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The title I have taken for thle discussion could be interpreted as
an intentlon to gurvey a long hintﬂry-lHFar example, a receat news item
Tepeorted imporient new discoverles in the Hear Eaet of records of buginess
transactliens of four thousand yeare ago. Ochers might start the story with
Pacioli, which would save us about 3,500 years. A more reasonable begin-
ning might be early reports of the railroads; and in the industrial group
the firet report of the United Stater Steel Corporation in 1902 affords a
golid starting polat.

About this time three Amerlcan teachers of accounting produced impor-
tant contributione to the then aparse literature on the subject. In "The
Phllosophy of Accounts" Sprague observed that "the whole purpose of the

business- struggle is increase of wealth, that le increase of proprietor-

ahlp." Sprague used the term Economilc Accounks to cover the Income and

expense accountsd. He summed up ome of our most impeortant accounting
problems in a single brief paragraph:

"173. Unlessn care Lz tazken to lnclude Lln the econcmic
entrles of a period all that properly belongs in Lt and to
exclude all that pertains t¢ any other perlod before or after,
we may greatly diastort the presentation of facts so azx to
render it valueless; the period which has been adversze may
appear prospercus at the expense of one which 1s actuzlly more
auccegnful. The question must alwaye be aaki: Ie there zoy
regidual asset or liability &t the beginning or at ths end of
the pericd which has not been taken into zccount?” 2/

Hatfield's "Modern Accounting published in 1909 carried a subtltle

#ita Principles and Some of Ita Problems.” In hls preface the author

1/ The Securities and Exchange Commission, az & matter of policy, dis-
clalms responsiblility for any private publication by any of 1its employees.
The views expressed herein are those of the author and do not necesszarily
reflect the views of the Commigsion or of the author's colleagues on the
ptaff of the Commnlission.

2f/ Spraguve, Charles E., "The Philosophy of Accounts,” first publlished in
1907, reprinted in 1917 by The Ronald Fress Company, pp. 59 and 61.



racognizes that advancement had baen made in accounting practice but he
deplored "a most embarrassing confusion in terminology" and the seriocus
"uncertalnty as to the cotrect priociple to follow in many cases." 5o
he concluded that:

"Lla aome canes it is posslble to differenclatce cercaln
usages as bad, some methods as involving incorrect principles.

But thie iz not always true and vhen £in doubt there 15 no

ultimate arbiter to whom appeal can contldently be made. In

thia dilemma it has, therefore, eeemed advisable to show the

exlating variationsa rather than to attempt to formulate rigid

rules. The comparative study of accounting practice will, per-
hapa, be a greater service o accounting sclence than 3 more

dogmatic treariase.™ 3/

Some observers of the situation today would say little progress has
been made since thls was written.

Cole, ln the preface to the revised and enlarged edicion of his book
"Accounte - Their Conatruction and Interpretation for Businegsmen and
Students of Affairae,”™ firsat published in 1%08, said that "accounting ie
nothing but sublimated common sense applied to finding and telling the
truth about businesa ™ After some unflattering remarks about courts and
lawyera, Cole said that:

"To-day & legal decision not cverruled may be found on each
aide of almost every accounting problem. The discuselon of
prtinciples in thls book, therefore, is based on fundamental
analysea through common sense, and does not attempt to follow
the mazea of contradictory policy in complex concrete cases." &/
FLEty years after this was written we still have somewhat violent

differences of oplnlon over a number of lmportant accounting matters and

we have some difficulty in determiniog jvet who has the monopoly on

"common sense.”

3/ Hatfleld, Henry Rand, "Modern Accounting,” D. Appleton and Company,
p. vi.

4/ Cole, William Morse, "Accounts - Thelt Conztruction and Interpreta-
tion,™ Rev. and Enld. Ed., Houghton MLifflin Company, 1915, p. wi.



-3 -

However, there are many ihdicatione today of trends toward lmprove-
mente in financial reporting. These trends can be noted in the activicies
of governmental agencies and accounting and othet professional gocletles
as well 8g in actlioos of companies acting individually asnd in groups.

At the SEC the past year hag been an eventful cne la this respect.
In May 1964 a proxy ruleifunder the Securities Exchange Act of 1934 was
amendad to provide some specific guldelines Eor the content of financial
statements for fiscal years ending on or after Jume 30, 1964, to be in-
cluded in reports furnished to security holders in comnectlion with the
solicltacion of proxies by the lssusr. In brief, the rule now requires
that any material differences between the financial statements sent Eo
sacurity holders and those filed with the SEC shall be recenclled ot
explatned and with a few exceptions that the statementa sent to asecurlty
holders shall be certified. An exswple of such & reconciliation is the
adoption of the practice by most of the steel companies, which present
theilr income statements on an object or natural classificaetion of ex-
penses in the reports to shareholdera, of etating the amounts for coat
of goods moid and selling, general snd administrative expense in a foot-
note which provides the reconciliation with the presentatlon in the 10-K
reporea. By so doing, the demande of followers of two schoolz of thought
are natinsfied.

