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Houston office since February 1957 and i ! - 1959 became a certified 

public accountant in the State of Texas. tle was promoted to audit 

manager in October 1963 and was named a partner of E&E on October 1, 

1970 during the course of this proceeding. Maurer was the E&E 

Houston office audit manager on the Westec engagement. 

Background  

Western Gold Mines, lnc., was incorporated on January 25, 1944 

i~ the State of Nevada. The Corporation's name was changed to Western 

Gold & Uranium, Inc. in 1953 and to Western Equities, Inc. in 1961. 

Cr: September 2, 1964, Western Equities, Inc. merged with Geo Space 

Ccrporation ("Geo Space" ) , a company engaged in the design and manu- 

facture of geophysical instruments and equipment used in the exploration 

cf natural resources, such as oil, gas and minerals, and established 

i t s  corporate headquarters and principal place of business in Houston, 

Texas. On May 20, 1966, the corpora ti or:'^ name was changed again, this 

zi=e to Westec Corporation, and throughcwt this decision the corporation 

5 s  referred to as "Westec" or "Wes tec Corporation." 

Geo Space was the outgrowth of Hal 1-Sears , Inc. ("Hall -Sears" 1,  

E 5usiness founded in 1957 by Ernest M. Hall, Jr. (**dall*') and H.A. !Sears 

!"tcers") to engage in the development and marketing of a line of 

~~cphones, By 1961 Hall-Sears had sales of a seismic measuring device. 

1-2 million and embarked on an accelerated growth program. In 1962 Hall- 

.=- HallZ - ~ r scombined with lnstrument Corporation of Florida ("ICF'), 

yecoming president and a director of the company. In 1963, with the 

scc~isition of the assets of Geo Space Electronics Company, the name was 

c%nged to Geo Space Corporation ("Geo Space" 1. 
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a c q u i r e d  S e i s m i c  Supply ( " A u s t r a l i a " )  P r o p e r t y ,  L t d .  s o  :?.z: 1;t.r. cr_,L-

p l e t i o n  o f  t h e  merger w i t h  Geo Space ,  Western E q u i t i e s  brcerr,e i r r :~ rna t io r .  

i n  scope .  

Westec' s Engagement o f  E&E 

E&E became a u d i t o r s  f o r  Uestec o n  September 24, 1454. Prior  

t o  t h a t  t i m e  t h e  a u d i t o r s  f o r  Geo Space were P e a t ,  Marwick rr.: !4i tchtl l  

("p)-@.fm), and t h e  a u d i t o r s  f o r  Western E q u i t i e s ,  I n c ,  were O l s t > ,  r ~ ~ ~ , 

and S q u i r e .  

S E ' s  i n t e r e s t  i n  a c q u i r i n g  Westec a s  a c l i e n t  began i:l September 

1963 when H.F. Reiss, J r .  ("Reiss" 1 ,  a New York o f f  ice p a r t n e r  r;f 

E&E a l e r t e d  Erwin Heinen ("Heinen"? ,  t h e  p a r t n e r  i n  charge  cf :Ie 

Houston o f f i c e ,  t o  t h e  p o s s i b i l i t y .  Dur ing  t h e  in terveni7-g  > L T : ~ =  

between September 1963 and September  1964 EhE per sonne l  crsfc.-::::-: 

c u l t i v a t e d  Westec o f f i c e r s  and d i r e c t o r s  i n c l u d i n g  W i l l i ~ z : ~  - < - :  

B e l c h e r .  A t  one  s t a g e  B e l c h e r  and Hal 1 c a l l e d  Heinen t o  C+c : ; : c ~ .  

o f f  ice and e x p r e s s e d  t h e i r  d i s s a t i s f a c t i o n  w i t h  PMM which --YE 1-c r  I -

t h e  p r o c e s s  o f  making t h e  D e c e m b e r  31 ,  1963 a u d i t  and ask€: -LIP:--~r ;: 

was p o s s i b l e  f o r  E&E to f i n i s h  t h e  a u d i t  t h a t  Pf%4 had s t a r z s c  c : ~  

r e n d e r  a r e p o r t .  B e l c h e r  and H a l l  we re  i n f o r e e d  t h a t  i t  L-Z-L: -:::e 

p r a c t i c a b l e  and t h a t  they s h o u l d  c o n t i n u e  w i t h  PMlYl u n t i  1  =.:I;:'I~--; 

of  t h e  a s s ignment .  

. - * ,

Several months l a t e r ,  a round  t h e  lat ter  p a r t  o f  Jtr?, -.----

Wil l i ams  and H a l l  a g a i n  c a l l e d  Heinen t o  d i s c u s s  whether Z : Z  I- -:I 

t a k e  o v e r  f rom P M  who were  t h e n  r e - a u d i t i n g  some c o n t r a c r ~ - : - - : : : ; ~ % ~ ~  

-and amending a p r o s p e c t u s  f i l e d  w i t h  t h e  SEC. Heinen a g s i -  :::I:: 

t h a t  i t  would n o t  b e  p r a c t i c a b l e  b u t  t h a t  E&E would be p l ~ ~ : _ - r :, 

mailto:("p)-@.fm)
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accept the assignntcnt for the following year if it was ~ f k r k c .  I _ ~  

August 21, 1964 tleinen was called to the Westec offices for 

discussion. Belcher and Hall informed Heinen that Olsen, Garcner c 

Squire, Western's current auditors had told them that Haskins end 

Sells would be glad to accept their work on the mining and real estate 

operations of Western, presumably in return for doing the entire 

engagement. Heinen assured Hall and Belcher that E&E could wcrk cut 

a similar arrangement. On August 24, 1964 Heinen attended  vest^^^ 

Equities stockholders meeting in New York where the merger with ~ e o  

Space was approved, with Williams and Hall becoming Chairman of the 

Bosrd and President, respectively, of the surviving company, X E E ~ ~ C .  

At this meeting Heinen met most of the directors of Westec. Gfi 

September 24, 1964, following discussions between Hall, Villizz;, 

Belcher, Heinen, and Isensee, E&E was informed that the Vestec S:;rs 

of Directors had approved their being named auditors of Uestrc i ~ r  

the year ending December 31, 1964- 

On September 25, 1964 Heinen wrote Reiss to thank  hi^ f c ~  tis 

assistance in securing the Westec account and stated:. 

Slrlce the company has an American Stock Exchange 
listing and wi 11 have funds available from mine n <  r e :  
estate liquidations, they are going on an extensive 
expansion program. As a matter of fact, I had sevrrzl 
meetings lest week with Mr. Hall relative to an ecqcisi- 
tion of a controlling interest in a subotarrtLal conpzq: 
which was acquired jointly by Western Equities, Inc. e r i  
Business Funds last w e e k ,  and I know there are s~verzl 
others being contemplated. 

