried to surplus represent an important quali-

fication

of a compeny!'s ecrnings history. Yet if a reconciliation of the

balance of earned surplus at the begining and end of the fiscal year is

not furnished, the investor ordinarily has no way of determining the sig-
nificance of such items, Further, if a reconciliation of capital surplus
end other surplus accounts:is not abailable, the investor is likewise left

in"th€ dark as to the nature 2nd significance of any increases in or utili-

zations of those surplus accounts, I suggest in all seridusness that it

who knows statements arc to be sent to investors to permit the use of his

on..nlons

bxcepu in conncctlon with a full sct of the three fundampntal

,“suatemeqts.

2, ‘"Defidiencies in the Form and Content of the Balance Shect.

. * "'Wé contluded thet of the 119 balance sheets examined, 13 substantially
complied with our requirements, 44 were partially diffcerent, and 62 were
materially different.

The
reserves,

deficiencices most frequently noted related to the presentation of
inventories, fixed assets, investments and capitel stock.
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a.: Reserves

With respect to reserves, 1ﬁadequate disclosures were quite common,
Nearly 2ll companies indicated that they had estazblished reserves of one
kind or dnother (in addition to depreciation reserves), and more than half
"the compenies had reserves that were very materisl in amount,

In thirty-two cases valuation reserves were deducted from assets without
disclosure of the amount so deducted, Regulation S—X provides that valuation
reserves shall be shown separately as a deduction from the asset to which
they epply and so precludes the practice of netting reserves against assets
without disclosure,

It is poscible through improper use of reserves to tailor the income
account to show a preconceived result rather than the "actual!" results of
operations, One effective protection against such sbuse is to insist that
reserves indicate as specifically as possible, under the circumstances,
the purpose for swhich they sre created, Such disclosures are required.in
financial stetemsnts filed with the Commission. Forty-five companies,
however, hzd reserves of o substantisgl amount, the purpose of which was
not adequately Jdisclosed. A number of these compeanies merely described
the reserves as “reserves for contingencies" or "sundry reserves!" with
no mention of the rurpose they were intended to serve except possibly
a vague reference to "war and post-war conditions," The most extreme
example of this practice was found in the case of 2 company with total
assets of zbout %6,500,000 which had set up a reserve for contingencies
of 2,200,000 without mentioning any specific contingency that was being
provided for. A few companies indicated that contingency reserves were
intended to provide for "repegotiation and other contingencies" but the
amount of the renegotiation provision wes ordinarily not disclosed and
the "other contingencies" were not identified.

The use of "blanket" reserves that are represented as having been
set up to provide for a varletj of losses or contingencies is equally
uninformative, One company had a reserve "For Preferred Dividends,
Additional Income Tex 1939-42 Pension, Etc., "3 how much was provided
for each of these purposes end the amounts ettrlbutable to the "Efc."3
were impondersbles for the investor. Two compsnies set up reserves for
“contingencies and income texes," the latter a current liability while the
former was possibly the equivelent of appropriated surplus, The amount -
sttributable to each purpose was not disclosed. Other blanket reserves
‘whose titles served more to conceal than revesl were "Reserve for post-war
conversion, contingencies, adjusted compensatlon, etc.," "reserve for
workmen'!s compensation,.contingencies and repeirs, etc.," and "reserve for
insurence, etc."

Thile the reports examined were not criticized in our study for omits
ting a description of the principal changes in importent reserves, yet there
were several instances in which it was felt that if such informabion.were
available a question might be- raised--as-to--the propriety of~the ~company s
accounting trestment, One extreme instsnce was thet of a company that had

,
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esteblished 2 sizeeble reserve to cover both wer and post—wer losses., An
eccitionel amount of gbout "500,000 was provided for this reserve during
the yeer 1944 out of income., Despite this, the belence in the reserve
declined by %500,000 during the yeer, so that cherges of an undisclosed
neture enounting to sbout 31,000,000 were made ageinst the reserve. The
conpany's net profit efter income taxes was about “750,000,

b, Inventories

In 84 of the 119 reports we felt the disclosures as to inventories
were inedequate, In 67 ceses there was 2 feilure to make a clear statement
as to the basis used in determining the amount et which the inventories
were cerrieds In 55 cases only a single total for inventcries was given
instead of the subclessificetions usuelly required by our regulations. In
39 ceses both deficiencies existed. ilhile the failure to subclassify
inventories is not considered a serious feziling by some, this is not true
of the feilure to stete clesrly and fully the besis of veluetion. That
inTormation is uniformly considcred essentizl where inventories are a
mejor fzctors Our rules ceall for a cleer stetement of the general basis
such as cost or market, whichever is lower, and ~lso, vhat is- just as
inportent, of the kind of cost — first in-first out, everege, and so on.