We are etudying the reports as they come in to determime what further
action may be needed to insure cowpliance, but alresdy a trend coward

improvement 1s noticeable. It is hroped that the wide publicity

5/ Rule la-3.
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that the ameadment has recelved and the aducational efforts of the pro-
fesslonal socletles will Tesult in close conformance to the requirements
withia a reascnable time, particularly since the companies that have
issued reportg which contain sericus deficlencies are 2 gmall minority.
A very helpful instructicnal artlcle was published in RElchard Lytle'e

degartment in the Jaouary 1965 lseue of The Journal of Accountancy.

although most companies have been iggulng adequate reporcs, a wide
variety of deficienciee has been cbserved in the minority group. The
ampendment le intended to correct such matters as the omizsion of the
locome statement, omisslon of seles and cost of sales, differences in
the princlples of consolidation snd discrepancies in income and balance
sheet figures in che twe secs of finapeclal statements. For example, in
an annual report tc atockholders noted recently, Iln the Lncome etatementa
there were dlacrepancies ln ¢ost of sales, gross praflt and varicus other
captiona, and no amcunt was identified as net fncome. In the halance
gheat the reader had to do the arithmetic to arrive at totals for current
agsets and current ligbilities. Further comparison with che financial
atatewents filed with the Commlesion discloged that the very nominal
credic balance in "aurplus'" was the difference between a large capital
aurplus and & slightly sma&ller operating deficlt. This was all bolstered
by the inclusion of a substantlal appraisal increase in plant whick of
course does not appear in the 5BC fillng.

Adoother major event in 1964 for the SEC, and one which 1t Le expected
will have an important effect on flnanclal reportiog, wes the enactment by

Congress of the Securities Acts Amendments of 1964. As you probably know,
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the vegiatration and reporting requilremente of the 1934 Act were extended
by these amendments to kthe unlisted securities of companies having more
than $1,000,000 in assets and 750 atockholders. While many of these com-
panles were already filing under the Section 15(d) requirements of the
Act, an sstimated 1,100 companies will be required to file reports for
the first time for their fiscal years ending after June 30, 1964. Since
these companles have 120 days after the close of theirx figﬂnl year in
which to file, the f£lood will atart within just a féu day; a8 the fiscal
year companies were given a blanket extemsgion of time to April 30 inm
which to register. Op July 1, 1966, the stockholder limic drops to 500
and ap eatimated additional 800 cowmpanles wlli come under the requirements
of the Act.

Bringing these new companies under the Actc will have 2 two-fold impact
on financlal reporting. First, with respect tc the 1,%00 companies belng
added to the approximately 5,000 which are alteady required to Eile
Einanciszl etatementa in accordance with BEC stendards, the general quality
of the f{inancial reports of the new compacies is expected to be improved.
Second, the newly covered companies which also scliclt proxies will ke
subject to the proxmy requirements as previously discussed, snd thus better
and more informative reports will be subkmitted to the stockholders. In-
cidentally, amother tule has been proposed which will apply subastanrially
the game reporting requlirements to compaples that do not solicit proxies.

With respect to reports of most banks and unlisted insurance com-
panies, the reaponsibility under the 1964 amendments hae been vested in

agencles other than the SEC--for insurance companies under certain



conditions to their state regulatory commissions, and for baoks to the
Comptrolier of the Currency, the Federal Reserve Board or the Federal
Deposit Insurance Corporation as approprlate. These requiremente should
have a salutary effect on financisel repeorting in these fields, both of
which have been the subject of much discussion znd eriticism ln recent
vears. The recently lesued reporting lnetructlons of the FEB and the
FDIC are somevhat comparable to the SEC's financial statement require-
mentn+£falthnugh certificatlon by independent public acecuntaots iz pot
required of the banks, the rules as adopted encourage it. Some large
New York City banks have published reports to stockholders Eor 1964 con-
teining certified financial statements. (ne of theege reportsa cootalins
an excellent explanation of the changes made In the bank's accounting in
order to permit certification.lf

dnother ares of financial reportiog to which the 1934 Act was ex-
tended pertaing fo Foreilgn companies whose unligted securicies are sold
in thls country. However, Congress gave the Commiesion conslderable
dlecretion with respect to exemptlons, and a study Is now being wade to
determine an appropriate course of actlon. Financlal reporting in
forelgn countries reflects differences from U. 5. standards ranging from
ralatively miner variatione In Canada, Mexlcos, and the Unlted Kingdom to

extreme variations in many cother countriee. Many of the variations will

pose a problem of complisnce with our requirements 1f some exemptions

5/ Regularion 5-X.