FINDINGS OF FACT AND LAW - 
The 1964 Westec ~inancial Statements 

The 1964 Westec financial statemevts included some i3 : * G z : ; e s  



and divisions. Offices and operations were located in four states and 

five foreign countries. The company was t14en principally engaged in the 

design and manufacture of geophysical instruments and equipment used in 

the exploration of natural resources, the development and manufacture of 

,recision timing ,equipment and other instruments, and in engineering and 

manufacturing microwave energy sources. In addition, the company was 

engaged in mining and :he development of real estate. 

In additi,.:~ tc lsensee and Maurer, the Ernst 6 Ernst Houston 

office assigned 7 employees to the 1964 Westec audit and utilized the 

services of the Ernst 6 Ernst Houston and Miami offices and the firm of 

Olsen, Gardner 6 Squire, certified public accountants with offices 

located in Provo, Utah. A total of 1,981 hours was expended by Ernst & 

Ernst in connection with the audit. 

1964 Audit 

lmmediately upon accepting the ecgagement EX& began planning 

the audit for the year ending December 31, 1964. Heinen went to Phoenix, 

Arizona with Belcher on October 21, 1964 to inspect the former Western 

Equities properties and Maurer subsequently went to Florida with Belcher 

to inspect the former Geo Space properties- Maurer, who was named 

field manager for the audit, assisted in the preparation of a detailed 

audit program. E&E's Guide to Audit Procedure ("Guide") states that 

special problems arise in connection with a first examination, among 

them being the necessity of obtaining an adequate background of the 

client and its procedures and the extent to which the reports of 

predecessor accountants can be relied on. E&E did not contact PMM, 

the previous auditors with whom Westec hsd problems. B. Larry 
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Johnson ("Johnson") who had been the supervisor on the Geo Space audit 

performed by PNM became controller of Geo Space in September or t 

October 1964, and apparently E&E felt that whatever information was 

required concerning PMM's experience with Westec could be furnished by 

Johnson. 

As to the Guide's directive to know the client E&E was con- 

fronted at the outset with a situation which was indicative of manage- 

ment's attitude with regard to financial disclosure. This involved BFI 

of which Williams, Chairmen of the Board of Westec, was vice president. 

BFI Warrants 

Geo Space had borrowed monies from BFI over a period of several 

years and in connection with such borrowings had issued warrants 

entitling BFI to purchase Geo Space shares at various stipulated prices. 

On June 24, 1964, Geo Space consolid~ted its indebtedness to RFI into 

one note of $3,083,750 due in installments of $200,000 payable on 

January 1, 1968 and $2,883,750 payable on January 1, 1969. This loan 

was restated and assumed by Western Equities upon merger of the companies 

and the warrants for 3,776,906 shares of Geo Space cormnon stock previously 

issued to BFI were converted to warrants for 1,020,785 shares of Westec 

coaanon stock. 

On September 21, 1964, Westec's board of directors decided that 

the existence of the BFI warrants was having a depressant effect on 

the market for Westec's stock becausc of the dilution potential so 

the board authorized issuance of 459;b63 shares of Westec's common 

stock for a cash consideration of 10C per share in extinguishment of 

the outs tand ing warrants. 



The market value of the shares is5;,ed in settlement cf i h o  

warrants ( $ 3 . W )  represented an additional cost of the borrowing and 

it was necessary to determine the proper method of accounting for 

this additional cost . 

On or about October 28, 1964, Belcher informed Isensee that Hall 

and Williams were interested in determining whether there were any 

methods by which this transaction could be accounted for so that it 

would not be disclosed in the current year's staterent to stockholders. 

Isensee took the position that costs incurred in the arranging 

of long-term financing are normally capitalized and amortized over the 

life of the loan. This was the accounting treatment- eventually 

accorded to this transaction in Westec's 1964 earnings statement with 

$225,960 being charged to earnings for 1964 and $169,854 being charged 

to retained earnings. (See note I to the financial staLements). 

During discussions with management Williams had called attention 

to a similar loan by BFI to U.S. Brass of which he was a director, 

where the financing costs had not been charged to current earnings. 

In a lerter to isensee on October 21, 146G, written enroute to Phoenix 

with Heinen, BziqSer referred to the U . S .  Brass handling asked 

Isensee to "check cut this refinanced 'favorable treatment' for possible 

use in our case," However, upon examination of the U.S. Brass trans- 

action with its auditors Isensee determined that the situation was not 

the same as  Westec' s and thar the accounting treatment recommended by 

a E  was correct under the circumscancts. 

Management's concern over the disclosure of this transaction is 

evidenced, further, by a letter dated No-. ember 6, 1964, from Hall as 

president of Uestec to Williams as vice presidefit of BFI with a copy to 
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Isensee, discussing the transaction 5: length and stating: "It is a 

big item, perhaps to ti,.- point thar ~ n v r c ~ o r ~  will solicit an explanation 

or read the footnote." 

In addition to the charge against earnings, which substantially 

reduced earnings for 1964, the 459,653 shares issued on October 1 ,  

1964 further reduced per share earnings. However, these were pro-rated 

so that only 115,544 were considered as outstanding on December 31, 

1964 for the purpose of calculating per share earnings. Westec's 

interest in per share earnings, as well as acquisitions, is indicated by 

management's letter to shareholders in the 1964 Annual Report which states: 

" .  . . Your Board of Directors has approved the acquisition of five 

cmpanies thus far in 1965 . . . . We confidently expect that they 

will contribute to achieving our general objective of increasing earnings 

per share by at least 759, in 1965 as compared to 1964." 

The effect of this transaction on per share earnings continued 

to concern management and on March 29, 1965 Isensee wrote to Hall and 

Williams stating that in furtherance of prior discussions relating to 

the determination of net income per share he was enclosing Accounting 

Research Bulletin No. 49 entitled "Earnings Per Share."- ti/   sen see, 

also, disclased that he had discussed the per sharq earnings question 

with an officer of the New York Stock Exchange ("NYSE") who had expressed 

'he opinion that the BFI type transaction was a most unusual one and 

that argument could be made for either using shares outstanding at 

the end of the year or average outstanding shares and that his Exchange 

Wid approve either method, but would strongly urge that the method 

7 / of determining the per share figure be disclosed.-- 

61 - Accounting Research Bulletins !;'ARB") are issued by the American 
Institute of Certified Public .~ii:ants ("AICFA") .  

7 / - Average outstandine shares me~h#-:l \:red in 196L and 1965. 