Ce Fixed Assets

Thile belance sheets examined were not deemed deficient because of a
failure to clessify fixed assets or to state the basis of vzlustion used,
it is to be noted that 66 of the 119 reports steted the fixed assets in
one amount and in 37 reports nc indicetion was given of the basis on which
they were carried. 2/

However, in 17 reports, the reserve for deprecietion ires not showm
seperately but wes deducted from fixed assets without indiceating the
amount so deducted., Two companies, neither s public utility, presented
their reserves for deprecistion on the lisbility side of thc balance sheet
rather then es a contre to fixed assets, One of them went so far as to
present the reserve emong the net viorth sccounts between cepitel stock end
surzlus,

In enother cese 95% of a compeny's total assets of nine and ope~half
million dollers appeared under the ception "Property, plent and equipment,
including intengibles." No indicetion wes given as to the respective
amounts of fixed assets end intengibles included under this caption.

g/ Such prectices were not in this study considered "discrepancies"
because under Commission requirements the pertinent informetion
is obtained in schedules or in the historiccl finenciel data.
Actually a mejority of the reports give an eppropriete indication
of the basis in the bslence sheet or in a fooinote, A considereble
percentage of the smaller compenies, moreover, show some breakdown
of fixed essets on the fece of the bealance sheets

*
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One company had written down its fizxed assets by a substantial amount
during the fiscal year covered by its repvrt. The write-down was equal
to about 25% of the net carrying value of the fixed assets prior to the
write~down, and, according to the president's letter, was based on an
appraisals The need for the write-down was not clcar, yet, assuming the
write~down 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 write-down on income, although presumably depreciation charges were
materially reduced by this adjustment and so a full explenation of the.
effect on income should be given. Noreovcr, the write-down was describ:zd
in the president's letter as being charged to “eapital surplus,® It would
scem that such losses should be reflected in earned surplus, by way of
the income account. In addition, the president's letter apparently left
something unsaid because the company reported no “capital surplus"* account
on its balance sheet. There was only the single caption, “Surplus." -

d, Investments in Securities

Twenty-four reports did not indicete the market or fair value of
the investments in securities,

e« Capital Stock

The description accorded this item was considered inadeguate in 32
cascs. In most of these instances there was a failure to indicate such
informetion as the number of shares authorized or the numter of shares
outstanding. In a few ceses, ths balance shest morely sct forth WCapital
stock"® with no indication as to the number of shares authorized, issued,
and outstending, thc per or stated value, or whether more than one cles
of stock nad been issued., One company used the caplion “Capital® with no
additional disclosure as to the classes of stock involved, their stated
amounts, the numboer of shares issued, or whether any capital surplus was
included. In another instznce, two classes of capital stock while separately
described were lumped with surplus and shown in a single amount, It is
obviously essential for invcstors to ¥now the number of shares issued and
outstanding. The lack of such information aids in schemes by which insiders
have defrauded investors by buying in their shares at amounts far below
their intrinsic value. A numbsr of such frazud czses have come before the
Commission for action and one at least is described in another appendix
to the report,.

3. Deficicncics in the Form and Content of the Income Statement.

The income statements in the one huncdred and ninetéen reports examined
reflected a standard of reporting practice that was seriously inadequate
on major matters as compared with the requirements of Reguletion S-X. On
the basis of such requirements, the study indicated that 17 raports were
substentially in agrecment with such standards; that 27 were pertially
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 Upaterially different" unless the deficiencies were major faulls
relating vo .significant items of the income statement.
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Virtuelly all the deficiencies noted related to the adequacy of dis-
closure, since the information zvailable was so scanty as not to permit any
appraisal of ‘the propricty of the accounting principles followed by the
companics in determining net income. The most frequent departure from
Commission standards lay in the feilurc to discloss the amount of sales
or cost of goods sold,

Of the 103 companies that furnished income statements, 36, or over
one~third, did not disclose their volume of salcs or the amount of cost of
goods sold. Some of these companies began their income statement with a
figare such as "gross profit after sales ond cost of goods sold;® fifteen
companies began with a "net income figure" after all deductions save one
or twbd; These deductions (ordinarily,. depreciation and income taxes, and
scmetimes a provision for contingencies) were then set out and the residual
balance shown as the final net income figure. Disclosure of these basic
volume figures as information essential for investors has been a policy of
the Commission 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 indiceting disclosure to be a definite and clear-cut hard-
ship., The Commission's volicy was, it may be noted, upheld by the courts
in the American Sumatra Tobacco case,