7f Manufacturers F nover Trust Company.



from -hese requirements are not granted. An extension of the effective
date of the Act to November 1965 for these companies to parwit further
study of these and other problems has been granted.

Heretofore, for foreign filinga under the 1933 Act we have required
eonformance to our auditing standards but have recognized the differences
in accounting practices and have required conformance with or reconcilias-
tion to our standards. Howewer, for reporting under the 1934 Ace, minimal
requirements were epecified in the reporting forms promulgated in 1935
in order to accommodate companies then listed on national securities ex-
changes. These forws are still in use and thus do not make reference to
cut accounting regulation which was adopted in 1940. However, revision
of these veporting requiremente under the 1934 Acr i3 now under considera-
tlon.

There are several major differences between foreign auditing and
accounting practices and U. 5. standards which we must consider. In many
countriss physical inventory-taking is not observed by the audicors and
receivables are not confirmed by direct correspondence with the debtors,
Standards pertaining to the independence of the auditors ln most foreign
countries are different from ours. Secret reserves, usually estabiished
by the undarstatement of inventory valuves or overstatement of llabilities,
are used in scme naticns while fixed assets may be valued at highsr than
cost in many countries, often cn the basls of a govermment decree. The
practice of preparing consolidated financial statements 1le a new develop-
meat In some countrles. Our practice of recording stock dividends at

falr market value of the stock issued 18 not followed Lln most foreign



countries. Thies has been a problem for some companies which have reg-
fetered securiries under the Securities Act of 1933,

A timely acudy of the differences between foreign and U. 5. practlces
is5 the recently published book of the ALCPA, "Professlonal Accounting in
25 Countries.”™ Further studies are being made by committees of the In-
sticute, the Financial Analysts Pedevation, the Hational Assocliation of
Securltiegs Dealers, and others. Although we have cited several important
differences, there are many signs of a general trend toward improvements
of financlal reporting in the forelgn countrles. The professional ac-
countiog organizations are becoming etronger and are exerting more
influence for better standards and practices in many countries. The
London Stock Exchange last gummer issued additionmal reporting standards
for listed companies. The Canadian Chartered Accountanzsa have up-dated
and strengthened their disclosure bulletin,EIIn March of this year a
special comnittee in Ontarlo recommended that "the financial digclosure
requirementa of Ontaric legialation should now be revised te meet the
present needs of the investor in Dntarlu."gftn Germany, comprehenslwve
legipnlation, whick Lif adopced will require improved zuditing and ac-
counting practices, Is in process.

As progreas Ls achieved in lndividual countries, 1s it too much to
hope that there will be a movement toward international uniformity of

suditing and accounting standards? A few years ago Jacob Kraayenhef, &

former president of the Netherlands Instritute of Accountants, Ln

8/ Bulletin No. 20, July 1964, "Standarde of Disclosure in Filnancial
Stetements,” The Canadlan Ioetitucte of Chartered Accountants.

2/ Province of Ontaric - Report of the Attorney General's Commitree on
Securities legislation in Oataric, HMarch 1965,
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digcussing this matter at an annual meeting of the American Institute
agked the quastion: "What good reasans can be given, oather things belng
equal, for adopting different principlea in various countrles as to the
valuation of stocks, as to methods of depreclatieon, as to vherther or not
reserves are concealed in the accounts or whether provisions are to be
made for deferred taxes? 48 things etand this list could be extended
lodefinitely.™

In support of his belief that more international vniformity is
needed, he stated:

"The ipternational flow of capital for financing and
participating creates incresalng laoterest in the socundneas

of finanecial presentations and intelligibility of the ex-

planatory notes. Many inveators, not leggt those In the

United 5tates, buy shares of foreign corporations. Forelge

subsldiaries of intermational concerns must produce finmancial

statements for lpnclusion in the annual accounts of the parent
company. The accounting principles used for amalgamation pur-
poaes often differ greatly from those underlying the official

annual accounts of the subsidlaries.”™ 10/

Today, as forelgo trade and lnternationzl lavestments and mergers
continue to increase, his reasoning seems even more eogent. It 1a per-
tinent to obeerve rhat we are concerned with the flow of lnvezstments 1n
both directions.

Ansther actlon of the 3EC which extends the accountant's responsl-
bility in the area of financial reporting is the adoption of & revised
reporting and compliance form wsed under the Investment Company Act of
1940. Ia this report the accountant, in addition to certlfying the

financial statements, 1s required to express an opinlon as to the fair

presectation of information in many other ltems; e.g., asset coverage

10/ The Journal of Accountaney, January 1960.
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of senior gecurities and portfolio turnover rates, and in comtection
with certain other items to state that he has s2en nothlog to iodicate
that the company's answers are incorrect. This procedure provides assur-
ance of reliable and more adequate financial data throughout the report.
Similar extension of the atccountant's attest functlor has been devaloped
by other federal agencles.