S a l e  of Arizona Prrpyltv 

About t h e  t h i r d  week i n  Febrgary  1465, Belcher  v i s i t e a  w i t h  

I s e n s e e  concern ing  t h e  s a l e  by Westec of i t s  Ligh tn ing  Warehouse 

p r o p e r t y  ( "Ligh tn ing ' )  i n  Arizona t o  an i n d i v i d u a l  i n v e s t o r  f o r  a  n o t e  

r e c e i v a b l e  (no  c a s h  was paid  on t h e  sa le ) . "  Be lcher  was i n t e r e s t e d  i n  

knowing whether i t  was p o s s i b l e  t o  r e c o r d  t h e  s a l e  a s  having been 

made a t  December 31, 1964, r a t h e r  t h a n  i n  February ,  1965. l s e n s e e  

t o l d  Be lcher ,  i n  e f f e c t ,  t h a t  i t  would b e  exceed ing ly  d i f f i c u l t  t o  

j u s t i f y  such t r e a t m e n t  i n  view of t h e  f a c t  t h a t  no cash down payment 

had been rece ived  i n  1964 and a  11 of t h e  documentation would r e f l e c t  

1965 d a t i n g  and consummation. l s e n s e e  agreed  t h a t  t h e  document cou ld  

b e  d a t e d  i n  1964, bu t  p o i n t e d  o u t  t h a t  t h e  n o t a r i z a t i o n  and t h e  r e c o r d -  

i n g  of  t h e  deed must n e c e s s a r i l y  r e f l e c t  February,  1965 d a t i n g .  l s e n s e e  

a l s o  pointed o u t  t h a t  B e l c h e r  had approached him i n  l a t e  December, 1964, 

t o  d i s c u s s  t h e  s a l e  of  some F l o r i d a  p r o p e r t y  belonging t o  ICF, i t  be ing  

Westec 's  d e s i r e  ao r e a l i z e  a s  much income as  p o s s i b l e  i n  1964. I n  t h i s  

l e t t e r  i n s t a n c e  I s e n s e e  agreed  t h a t  i t  would be p roper  t o  t a k e  up t h e  

income on t h e  s a l e  o f  t h e  F l o r i d a  p r o p e r t y  inasmuch a s  such  s a l e  was 

9 /  f o r  cash  ana n o r e s ,  t o  an u n r e l a t e d  i n d i v i d u a l  investor-  who was a g r e e a b l e  
. - - - - - -- 

8' The i n d i v i d u a l  i n v e s t o r  r e f e r r e d  t o  was a c t u a l l y  t h e  J . D .  
Corpora t ion  (" J . D." 1 owned by Donald H d r e g o r  i"McGregsr" 1 . 
W r e g o r  t e s t i f i ~ a  t h a t  he and John F. Aus t in ,  J r .  ("Austin") 
p r e s i d e n t  of t h e _ T . J .  F e i i ~ s  Cocupsny, a Houston r e a l  e s t a c e  and 
mortgage firm o f  wt:ich Hd;regor hatd been a c e c u t i v e  vice -  
przs ide r~r :  u t l t i  1  he rc;LirL.: i n  1962, h6d been formed t o  engage 
i n  r e a l  estste  t r a n s a c t i o n s  end that he  bought o u t  A u s t i n  i n  
1960. A u s L ~ n  was chair ma^: c a t  r h e  bnard o f  BFl and 8 d i r e c t ~ r  
o f  Westec i n  1964 and 1565. 

9  / - Donald McGregor w11o a p p e a r s  i n  a number of  Westec t r a n s a c t i o n s  
i n  1964 and 1965. I n  fact, B e l c h e r  i n q u i r e d  o f  Heinen b e f o r e  
ELF, w a s  o f f e r e d  t h e  engagentent ;+s t o  who McGregor w a s  because 
he w a s  a r'r~enc) of i lal  1 o r d  'ki !i, :--.I: and his na:aE !lad appeared 
" s e v e r a l  times" c o n c e r r ~ i n g  " l ~ a n s  ~ ? d / o r  o t h e r  f i n a n c i a l  t r a n s -  
a c t i o n s  t n  M r .  Mdregor" by Geo Space.  
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t o  l e a s i n g  t h e  b u i l d i n g  back t o  t.he cc)ir:pal:?; o:: n month-Lo-mcnth b a s i s  r a t h e - r  

t h a n  on a  long- t e rm l e a s e  ( t h e r c  b e i n g  1 1 0  : ,ale and l e a s e  back  s i t u a t i o n  

because  of  t h e  month-to-month a r r a n g e m e n t ) .  

On o r  abou t  March 10 ,  1965, Hal l  c a l l e d  I s e n s e e  a t  h o m e o n e n i g h t  

t o  d i s c u s s  t h e  r u l e s  goverrlirlg poolir-ig of i n t e r e s t s  and a l s o  t h e  r u l e s  

r e g a r d i n g  i n c l u s i o n  i n  1904 income of  p r o f i t  a r i s i n g  f rom t h e  s a l e  of  t h e  

Arizona ( L i g h t n i n g )  warehouse ,  c o n s i d e r i n g  t h e  f a c t  t h a t  t h e  s a l e  was n o t  

concluded u n t i l  F e b r u a r y ,  1965.  I s e n s e e  t o l d  Hall t h a t  i t  was t h e  

company's o b l i g a t i o n  t o  r e p o r t  t h e  r e s u l t s  of  o p e r a t i o n s  of a  s p e c i f i c  

twelve-month p e r i o d  and i t  was n o t  p o s s i b l e  t o  i n c l u d e  s e l e c t e d  t r a n s -  

a c t i o n s  from o u t s i d e  t h a r  p ~ r i o d  ana  s t i i l  be a b l e  t o  say  t h a t  o n l y  a 

twelve-month p e r i o d  was b e i n g  r e p o r t e d  o n .  

A t  a b o u t  t h e  same d a t e ,  Marcn 10 ,  1905, B e l c h e r  a g a i n  approached 

I s e n s e e  and s t a t e d  thaL t h e  company was ve ry  d e s i r o u s  of i n c l u d i n g  t h e  

p r o f i t  ($128,000)  from t h e  L i g h t n i n g  s a l e  i n  t h e  y e a r  1964 and what would 

E&ELs r e p c r t i n g  of the t r a n s a c t i o n  be ir' i r  was s o  i n c l u d e d .  Heinen and 

anot-hkr EDE pa rc r i e r ,  Henry Hcgan ("hogC;n")  s a t  i n  or) t h e  d i s c u s s i o n  and 

i t  was t h e  consensus  t n a t  i t  w o u i j  L, : iecessary to have a  f o o t n o t e  d i s -  

c l o s u r e  t h a i  tbt: i465 t r a n s a c t i o n  ha; i n c l u d e d  i n  che  1964 o p e r a t i o n s  

and E&E1s o p i n i o n  would b e  q u a l i f i e d  by reference  t o  t h e  f o o t n o t e .  