Aoout fifty-five of the reports examined either contained no income
statement or contained only a highly condensed statement of very limited
value to an investor. In several cases, income taxes and depreciation were
left to the last and deducted from a figure ca-tioned "Net income before
income taxes and depreciation." This method of presentation of depreciation
expense 1is apt to be very misleading since it tends vo suggest that deprecia-
tion is an indefinite ccst that need be recognized oniy in amounts that
prcfits can comfortably bear. Coupling depreciation with income taxes at
the bottom of the income statement likewise tends tc foster the mistaken
notion that depreciation, like income taxes, is a special tvpe of charge
that need be borne only to tne extent that income exists,

One of the most important undertainties attending the presentation
of income figures during the recent war years is the effect of renegotiation
of war contracts. lost of tne comsenies whose repcrts were examined were
apparently subject to renegotistion and meny cf tiese gave information on
the subject that apoeared to be reascazbly adequate. However, about twenty-
six of the companies either made no me..ticn cof this matter or gave so little
information that it was not possible to form & clear opinion of the renegoti-
ation status of the comgany.

The disclosure given to provisions charged to income for reserves
covering war or post-war contingencies or losses was also frequently
inadequate. MNany of the companies making such provisicns failed to describe
sufficiently the purpose of the reserve provision or the amount thercof,
These rcsertes are part of the general question of reserve accounting that
was discussed previously.
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4+ Deficiencies in Footnotc Disclosures.

The one hundred and ninetecn finenciel stetements exemiried were
cheracterized by e lack of footnotess A lerge number contained none
whatsocver, while meny others merely prescnted one or two brief notese
For purposes of this study it was not deemed essential that footnotes to
the financial stetements be formally sct out end separztely captioned.
Disclosures made in an eccompanying letter of the president of the company
were also accepted s the equivalent of formal footnotes,

The footnotes that should be preserited with respect to a particular
balence shect or income stetement cennot ususlly be determined from an
cxaminetion of the face of the stetement itself. However, there are
certein types of footnotes thet are necessary under most circumstencess
These include the disclosure, by footnote or otherwise of the basis of
determining the emount at which certain assets are carried in the balance
sheet, the ecccounting principles followed in determining the inclusion or
" exclusion of subsidiaries for consolidation purposes, the accounting policy
followed for depreciation of fixed assets, and similer matters relating to
accounting principles or practices observed by the corporation,

Tootnotes are =2lso frequently needed to indicete more clearly the full
significance of amounts shovm in the financial statements., Unusual types
of assets, dividend erreecrages on preferred stock or-cther surplus restric-
tions, contingent lisbilities, defeults on outstaending securities, and a -
vericty of other special situations cell for detsiled disclosure, presumsbly
by footnote,

In view of the greet variety of situations that may necessitate foot-
note disclosure, end the fact that the existence of such situations could
not elweys be determined, it wes seldom possible to say that the footnotes
in a given report were adequatc, However, with respect to esch finencial
statement we asked ourselves whether the footnotes, having in mind the other
dava aveileble, eoperred to meet the minimim stenderds of Regulation S—X.
The balence sheet footnotes of 92 compenies did not come up to this stendard.
In the cese of 26 reports there were no observeble inzdequacies in the
footnotes furnished, About 100 compenies »rescnted formel income state—~
ments, Of these only 5 seemed to heve ressonegbly sdequate footnotes while
the remaining 95 companies did not appecer to meet the minimum requirements
of Regulation S-X.

The most common omission noted wes en elmost complete failure to
disclose importent accounting policices of the reporting company, ithout
such informestion, en investor is obviously left largely in the derk
perticularly should he wish to compere his compeny with othcrs in which he
mey be interested, As en example, only three compenies out of the entire
group geve sny cleer description of their depreciation, maintcnance or
replacement policics.
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Footnote deficiencies extended to a number of cother matters., There
was a feilure to note preferred stock dividend arrcarages or other surplus
restrictions; the amount cf the involuntary liquidating prafcerence of
preferred stock was not shown although that prefcronce excecoded the amount
at which preferred stock was carricd in the balance sheet; and the pertinent
facts were not given as to a recapitalization that epparently was to be
carried out shortly after the date of the balance sheet.

It seemed clear that little attention was given to the need for footnote
disclosures in the financial statements examined., The lack of informetion
in the body of . the financial statements could have been overcome in some
insteances by appropgriate footnotes, Hewever, as a general ruls, the
finencial statements that were most in need-of clarification were the ones
that failed to give any footnotes at all, '

5 Deflclcnc1es Ralating to the Usc of Inproper or Unsocund Accounting
Principleos,

The deficiencies that have been discussed so far are almost entirely
deficiencizs rolating to vhe adeguacy of disclesure rather than deficiencies
attributable to the use of unsound or improper eccounting principles,
However, the studies disclosed guite a number of instances in which it was
evident thet the accounting principles followed ~vere improper. Severel
instances mey be cited, such as treating treasury stock as an asset and
including cividends on such stock in income, cnd cherging wribte-downs of
fixed assets to cenitel surplus. .