In fact, for the Pederal Covernment as a whole there has been a
definite trend toward the teliance on the accountant’'s attéat Function
through the increased use of independent avdits in recent yeara. An

11/
informal survey reported Iln The Journal of Accountancy that 38,000

audits are stimulated or uged by just 26 Federal agenclee each vyear as
compared to about half that number five years age. SEC was the biggeat
uger, with 11,825 aonuvally. Octher major users were Housing and Home
Finance Agency (8,000); Interior Department {5,000); Renegotiatlon Board
(4,000); Small Business Administration (2,250), Rural Elecctrification
Administration {1,730); Federal Home Loan Bank Board {1,725}); and Farm
Credit Adminfscration (1,500). The conclusions of the article were
stated ag follows:
“"There is every resson to believe that the Federal ex-~
perience with independent auditore will result in a continn-
ing increase in this work in the decade ahead . . .
“The tesult has been a happy cpe for the agencles in-
volwed, and has assisted in sound flonancial contraol over
public funds. It is an area Iin which independent suditors
can make a really meaningful contribution to the public
interest."

I believe we can aleo conclude that such major uase of independent

audit reporta will be a strong icflueoce in the improvement of finaocial

11/ Lymsn Bryan, "Washington Background,” October 1964,
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reporting in geneval. Another step inm this direction is the law enzcted
by Congress In 1964 which requirvres annual independent audits of the more
than fifty Federally chartered private carpcratiuna.lz!

We noted above that the standards of Llndependence in many foreign
countries vary conelderably from curs. In cthe past there hae been much
discuseion in accounting litergture of the difference in the view on
independence between the Commisslon and the profeassion in the United
States. This difference, if it exlsted, arose largely from the point of
interest or the approach to the problem. The preofeasion has placed
primary smwphasis In its rulex on the concept that independence and pro-
fesslonal responeibllicy are & state of mind founded upon character and
integrity; whereas the Commizsion imputee these tralte to all accountants
who are entitled to practice under the laws applicable to them and, in
itn rule, has dealt with relaticnehlps which we conslder either disqualify
or tend to diagualify an accountant in this respect as regards a particu-
lar cilent. In a revislon of Article 1 of ics code of ethics in 1964,
the ATCPA included provisions regarding disquelifylng relationships
which are similar to our Rules 2-01 (b) and {¢) of Regulation 5-X as
guoted below:

"{b) The Commiseion will not recognize any certified public
accouwntant or public sccountant az independent who is not 1In

fact independent. For example, an accountant «1ll be con-

sldered not independent with respect to any person or any of

its parente or subsidiaries in whom he haa, or had during the

pericd of report, any direct financial interest or any material

indirect financial intereat; or with whom he ia, or was during

such periocd, conhnected gs a promoter, underwriter, voting
truptee, director, officer, or emploves.

2/ The Journa)l of Accountancy, October 1964,
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"{c) Ion detarmining whether an accountant may in fact be
not independent with respect to a particular person, the Com-
wmizsion will glve appropriate consilderaticn to all relevant
clreumeecances, including evidence bearing on all relakion-
ships hetween the accountant and that person or any affiliate
thereof, and wlll not confine iteelf to the relationships
exiacing in connectlon with the filing of reports with the
Commisasion.”

Although we are in substantial agreement with the Institute as to
the tests of independence, and situations lovolving & lack of independence
have declined, we still encounter some cases where we consider the tests

are not met.
13/
The Commlssion izsued an opinlon In 1962 in which it was held that

an accountant, and his accountiog firm, are not independent with respect
te an issuer where the accountant acted as legal couoeel for the Lissuer
during the period covered by the financial statements certified by the
accounting Elrm of which he was a partner. The eplnilen included the
following statements:

"Though owlog a public responsibkblliey, an attorney ino
acting 45 the client's advisor, defender, advocate and con-
fidant enters into a persomal relacionship Iin which his
principal comcern la with the interests and rights of his
client. The requirement of the Act of certilfication by anm
independent accountant, on the other bhand, is intended to
gacure for the benefit of public lnvestors the detached
pbjectivity of & dislnterested person. The certifying ac-
countant musd be one who Ls in no way conoected with the
bupiness or its management and who does not have any rela-
tlonship that might affect the independence which at times
may require him to wvoice public criticismg of his client's
accounting practlcee.

"In our oplnion, the partnet's relationship as attoroey
for the registrant here during the same perled covered by
his firm's certification disqualified him and the firm of
whicrh he was & partner from certifying registrant's finmanclal
statements as independent accountants.”