I s e n s e e  p o i n t e d  o u t  t o  B e l c h e r  t h a t  w h i l e  t h e  SEC c o u l d  n o t  f o r c e  

t h e  company t o  have an  u n q u a l i f i e d  o p i n i o n  i n  i t s  r e p o r t  t o  s h a r e h o l d e r s  

i t  would normal ly  r e q u i r e  one  i n  r h e  e v e n t  a r e g i s t r a t i o n  s t a t e m e n t  was 

f i l e d  l a t e r .  I s e n s e e  a l s o  t o l d  B e l c n e r  -ha t  h e  f e l t  s u r e  t h e  American 

S tock  Exchange would n o t  b e  happy a b o u t  t h e  company's  f i n a n c i a l  s t a t e m e n t s  

c o n t a i n i n g  a  1965 t r a n s a c t i o n  of t h i s  n a r u r c  o r  a b o u t  E&ELs o p i n i o n  con- 

t a i n i n g  an  e x c e p t i o n .  Tserisee s t~gkecfe i l  i t .  F :clcher t h a t  management 
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might want t o  c o n s u l t  Campbt.ll C r i f  f i n  ( " G r i f f i n "  1 c o u n s e l  f o r  t h e  

company b u t  it was ! 3 e l c h e r f s  o p i n i o n  c h a t  G r i f f i n  need n o t  b e  c o n s u l t e d .  

He f e l t  t h a t  i t  wasprobable t h a t  t h e  company would want t o  i n c l u d e  t h e  

t r a n s a c t i o n  even though i t  r e s u l t e d  i n  a q u a l i f i e d  o p i n i o n  f rom E&E. 

When I s e n s e e  s u g g e s t e d  t h a t  t h e  m a t t e r  a r a i n  be reviewed w i t h  H a l l  and 

Wi l l i ams ,  B e l c h e r  figreed b u t  a sked  t h a t  i t  b e  h e l d  i n  abeyance  f o r  

s e v e r a l  d a y s  and t h a t  i t  n o t  b e  r e f e r r e d  t o  G r i f f i n  a t  t h i s  p o i n t .  

Although t h e  f i n a l  outcome was t h a t  t h e  Ar izona  p r o p e r t y  s a l e  was 

r e p o r t e d  a s  a 1965 t r a n s a c t i o n ,  t h u s  e x c l u d i n g  a p p r o x i m a t e l y  $128,000 

from 1964 income, management d i d  n o t  a g r e e  t o  t h i s  w i t h o u t  f u r t h e r  

r e s i s t a n c e  a s  w i l l  be  d i s c u s s e d  under  D r a f t  F i n a n c i a l s  f o r  1964,  i n f r a .  



S a l e  of F l o r i d a  P r o p e r t y  

Inc luded  i n  t h e  r e p o r t e d  income of  Westec f o r  t h e  p e r i o d  ended 

December 1964 under t h e  heading "Gain on S a l e  of Assets"  i n  t h e  

Westec f i n a n c i a l  s t a t e m e n t  i s  a n  amount of $89,984 r e p r e s e n t i n g  g a i n  

on t h e  s a l e  by Wes tec ' s  Ins t rument  C o r p o r a t i o n  of  F l o r i d a  D i v i s i o n  ("ICF") 

t o  Donald McGregor ("McGregor") of a p l a n t  and c e r t a i n  r ea l  estate l o c a t e d  

i n  West Melbourne,  F l o r i d a .  T h i s  i s  t h e  F l o r i d a  p r o p e r t y  p r e v i o u s l y  

r e f e r r e d  t o  by I s e n s e e  under S a l e  of Arizona P r o p e r t y  ( s u p r a ) .  There  

was no w r i t t e n  c o n t r a c t  between t h e  part ies  c o n c e r n i n g  t h i s  t r a n s a c t i o n  

and,  a c c o r d i n g  t o  r e s p o n d e n t s ,  i t  was handled by t h e  exchange of a deed 

from Westec t o  McGregor and a mortgage deed and n o t e  from McGregor t o  

Westec. 

The on ly  document e s t a b l i s h i n g  t h e  sales p r i c e  i s  a  l e t t e r  

agreement d a t e d  December 31,  1964, s igned  by McGregor and addressed  t o  

Hall ,  which s t a t e s  t h a t  t h e  t o t a l  purchase  p r i c e  i s  $230,000, of 

which $30,000 has  been paid  a s  a  down payment, t h e  ba lance  t o  be  pa id  

i n  7  e q u a l  annua l  i n s t a l l m e n t s  of $12,099.17.  However, r e s p o n d e n t s  

c l a i m  t h a t  t h e y  never  saw t h i s  l e t t e r  agreement and t h a t  t h e  t r a n s a c t i o n  

was a c t u a l l y  consummated by a  mortgage n o t e  of McGregor da ted  Decewber 

31, 1964, i n  t h e  p r i n c i p a l  amount of $114,694.19 p r o v i d i n g  f o r  a  

down payment of $30,000 on o r  b e f o r e  J a n u a r y  31,  1965, and t h e  assurnp- 

t i o n  by McGregor of two Geo-Space mortgage n o t e s  f o r  t h e  b a l a n c e .  A 

war ran ty  deed da ted  December 31,  1964, conveying t h e  ICF p l a n t  and 

r e a l  e s t a t e  t o  McGregor was executed b u t  n o t  r ecorded  i n  F l o r i d a  

u n t i l  A p r i l  27, 1966. T h i s  deed r e c i t e d  t h a t  t h e  g r a n t e e ,  McGregor, 

was assuming t h e  two p r i o r  f i r s t  mortgages on t h e  p r o p e r t y  b e i n g  

conveyed. A mor tgage-deed  d a t e d  December 31,  1964,  from McGregor 



- 16- 

t o  Uestec was a l s o  executed b u t  n o t  recorded i n  F l o r i d a  u n t i l  Ap r i l  27,  

1966. The ICF t r a n s a c t i o n  w a s  c l o sed  on o r  about  March 22, 1965 and 

t h e  s e t t l e m e n t  s h e e t  r e l a t i n g  t o  t h e  t r a n s a c t i o n  i n d i c a t e s  that a f t e r  

c e r t a i n  ad ju s tmen t s  McGregor owed a down payment o f  $26,435.51. The 

s e t t l e m e n t  s h e e t ,  p repared  by Belcher ,  a l s o  r e f l e c t e d  t h e  r e n t  as 

$2700 a month wh i l e  Westec con t inued  to make payments on t h e  n o t e s  of 

$1400 pe r  month. 

On March 22 a check o f  $256,389.43 w a s  r e ce ived  from WcGregor 

r e p r e s e n t i n g  t h e  ICF down payment and an  amount o f  $229,953.92 which 

was due on t h e  dele of t h e  L igh tn ing  Warehouse p rope r ty  a l s o  t o  HeGregor. 