Two companics rcsorted to appraisels during 1942 aind 1943 resulting
in the write-~up of their fixed assets. No recapitalizetion or major readjust-
ment seemed to have occurred, and nothinz in the nature of discovery value
existed since onc of the companies was a textile mill while the other was
a rmanufacturer of acronautical end marine eppliances.

Cne compeny that had written up its asscts continued to charge depreci-
ation to incomec on the basis of the old cost figures, This practice is
very generally regerded oy accountants as misleading, end has, I belicve,
no substantiel authoritative support. Ancther company made no disclosure
in its balence sheet of any write-ups in its zsscts but 2 surplus adjust-
ment labelled “Amortization of builcing eppreciction -— $36,909% made it
apparent that & write-up haa in fact been recorded at sone time.

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: éf 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 "fresh start.," However, this reorganization could 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,
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- Another company that resorted 2 subsbantial carncd surplus failed to
disclose thevquastionﬁble nature of the account, This company had under-
gone & major capital.recdiuvstment threb 3écrs earlier. The amount of
stated capital was rcduc“d from sbout %17,000,000 to $7,000,000 with a
concurrent elimination of %9,000,000 C rr °furrva stock dividend arreerages,
In addition, about $10,000,0QO vi’ "goodwill" which had been on the books
sincs the orgenization of the company in 1839 was writben off. Earned surplusV
ch was chout $2, 100,000 before this recapitalization was reduced to
about 300,000 by‘chu‘clng ~ portion of the goodwill write—off thercagainst,
This b%lcnoo of ecrned surplus wes not dated or explained’ 1n tlb finonciel |
stotements bub wos nrescnted as unquelified “ecarned Surplus," notwithstand-
ing the write-ofi of goodwill to capital -surplus and the ceffltment cof
£9,000,000 of preferred stock dividend arres TRETS. '

4, Doficiozncics in Cortificetion of the Fincnceizl Stotements.

inencial stotements included in reports to stockholders of 100
nics rovicwed hod been czrtified by certified public
plic accountancs, lOaVlﬂQ 19 companics whose financial

not certificd.

stetbm\nfs

2 furnished in eighty-two of the 119 resoris were in
gubstantia’ mltn the reguirements of thc Cormissicn. These
certifice t het the sudit was made in accordsance with normel ,

5 : czble in the circumstances ad 1nvlbqud all procedurg

a mnants deemcd neccssary,  Also the a v’
hal, the finencial statements wers proparad in accordance

cccounting principdes and feirly presented the
nd rasults of opcration of the particuler
ished in. cighteen of the recporis were zdjudged unsatis—
ts of ninectéen companics were rnot certificd.

auditing
that the
their oplnlon T.
with generally av
financial conditor
The certificates fu
factory; and the rooort

3
ﬁ

rcports which were adjudged
the scope of the auditb
mede thet the audit

in the circumstances, or

Nesrlv’elW the deficicncies in the
unsatisfactory wore sthributable to the
was not clearly indicated, No represcnta
cenformed to normal auditing standard ;

that the zccountants emplceyed all procedurss tl deemed nccescary. A fow
certificates descripbed tine scone of the oudit by listing specific audit-

ing procecdurcs that had been cmplicoyced, but in all such cascs thoe described
procedures. sgamed to fall short of & satisfoctory audit. The finandicl
statements of one company were presented over the printed name of a certified

nublic accountant but ‘1tnouu any formal opinion bzin uxpressed oy the
accountont, ‘ ' i

What I hove outlined so far ave, I think, tho salient findings of the
study. 'On the besis of :these findings ond w1tn the bechcfi i
cxpcricnce with individval caoses the Comm1831on in the vedy of its re cport
drew the ccenclusion that whatever an accountant's perséanl views mey be
ebout the necessity or desirability of disclesure, it is apparent that _
moncgement policy is the factor which detcrminés the nocture of the annuel
regort, It wént on to conclude that it felt that unless accountents can
point to legeol requirements as to the extent of disclosure, they are
often unesble to insist on a position contrary to that of the mensgement
as to the extent of thc disclosure which is desireble.

s
g
e
E
.
x
e

b3
e
sk



- 13 -

The Commission is by no means unaware of the valuable serfices which
public accountants are equipped to render to investors., Our nearly
universal requirement for certification of financial statements by indepen-
dent public acccuntants is perhaps the most striking svidence of this
fact. Unfertunately, opportunity is seldom offered for commendatory .
publicity in the multitude of cases in which the certifying accountant
has -done a good job, On the other hend, it is one of >ur major statutory
fun¢tions to uncover and seek to remedy instances in vhich those
parti¢ipating in the preparation of statements and reports have in our
opinion failed to meet their res onsibilities and those of coursc are the
cages that get publishéd,

464324,
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