13/ In the Matter of American Finance Company, Iac., 40 SEC 1043
{March 19, 1962).
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Just recently we had an Llogquiry from & lawyer as to whether financilal
statements certified by him would be accepted by the Commission in view
of the fact that the accountancy law of his state contains a provision
permitting an sttorney tc perform the services of an accountant. We cilted
the above noted opinion tegarding the duval role of accountant-attorney
and alsc stated that an accountant's certificate filed with the Commisszion
wmust be signed by a practicing accountant who is professionally qualified
as well as properly reglstered and in good standing as an accountant in
accordance with the laws of his place of resldence or principal office.

In angther recent situation arising wnder the 1964 amendmencs the
various partnere of a small accounting firm, &ll of whom were close
relatives, had a number of minor relationships with a prospective regis-
trant or its affillates, including a small loan wmade by a semi-retired
partner to one of the atflliates., Becauge of the number of the relation-
ships with the prospective reglstrant and the close family ties of the
partners, we required that all of the relatlonships be terminated in
order that the accvunting firm could be deemed independent in certifylng
the fipanclal scatements to be filed with the Commiasion.

Becguse 8¢ many companies ason will be Eiling reports with che Com-
mission for the firat time and presumably many accountants will have
thelr first contact with the Commisslon as a result, conslderation of
the independence question iz particularly important, All registrants
and sccountants who have any doubts on this score should take steps Lo

resolve them az early aa possible.
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The professional acecuntants and analysts organizations are engaged
in continuous efforte to improve [inancial reporting and have made
geveral important contributions just in recent moenths.

A particularly noteworthy contributilon by the American Institute
was in & large measure the regult of the great ability and dedicated
effort of Paul Grady. I refer to the recently published Accounting Re-
search Study, "Inventcry of Generally Accepted Accounting Principles for
Business Enterprises."” While the study does not incroduce or advocate
any new accounting principles, nor was it intended to, it may well con-
tribute to such efforts in the future by virtue of the extensive codifi-
cation of existing scandards and practices and the authoritles in support
of them. One of the criticiems of the present state of the art that we
often hear fs that no one really knows what all the current principles
and practices are and without such knowledge Lt is difficulr ro consider
new ideas or principles or the possibility of narrowing the differences
in practices. This study meets that criticism and provides a comprehensive
base for further efforts toward lmproving financial reporting.

Iﬁcidentally, I underatand thac the Accounting Principles Board is
currentily engaged in studylog {ts OQpinions and the prior Accounting He-
search and Terminology Bulletina to determine whether any of them should
be revised or modified to keep abreast of the changing needs for financilal
dacta. Thils action was directed tce meet the requirements of the Special
Bulletin of the Council of the Institute issuved in October 1964 regarding
"Disclosure of Departures from Opinions of Accounting Principles Board."”

The requirement in this Bulletin that departures from the Board's Cpinlons
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be disclosed 1n the accountant's report, if he concludes that the depar-
ture has substantial aurhoritatrive suppori, should tend to reduce the
departures and to provide begter disclosure on the vemaining ones. The
provialon that fallure to disciose suth departures would be deemed to be
gubstandard reporting that would be considered by the Practice Review
Cowmittee provides a degree of persuaslveness that should encourage co-
operation of the membere and thereby lead to elimination of many of the
alternative practices now cobhserved.

We are noting Improvements in flnanciaml reporting as a result of
the lssuance of the Accounting Princlples Board Oplalon Ho. 3 entitled
"The Statement of Source and Applicatiom of Funds,'" which also dealr
with the uge of the term "cazh flow.™ More zompanies are ineluding this
statement in their reports and thus are providing the stockholders with
helpful supplementary Lnformation. The use of "cash flovw" also seems to
be decreasing and the data sppears less confusing when considered with
the funde atatement. However, we &bill ace some questionable ueage of
Weguh flow! and related terms, especlally in their reduction to & per-
ahare basis, such as the inclusion in one report of a rabulatiom of a
price-cash flow ratle for several years, or in another veport an attractive
bar chart which emphasizes per-share amounts of cash Elow.

In connectlon with per-share data I might add that there are indica-
tions that too much emphasis Ls belng placed on the single Fipure of
Yaarnings per share” without sufflcient prominence being glven to other
pertinent inforwmation. In reglstration statements filed with the 3EC

prior to 1951 a summary of earnings wae required administratively but a
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computation of earnings per share was generally not required except in
cases where the securltles were considered very speculatlve ot there was
a significant variation in earnings from year to year. However, there
wag much evidence that the calculatlion was belog made erronegously in
many cIEEE.