The o r d e r  and s t a t emen t  o f  m a t t e r s  a l l e g e s  t h a t  respondents  f a i l e d  

t o  conduct an  adequa te  a u d i t  i n  connect ion w i t h  t h e  ICF t r a n s a c t i o n  

which r e s u l t e d  i n  t h e  f i l i n g  of a f a l s e  f i n a n c i a l  s t a t emen t  i n  t h a t  

it f a i l e d  t o  d i s c l o s e  among o t h e r  t h i n g s ,  t h a t  t h e  t r a n s a c t i o n  should 

no t  have been r e f l e c t e d  i n  t h e  1964 f i n a n c i a l  s t a t emen t ,  wi thout  a n  

exp l ana t i on  similar t o  t h a t  recommended f o r  t h e  Arizona p rope r ty  sale; 

that McGregor w h s  a record  ho lde r  o f  more than  10% of  t h e  o u t s t a n d i n g  

s h a r e s  of Westec; and t h a t  t h e r e  is no i n d i c a t i o n  t h a t  McGregor eve r  

i n  f a c t  a s s u e d  t h e  mortgage n o t e s  ou t s t and ing  a t  t h e  time of p u r c 6 s e .  

Respondents a rgue  t h a t  whi le  E&E d i d  n o t  r e c e i v e  wr!.tten c o n f i r -  

mation from McGregor of t h e  assumption of t h e  n o t e s  it d i d  r e c e i v e  a 

l e t t e r ' f r o m  Ceo-Space da t ed  February 16, 1965, r e p r e s e n t i n g  that such  

assumption had taken  p l a c e  and thht Belcher adv ised  Haurer that such  

assumption by McGregcr had taken place.  Respondents a rgue  t h a t  whi le  

t h e  c h i e f  a ccoun t an t  claims that on December 31,  1964 McGregor wau a 



record holder  of more than ,OX of kestec's s tock  the  evidence shows 

only HcGregor'e ownersnip as of March 30, 1965, and even as t o  t h a t  

McGregor t e s t i f i e d  t h a t  t h e  records  were i n  e r r o r .  In  any event  r e s -  

pondents s t a t e  E&E w a s  not  aware t h a t  lkGregor w a s  a t  any t i m e  a 10% 

shareholder  of Westec. However, respondents d id  d i s c u s s  wi th  Westec 

management t h e  ob ta in ing  of information necessary t o  complete sched- 

u l e s  t o  Form 1 0 - K  and were advised by Westec management t h a t  Sched- 
( I !  -.- 

u l e  I1 w a s  nor app l i cab le .  

Respondents, while a s s e r t i n g  t h a t  they had no o b l i g a t i o n  t o  do 

more than they d i d ,  admit that t e c h n i c a l l y  they should n o t  have r e l i e d  

s o l e l y  upon r ep resen ta t ions  of t h e  corpora t ion  and Belcher concerning 

HcGregor1s assumption of t h e  outs tanding  mortgages and t h a t  they  should 

have checked t h e  r e c e i p t  of rhe  down payment p r i o r  t o  r e l e a s e  of t h e  

a u d i t .  They a l s o  urge t h a t  t h e f - r  f a i l u r e  t o  t ake  such s t e p s  i n  no 

way a f f e c t e d  t h i s  t r ansac t ion  s i n c e  McCregor d id  assume the  ou t s t and ing  

mortgages, and the dow11 payment c a l l e d  for on January 31, 1965, was i n  

fact paid i n  Harch of 1965, and t h a t  t he re  is  no evidence t h a t  t h e s e  

ove r s igh t s  occurred a,: a r e s u l t  or  i n t en t iona l  wrongdoing o n - t h e  p a r t  

of respondents.  

Respondents argue a s  p a r t  of t h e i r  o v e r a l l  defense t o  t h e  charges 

herein t h a t  Hal l  and WilLicms agreed e a r l y  i n  1965, while respondenta 

-!A/ The F n s t n t c t i o n ~  t o  ?'om 13-K  ut:der Par t  T I ,  i tem 11 c a l l s  f o r  
th1e c f  s c l c : : , ~  t J :.' . - . I  a .. . #,- : '~crt-.f!eii i l y  &c L*. t . h c i t  

1C.fb of ths stock, 



examination o f  t h e  Westec f i n a n c i a l  s ta tbvolnts  f o r  t h e  per iod ending 

December 31,  1964, w a s  s t i l l  i n  p rog re s s ,  t h a t  t hey  would concea l  and 

wi thhold  from respondents  any  in format ion  which would a rouse  s u s p i c i o n s  

on t h e  p a r t  of t h e  a u d i t o r s .  However, i n  t h e  p r e s e n t  t r a n s a c t i o n ,  t h e r e  

i s  no a l l e g a t i o n  made t h a t  any th ing  was withheld from respondents  w i t h  

t h e  p o s s i b l e  excep t ion  o f  t h e  l e t t e r  agreement s igned  by McGregor which 

respondents  s t a t e  t hey  d i d  n o t  have acce s s  t o  wi thout  o f f e r i n g  any f u r -  

t h e r  exp l ana t i on .  Respondents a r g u e ,  f u r t h e r ,  t h a t  I seneee  d i d  n o t  know 

who HcGregor w a s  s o  he  asked Heinen about  McGregor's r e p u t a t i o n  and was 

advised by Heinen t h a t  McGregor w a s  a well-known r e a l  e s t a t e  i n v e s t o r  

of cons ide r ab l e  wea l t h  and good r epu t a t i on .  McGregor and h i s  p a r t  i n  

a number o f  t r a n s a c t i o n s  engaged i n  by Westec w i l l  be d i s cus sed  a t  some 

l eng th  f u r t h e r  on i n  t h i s  d e c i s i o n .  

The r eco rd  ehows t h a t  !X&E f i r s t  learrled of t h e  ICF t r a n s a c t i o n  

from Belcher  sometime p r i o r  t o  December 28, 1964, and a conference  

was arranged between I s ensee ,  Maurer and Relcher on December 28, 1964, 

a t  which t ime I s ensee  and Maurer i nad i r ed  as t o  s p e c i f i c  terms of t h e  

t r a n s a c t i o n  r e f e r r e d  t o  e a r l i e r  by Belcher.  