When the form used by most companies for registration under the
1935 Act wag revised in 1951 2z requirement for the summary of earnings
was Included and provision was made for the computation when common stock
wag regletered. This action was teken ln recognition of the wide-spread
use of cthe per-ghare figures by flnancial analysts, reporting services
and the financial press generally. At the same time this put us in a
better position to determine that the figures were computed conslstently
and fairly for the purpose Iintended. In addicion, the Following instrue-
ticn to the sunmery of earnings was locluded:

"Appropriate footnotes to the summary, including refer-

ences to other parts of the prospectus, shall be furnlshed

whenever necessary to reflect Llnformation or explanations of

material significance to Ifnvestors in appraising the results

showa. "
If the summary included material extraordimary debits or credits, a
determination was made In each case as to whether earnings per share
should be presented ko show amounta per share befere or after such items,
oT peparakely.

The danger of rellance on a single flgure has long been recognized
even though ofren digregardad. In 1940 Warren W. Nissley warned apainst

the investor's "blind use of 3 single" dollar per share "amount as hils

bagig of estimating future earnings " He alsg stated, "He should ac
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igast determine the porticen thereof spplicable Lo unusual transactions
14
and make proper zllowance for the effect of such tramssctions.

The American Instlcute had also issued warninge in the same vein In
1941 and 1947, and in 1958 issued Accounting Resesrch Bulletin No. 49 on
"Earninge Per Share" with tha following advice:

"2. The Commirtee has previously considered certain aspects
of this macter 2/ and now reaffirms its earlier conclusions
that:

fa) 1t 18, In many caaea, undesirable to give major promin-
ence to a single figure of earnings per share;

{b) Any computation of esrnlnge petr share for a given pericd
should ke related to the amount designated Iin the income
stdatement as nef income for gsuch pericd; and

{z) Where material extraocrdlnary charges or credits have been
excluded from the determinatlion of nec income, the per-
share ampunt of sugh charges and credics should be reporred
geparately and slmultanecunly.

¢/ Accounting Research Bulletin No. 43, Restatement and Revision
of Accounting Regearch Bulletins {1953), Chapter 3, par. l&.
Alsc =ee Chaprer 2{b}, par. &."

It seems clear that too much emphasls has been placed In some medla
on the sipgle flgure of earnings per share., Investment decislons should
not be baped on one figure even 1if it 1s computed carrectly. The commpeny's
praspects should he cansidered in light of all pertinent daga--within the
company, in comparable companies, and in rthe economy as a8 whole. Many
other factors, such as the quelity of management, the type and extent
of recearch preograms, or advertieing efforts, affect the prospecee of a

company but cannot be reduced to a dollar baeis. HNevertheless, they may

14/ Corporate Financlal Statements - Proceedings of the Accounting Insti-
tute, 1940, Columbla University Press, p. 100,
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be more Important in analysls of the company than a single earnlngs per
share flgure.

Recently Thomas D, Flynn, current pregidentc of AICPA, in ao address
commented on this matter ae follows: '"The small to medlum lnvestor,
however, would quite naturally like to have sowe tule-of-thumb which he
could apply to all companies wichout taking the tfime to scructinize under-
lying data. So he tends to base judgments on what appears Lo be the molid,
precige Elgure of net income per share. But 1t is just not possible to
encompass &ll the complexities and variables of a businegs, particularly
one of any slze, in a single figure, especialily for a single year, and
for this reason CPA4 have for some time been peinting out the limications
foherent in an uvnaophisticated use of earnfogs-per-share.” At another
polnt he stated: ™1 should like to point ocut that any limitations of the
earninge-per-share [igure apply even more to cash-flcw-per-share."lé;

The Ipatitute's research study on "Reporting the Financial Effects
of Price-level Changes'" has made a great effort to clarify the Lseues
in thie iwportant problem for management snd Investors. The problem has
been more pressling in many forelgn countrlee where inflatlon has been
severe and, as we have peen, the practice of adjusting fixed asset values
for price-level changes is accepted in several of them. Ralph C. Jones,
who has studied the problem for many years, stated that there was a long-
term trend In this country toward recognition of the problem when he

epoke on the subject at the annual meeting of the American Accounting

15/ An address before The Hew Yotk Scclety of Security Analysts, Janu-
ary 27, 1965,



- 19 =

Asgociation Iin 1963. The Institute study's conclusion that the effects
of price-level changes should be disclosed as supplementary data is a
more teagonable approach to the problem than that taken in the 1920'sx
when the practlce of reporting appraisal walues on the balance sheat wan
wldespread. Then the appraisal surplus was often traneferred to earned
aurpiua on the instalmént plan or the income statement reported deprecia-
tion on the cost basls., This accounting is recognlzed today &8 inconsistent.
Despite the recommendationa of a number of studies, disclosure along
the linee suggested has been scanty and the debate goes on. Mr. Grady in
kis study astates that in his wlaw . . . reporting the Flnanclal effocts
of price-level changes, in addirion to historical statements, is essentlal
to & fair and cumprehz?sive pregentation of financlal position and results
1

of operatioos . . ."

In his new book published Iln the same month as the inventory, Eric L.

Kohier comments on the pressures for revaluation and observes that "Only

- Y - F
a few profesgsionel accountants have developed any Enthustasm@ver-m ::r”-'f & -
17/ ' R

—fthe ALCELS report,” and concludes hig eriticism by asking ". . . can

cne be expected to believe that management, in a free economy, would

deliberately discard the competitive advantage accruing from 8 low-cost
18/
investment in fixed asseca™

16/ Grady, pp. cit., p. 370.

17f ¥ohler, Eric L., "Accounting for Management," Prentice-Hall, Inc.,
19653, p. 263,

18/ 1bid., p. 265.
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Support for expresaelng historical costs In terms of current dollars
is pften confused with arguments in support of appraleale or other determi-
nation of wvalue a2s& a basls for reporting rather than histeorical cost. A
recent case in which a Federal court found permcms guilery of violacing
the fraud provisions of the Securitles Act of 1933 is an example of old
tricks being warmed up and uweed over agaln by a new gaperatlon of un-
scrupulous promoters. The indictment charged, among ocher things, that
the defendants faleely represented to iovestors that a corporatlon had
125,000 acres of timber concesslons in a foreign country wvalued at more
than $9,000,000 and that another corporation had diamond and gold c?;;
cessions 1n a foreign country for a net worth of over SIGT.IJUG,GG{]._

These exaggerated claims of value are reminiscent of the facts

2
hrought out in an opinion of the Commisaion in lgﬁﬂ._gfln thia earlier
case the Commission found that $9%,000,000 stated as cost of timberlands,
which sates literature rapresented as having a value of $156,652,000,
was false. The accountants in this caee sald in thelr certificate that
it was oot possibkle to make any determination of value of the assets and
consequently they could not express an opinien on the balance sheet.
Some of us recall thege old cases when we review current filings which
seem to be making an effart to turn the clock back.

The Institute's current study of acecounting for pension costs should

ald in clarifying reporting probklems in chis area where we note a con-

slderabie lack of uniformity snd questionable conmistency from year to

19/ SEC Licigation Release No. 3158, February 13, 1965.

20/ In the Matter of Resources Corporation International, 7 SEC 689
(July 10, 1940).
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year. It has long been our posltion that the accrual basie is the appro-
prlate basis for accounting for penslen costa. This was stated in the
Commiesion's Annual Report to Congress in 1947 az follows:

"The Commission has come to feel that serious considera-
tion should be given to the proposition that even under volun-
tary plans in which there ie no striet legal liabillty to
continte penslon payments a corpotate management expecting fo
remain in business and enjoy good labor relatiozs would not--
if in fact it could--abandon a pension plan, and therefore a
realiatic approfach 1s to recognize the llakility. However, in
the absence of a clear-cut legal liabllity the Commisslon haa
not as yet, as a matter of pollicy, insigted upon the showlng
¢f an actuarlally determined liability for the accrulng
penalons. Instead a clesr footoote explanation Ls accepted.”

The Institute also indicated preference for a full accruwal basis
in Accountlng Research Bulletin No. 47 published In 1956, but only the
minimum accounting &nd dieclosure regquired by the Bulletin is cbserved
by many companfes. It seems something of a paradox that accountants
will give a clean certlficate when an item as important as penelon pro-
vigions is teported on the cash beais. As the number ¢f pension plans
increases and their costs become more slgnificant, Lc is difflculc to
see any valld reaaon why the costs should not be recorded on a more
orderly baels through a regular accrual mechod of accounting.

The Financial Analyets Federatlon has been wvery active in efforts
to lmprove financlal reporting. This organization has esgtakblighed a
practice of awarding asnually "Citatione for Corporate Reparting" in
Egur or five industrles each year bto encouwrage lmprovement throughout
the business world., 1In 1964 the awards were made in the chemlesl,

electrical equipment and steel induatries, and in the 1ife insurance and

saviogs and loam fields.
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The followlng significant statenent was Included in the anbual
repoart of the Federatlion for 1963-64: "The Sub-commlttee members found
generally that there has been real improvement in the anousl reports of
the companies (and industries) which were studied thls year; in face, in
the case of the Chemicale egpecially, the differences im excellence among
the top several companies’ annual reports waz small.” At the same time,
however, the report listed a number of areag in which financial reporting
ghould be improved, particularly in certain industriea, For the ¢lectrical
efuipment manufacturing Industry the suggestione were:

1. Include ptatistical summary of salient operating data

and other corporate information specifically designed for the

professional investor and for industry trade aseociations,

government groups, and other intercsted parties.

2. Attempt to issue annual reports socner after the end of
the accounting year than has been the pracetice,

3. Provide detalled information ot source and application
of funds, in the form of a statistical summary.

4. Improve discussion of azles Lrends, cost influences,
apd similar matters, providing shareowner and analyst a better
undergtanding of company performance.