Maurer made n o t e s  a t  t h i s  confe rence  concerning eve ry th ing  d i e -  

cussed and h i s  e n t i k e  comment concern ing  t h e  F l o r i d a  p rope r ty  t r a n s -  

a c t i o n  is "ICF-Bldg. t o  be s o l d  ' e m s - l e n g t h '  ' t r a n s a c t i o n '  and r en t ed  

on a month-to-month bas i s . "  However, Esensee and Maurer were informed 

by Belcher t h a t  t h e  West Melbourne, F l o r i d a  p l a n t  and r e a l  e s t a t e  were 

being so ld  by t h e  ICF D i v i s i o ~  to PoneJC YcGregor f o r  a c o n s i d e r a t i o n  of  



U/ 
$230,000, cons i s t ins r  of a mortgage note. from HcGregor i n d i v i d u a l l y  

and t h e  assumption by McGregor of  ou t s t and ing  mortgage no t e s  of Geo- 

Space, a wholly-owned Westec s u b s i d i a r y .  When he had h i s  no t e s  o f  t h i s  

conference typed up,  Maurer d i d  no t  r e f e r  t o  t h i s  t r a n s a c t i o n  as "arms- 

length,"  he merely  s t a t e d  t h a t  t h e  f a c t s  concern ing  t h e  t r a n s a c t i o n  

should be confirmed by EbrE from t h e  buyer.  

I sensee  i nqu i r ed  of Belcher  whether t h i s  t r a n s a c t i o n  involved 

a s imul taneous sale and lease -back  f o r  a long term of t h e  p rope r ty  

be ing  conveyed by Westec, and was t o l d  by Be lcher  that t h e r e  was no 

agreement o r  unders tand ing  t o  t h i s  e f f e c t ;  t h a t  Westec expected t o  

combine t h e  IFC o p e r a t i o n s  w i th  t hose  of Met r ic  Systems Corporat ion,  

a  F lo r i da  company which Westec w a s  then  i n  t h e  process  of a c q u i r i n g ,  

and t h a t  u n t i l  such t ime a s  t h i s  could be accomplished t h e  ICF Div i s ion  

would be l e a s i n g  t h e  West Melbourne proper ty  from t h e  purchaser  on a 

month-to-month b a a i s .  

Xn connec t ion  w i th  h i s  review o f  t h e  ICF t r a n s a c t i o n  Maurer went 

t o  Flor38a and reviewed working papers .  He found t h e  p rope r ty  s a l e  re- 

corded on the ICF Div i s ion  books bu t  no suppo r t i ng  documentation. H e  

?,id no t  s e e  en e p p r a i s a l  as t o  t h e  va lue  of t h e  p rope r ty  b u t  t e s t i f i e d  

t h a t  "the working papers  i n  F l o r i d a  which I was down t h e r e  reviewing 

i n d i c a t e  a s a l e s  pri.ce of $230,000." Maurer had made t h e  t r i p  on t h e  

unders tanding t h a t  t h e  neceesary  documentation would be i n  F l o r i d a  bu t  

W HcGregor t e s t i f i e d  t h a t  he was shown an a p p r a i s a l  p rev ioue ly  made 
which app ra i s ed  t h e  p rope r ty  a t  $230,000 and t h a t  s i n c e  then he 
checked and " t h a t  one was a bona f i d e  t r an sac t i on . "  k G r e g o r  
d i d  no t  g e t  an a p p r a i s a l  of h i s  own nor  d i d  he s e e  t h e  p rope r ty  

p r i o r  t o  purchasing i t. 
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found t h a t  i t  was back i n  Houston wi th  Belcher.  When he returned t o  

Houston he  inqui red  of Belcher concerning t h i s  matter and examined 

t h e  copy of  t h e  HcGregor note .  He d i d  n o t  examine any o t h e r  docwnenrs, 

bu t  he d i d  d i s c u s s  them with Belcher. 

E6E1s Guide to Audit Procedure d i s c u s s e s  a u d i t i n g  s t ands rds  and 

quotes  from General ly  Accepted Audi t ing  S tandards ,  a s p e c i a l  r epo r t  by 

t h e  L n s t i t u t e  Conrmi t t ee  on Audit ing Procedures (19541, a8 fol lows:  

"Auditing s tandards  may be s a i d  t o  be d i f f e r e n t i a t e d  from 
a u d i t i n g  procedure8 i n  that t h e  l a t t e r  r e l a t e  to acts Yo 
be performed, whereae t h e  former d e a l  w i t h  measures of  t h e  
q u a l i t y  of  t h e  performance of  t hose  acts, and t h e  ob jec t ives  
to be a t t a i n e d  i n  t h e  employment o f  t h e  procedures  under- 
taken. " 

E&E1s Guide goes on t o  say under t h e  heading "Standards of F ie ld  Work" 

"that s u f f i c i e n t  competent e v i d e n t i a l  matter is  t o  be  obtained through 

in spec t ion ,  observa t ion ,  i n q u i r i e s  and confiraaations t o  a f fo rd  e. 

reasonable b a s i s  f o r  an opinion regard ing  t h e  f i n a n c i a l  a t # t e n e ~ , r s  

under examination." 

Viewed i n  t h e  context  of E&E1s own s t anda rds ,  Iaenaee end ''.- -r - 
cannot be s a i d  t o  have performed an adequate  a u d i t  of t he  F lor ida  

property s a l e .  Isensee and Haurer were a l r eady  f a m i l i a r  with some of 

UcGregor's t r ansac t ions .  In  connect ton wi th  t h e  1964 examination Maurer 

had discovered a note  of Harris County Land Corporat ion ( H H a r r i e " ~ ,  

which was an u n c o l l a t e r a l i z e d  ten-day no te  f o r  $50,000 dated Ju ly  10, 

1964, upon which, a s  of December 31, 1964, no payments of p r i n c i p a l  

o r  i n t e r e s t  had been paid,  a s  Maurer noted i n  his work papers. As 

Maurer a l s o  noted t h i s  no te  was rep laced  by a new six-month note  dated 

January 1, 1965, a l s o  unco l l a t e r a l i zed .  There i s  no ind ica t ion  of t he  
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bus ine s s  purpose f o r  t h e  loan and Maurer cou ld  no t  r e c a l l  a sk ing  about  

t h e  purpose of t h e  loan.  The n o t e  was payable  t o  Geo Space and w a s  

s igned  by McGregor as v i c e  p r e s i d e n t  of Harris Lend McGregor t e o -  

t i f i e d  t h a t  Harris w a s  a  " s h e l l  co rpo ra t i on"  which he  "used t o  a s s i s t  

i n  f i nanc ing  a loan" t o  Westec 's  p r e s i d e n t  Hall, i n  t h e  amount of 

$500,000. 

McGregor was a l s o  t h e  owner of  t h e  J.D. Corpora t ion  which was 

t h e  purchaser  of  t h e  L igh tn ing  Warehouse p roper ty .  (Footnote  8, 

supra) .  I n  a d d i t i o n ,  McGregor w a s  a  10% s h a r e h o l d e r  o f  t h e  common stock 

o f  Westec. A s  i nd i ca t ed  h e r e i n  t h e  c l o s i n g  f o r  t h e  F l o r i d a  t r a n s a c t i o n  

and t h e  L igh tn ing  Warehouse t r a n s a c t i o n  took  p l ace  a t  t h e  same time 

and t h e  payment f o r  bo th  p r o p e r t i e s  w a s  made by a s i n g l e  check from 

McGregor. 

I n  view of t h e  number and n a t u r e  o f  t h e  appearances  of YcCx-.?-:-; 

up t o  t h i s  t ime some i n q u i r i e s  should have been made concerning h i s  

a c t i v i t i e s .  It  is n o t  deemed s u f f i c i e n t  t h a t  I s e n s e e  went back t o  the 

E&E o f f i c e  and inqu i red  of  Heinen as t o  McGregor and when t o l d  he hna 

a r e p u t a t i o n  f o r  honesty  and i n t e g r i t y  l e t  it go a t  t h a t .  McGregor's 

honesty  should no t  have  been t h e  s o l e  concern.  Respondent& shuui,! have 

been a l e r t e d  as t o  whether t h e  appearance of  t h e  same i n d i v i d u a l ,  who 

w a s  a  10Z sha r eho lde r  of Westec, on t h e  o t h e r  s i d e  of m a t e r i a l  t r a n s a c -  

t i o n s  c o n t r i b u t i n g  t o  Westec 's  1964 income war ran ted  f u r t h e r  i n v e s t i g a -  

t i o n  i n  o r d e r  t o  d e t e r m j r ~  whether t h e s e  t r a n s a c t i o n s  were arms- leng th ,  

whether they  were bons f i d e  and whether any  a s p e c t s  of  them requ i red  d i s  



c lo su re .  Also,  whether E6E should have examined t h e  sha r eho lde r s  record  

i n  p r epa ra t i on  of  Form 10 K r a t h e r  than depend on managements' a s s u r -  

ance  t h a t  such i n q u i r y  was no t  necessary.  

I s e n s e e  was a l r e a d y  aware o f  t h e  company's announced a c q u i s i t i o n  

p o l i c y  s o  that i n  t h e  f a c e  o f  h i s  i n s i s t e n c e  on t h e  amor t i z a t i on  charge  

and t h e  r e f u s a l  t o  record  t h e  L igh tn ing  Warehouse sale i n  1964 he 

should have been p a r t i c u l a r l y  on t h e  a l e r t  when Belcher  he ld  t h e  

meet ing on December 28, 1964, and d i e c u r r e d  t h e  F l o r i d a  p rope r ty  

t r a n s a c t i o n .  It should be noted t h a t  I s ensee  was t h e  one  who reminded 

Beccher of t h i s  t r a n s a c t i o n  sometime i n  e a r l y  1965 and went a l o n g  w i t h  

c a r r y i n g  i t  o u t  as a 1964 t r a n s a c t i o n  a f t e r  having d e c l i n e d  t o  approve 

t h e  L igh tn ing  sale as a 1964 t r a n s a c t i o n .  The appa ren t  s u b a t i t u t i o n  

o f  t h e  ICF s a l e  f o r  t h e  Arizona sale should have se rved  as a warning 

t o  respondents  t h a t  bo th  t r a n s a c t i o n s  r equ i r ed  f u r t h e r  scrutiny, 

DRAFT FINANCIALS 

On o r  abou t  March 12,  1965 I s e n s e e  and Be lcher  m e t  w i t h  Hall and 

W i l l i a m s  t o  d i s c u s s  a proposed f i n a l  d r a f t  of t h e  Westec f i n a n c i a l  

s t a t emen t s  f o r  t h e  yea r  ended December 31, 1964. The penc i l l ed  in-  

come s t a t emen t  d i d  n o t  i nc lude  t h e  L igh tn ing  Warehouse t r a n s a c t i o n  bu t  

d i d  g i v e  e f f e c t  t o  t h e  amor t i z a t i on  charge  a r i s i n g  o u t  o f  t h e  BFI  

t r a n s a c t i o n  d i s c u s s e d  above. The n e t  e a rn ings  p e r  d r a f t  f i n a n c i a l s  

were $1,062,970. 

A t  t h e  meet ing Hall and Will iams d i s c l o s e d  t h a t  Westec was i n  t h e  

p rocess  o f  a c q u i r i n g  two a d d i t i o n a l  companies. Apparent ly ,  t oo ,  they  

were s t $ l l  i n t e n t  on i nc lud ing  t h e  L igh tn ing  t r a n s a c t i o n  i n  1964, even 



though, as Isensee had indicated, it would necessitate a footnote and 

an exception. This is indicated by the fact that Maurer drew up a 

draft footnote for the.Lightning transaction, dated March 15, 1965, to 

explain its inclusion in 1964. Just when the final determination was 

made not to include Lightning in 1964 is not clear, but It was even- 

tually recorded as a 1965 transaction and reported as such. Hean- 

while, between Uarch 12th and 31st another acquisition was made, bring 

ing to three the acquisitions of which S E  was not aware until on or 

after Uarch 12, 1965. , 



1964 P o o l i n g  o f  I n t e r e s t s  T r a n s a c t i o n s  

The t h r e e  a c q u i s i t i o n s  which management p r e s e n t e d  t o  E&E on 

o r  a f t e r  March 1 2 ,  1965 ,  were D o l i v e r  C o r p o r a t i o n  ( ' t D o l i v e r " )  

a c q u i r e d  on  o r  a b o u t  March 2 5 ,  1965,  Beco . i nc .  ("Becol@) a c q u i r e d  by 

a c o n t r a c t  p u r p o r t e d l y  r e l i e d  o n  by r e s p o n d e n t s  d a t e d  March 2 9 ,  1965,  

and Trak-Microwave C o r p o r a t i o n  ( 'ITrak") a c q u i r e d  on o r  a b o u t  March 31, 

1965,  p u r s u a n t  t o  a n  a g r e e m e n t  d a t e d  March 2 6 ,  1965 ,  and approved 

by t h e  Westec  d i r e c t o r s  on  March 17 ,  1965. Each o f  t h e s e  a c q u i s i t i o n s  

was accoun ted  f o r  i n  t h e  Westec f i n a n c i a l  s t a t e m e n t s  f o r  t h e  p e r i o d  

end ing  December 31, 1964,  a s  a  p o o l i n g  o f  i n t e r e s t s  t r a n s a c t i o n  as  
12/  - 

d i s c l o s e d  i n  n o t e  A  t o  t h e  1964 f i n a n c i a l  s t a t e m e n t s .  These  

t h r e e  a c q u i s i t i o n s  added n e t  e a r n i n g s  o f  $308,528 f o r  t h e  y e a r  ended 

December 31, 1964.  