5. Cite posslble impact of new products and Facllitles,
pricing and related matters on company's reletive performance
in coming latervals.

Suggested areas for loprovement in the steel 1 -lustry were:

1. Data on shipments by type of product or market, which
is given to American Iron and Steel Instirute.

2. Flgures on ingot capacity and operating rates for
ipdustry and individuval companies.

3., Information on nonsteel~making activities.

4. Data on expenditures for maintenance and repalrs, which
fs supplied the 3EC.
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5. Information on pension charges--particularly in
regard to unfunded coste of past services.

6. Dlaclosure of selling, general, and administratlive
EXPENSEE.

7. Data on sinking fund reguirements and on the nature
of operating reserves.

B. Method of depreciation used.

Adoption of these suggestions should bring about further improva-
ments and similar recommendations could be made to other industries.

The Federation hed previously, in 1962, sponscred & very comprehenaive
study of this type by Or. Corlliss D. Anderaon of Northwestern Univeralcy,
which was based on surveys in gixteen industries and which contained many
suggestions for lmproving corpotate reporting.

Many actions of Individusl companies or company groups are coptribu-
ting to improved [inancial reporting. The current survey by the American
Fetroleun Ipstitute directed at identifying the accounting practices fol-
lowed in the oll Induatry and stating the reasons 1o support of each
practice may be noted here.

While we have deslt with many areas where we see crends roward im-
proved financial Teperting, this ie not to say that all of the problewms
have disappeared. Much of our time 15 etill occupled with problems. We
cited a need previously for hekter reperting on pension coste.  Another
problem that we encounter frequently le the lack of clarity in reporting
untdetr what we call the speclal item treatment for non-recurrlng gains or
losses. There has long been a tendency Lo treat non-recurting losses as
direct charges to surplus and to treat guch gaina as special ltem credits

on the lncome statements. More recently we have noted geveral
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cases in which special item treatment was accorded te items of cost which
would have been more appropriately charged in some cases to regular opera-
ting expense, deferred in cther cases teo a lacter pericd, or in some cages
treated aa an appropriation of surplus.

Coats related to relocaclion of plants ot to reorganization of opera-
tions, particularly in connection with the ¢losing of a plant or the
phasling out of unprofitable product lines, are ofF a type which is often
reported in & manner which auggests that the substoatial {rem charged teo
surplus in reports to storkholdera, and treated as a =pecizl item afcer
the determipation of income for the year in reports to the SEC in accord-
ance with our regulations, includes elements which should hawve been
recognized ag operating charges in current and prior years and other
portions which inclode provisions for general contingencies and premature
write-off of costs relating to future periods. In elther sicuation the
operating experience of the company for a period of years is reported as
better than the facts support. Examples of such conglomerate aond puzzling
charges arve:

“The company has provided for closing-down costs, severance
pay, moving expenses and new plant scartipg-vp costs in the

estimated amount of $ o

YProvision for leoss on disposal af properties and expenses
relative ro plant relocation $ ;!

"“{iosses or expenses ilncurred or anticilpated in connectiom
wlith relocation and closing of processing and markering Facili-
ties § P

"s hae been charged to retained earnings for possible
losaes inherent in rehabilitating foreilgn manufacturing operations;”
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"“Provieion for losees ko be inecurred as a resolt of the
reorganlzation of certain retail cperatioms, lesas estimated

future tax reductions.”

The wide divergences in practice in reporting "special items" indi-
cates a need for some "narrowing of differences" 1ln this parcicular ace
countlng practice, possibly by a reconsideration of the whole subject of
the relatlive merits of the "all-inclusive income'" statement ap contrasted
to the "current cperating performance" type of statement. Encouragement
for such a reexamination is found in the Lnventory of Genmerally Accepted
Accountlng Principles for Business Enterprtsea.glf

&ny survey of accounting principles capn only conclude that ¢hange is
slmost constant and likely to continue and that alternative methode of
implementing generally accepted accounting principles will persist. An
inventory, whether limited to some major items ag was done in the SEC's
Tesponse to the request of the Subcommittee on Commerce and Finance of
the Commitcee on Interstate and Foreign Commerce of the House of Repre-
uentativeigir are of the detail of the Grady inventory, serves to emphasize
the need for contlnulng study locking toward the elimination of unjustified
differences in accounting. This requires patience, for recunciliation of
oppeosing views on controversial matters of principle when agreement as to

the facts sometimes seems Impossible {s not easy to accomplish, But we

must continue to work at it.

""Dnﬂ"—

21/ See pages 301-302.

22/ Memorandum prepared by the Office of the Chief Accountant, Securities
and Exchange Commission, in Response to Request of the Subcommittee on
Commeres and Pinance of the Committee on Interstate and Forelgn Commerce,
House of Representatives, on H.R. 6789 and H.R, 6793.