The A c q u i s i t i o n  o f  D o l i v e r  C o r p o r a t i o n  

D o l i v e r  was c r e a t e d  by McGregor and M r .  C.A. B u l l e n  i n  1962 

o r  1963 s p e c i f i c a l l y  f o r  t h e  p u r p o s e  o f  a c q u i r i n g  a  p i e c e  o f  

p r o p e r t y  i n  A u s t i n ,  T e x a s .  D o l i v e r  was owned 509, by t h e  Manhat tan  

C o n s t r u c t i o n  Company and 509, by Texas B u s i n e s s  Inves tmen t  Company 

which i n  t u r n  was owned by McGregor. B u l l e n  was p r e s i d e n t  o f  t h e  

company and McGregor was v i c e  p r e s i d e n t  and t r e a s u r e r .  D o l i v e r  n e v e r  

d i d  a c q u i r e  t i t l e  t o  t h e  A u s t i n  p r o p e r t y  b u t  d i d  a c q u i r e  a  c o n t r a c t  

o p t i o n  t o  buy t h e  p r o p e r t y .  

1 2 /  The 1964 E&E Westec  a u d i t  r e p o r t ,  as c o n t a i n e d  i n  t h e  1964 Westec - 
a n n u a l  r e p o r t ,  i s  d a t e d  March 26 ,  1965,  and was a u t h o r i z e d  f o r  
p r i n t i n g  i n  f i n a l  form by E&E l a t e  on  F r i d a y ,  A p r i l  2  o r  e a r l y  on  
S.G t ~ i r r l a v .  Anri 1 1 1 9 6 5  



On o r  abou t  March 26,  1965 Westec a c q u i r e d  a l l  o f  t h e  

o u t s t a n d i n g  s h a r e s  of  common s t o c k  ( 4 , 0 0 0  s h a r e s )  of D o l i v e r  from 

Manhattan C o n s t r u c t i o n  and Texas  B u s i n e s s  Investment  C o r p o r a t i o n ,  

i n  exchange f o r  13,000 s h a r e s  o f  Westec common s t o c k .  The terms and 

c o n d i t i o n s  o f  t h i s  a c q u i s i t i o n  were n e v e r  embodied i n  any w r i t t e n  

c o n t r a c t .  T h i s  a c q u i s i t i o n  was accounted f o r  a s  a poo l ing  o f  

i n t e r e s t s  t r a n s a c t i o n  i n  t h e  c o n s o l i d a t e d  f i n a n c i a l  s t a t e m e n t s  o f  

Westec f o r  t h e  pe r iod  ended December 31, 1964,  a s  d i s c l o s e d  i n  n o t e  A 

t o  t h o s e  s t a t e m e n t s .  The D o l i v e r  a c q u i s i t i o n  c o n t r i b u t e d  $115,364.00 

t o  Wes tec ' s  n e t  e a r n i n g s  f o r  t h e  f i s c a l  y e a r  ended December 31, 1964,  

and r e s u l t e d  i n  i n c r e a s i n g  W e s t e c ' s  p e r  s h a r e  e a r n i n g s  f o r  t h e  y e a r  

by 3.5C which amounted t o  8.1% of W e s t e c ' s  1964 e a r n i n g s  p e r  s h a r e .  

Except f o r  t h e  r e c e i p t  o f  s m a l l  amounts of  r e n t a l  and i n t e r e s t  

and payment of i n c i d e n t a l  expenses  t h e  on ly  t r a n s a c t i o n  of  Doliver:.  

d u r i n g  t h e  f i s c a l  y e a r  end ing  December 31, 1964, was t h e  s a l e  o f  , i n  

f 

o p t i o n  on c e r t a i n  r e a l  e s t a t e  l o c a t e d  i n  Aus t in  County,  Texas .  'The 

minutes o f  t h e  board of  d i r e c t o r s  f o r  Westec do n o t  d i s c l o s e  approva l  

of t h e  a c q u i s i t i o n  of D o l i v e r  p r i o r  t o  t h e  i s s u a n c e  of  t h e  1,964 

a u d i t  r e p o r t .  J u s t  how t h e  D o l i v e r  t r a n s a c t i o n  was consumated i s  n o t  

c l e a r  bu t  i t  was accomplished a f  t e r  Wil l iams i n q u i r e d  o f  McGregol' 

whether h e  had a  c o r p o r a t i o n  t o  s e l l . .  

S h o r t l y  b e f o r e  Maurer l e f t  f o r  t h e  Trak o f f i c e s  i n  Tampa, 

F l o r i d a  on March 23,  1965,  he  was a d v i s e d  o f  t h e  pending D o l i v e r  

a c q u i s i t i o n .  When h e  r e t u r n e d  t o  Houston on March 26, 1965, Be lcher  

gave him a  s e t  of  unaud i t ed  f i n a n c i a l  s t a t e m e n t s  of D o l i v e r  to u s e  

i n  r e s p o n d e n t s '  c o n s o l i d a t i o n . 0 n  t h e  24 th  o r  25 th  o f  March 1965, 



McGregor had engaged Hask ins  & S e l l s  t o  a u d i t  D o l i v e r ,  t h i s  b e i n g  

t h e  f i r s t  t i m e  D o l i v e r  had been a u d i t e d .  On A p r i l  2 ,  1965,  Maurer and 

~ e l c h e r  m e t  w i t h  r e p r e s e n t a t i v e s  of  H a s k i n s  & S e l l s  Houston o f f i c e  

t o  r ev iew c e r t a i n  a s p e c t s  o f  D o l i v e r t s  a u d i t e d  f i n a n c i a l  s t a t e m e n t s  

and were  g i v e n  Hask ins  & S e l l s  o f f i c e  t y p i n g  copy which Maurer  t h e n  

compared w i t h  -tile u n a u d i t e d  s t a t e m e n t s  r e c e i v e d  f rom B e l c h e r  p r e v i o u s l y .  

A s  o f  December 31 ,  1964,  D o l i v e r ' s  assets c o n s i s t e d  o f  c a s h  
1 2 a /  - 

$96,462,  t r a d e  a c c o u n t s  r e c e i v a b l e  $33,500 and two I tnon-cur ren t  

r e c e i v a b l e s t 1 ,  a  n o t e  r e c e i v a b l e  $23,637 ( t h e  "Blakewayl' n o t e )  and 

a c c r u e d  i n t e r e s t  $255. D o l i v e r ' s  income s t a t e m e n t  f o r  t h e  y e a r  ended 

December 31, 1965,  shows i n t e r e s t  income o f  $1,508.25 and n e t  e a r n i n g s  

$561.75. I t s  a s s e t s  p r i m a r i l y  were c a s h  $1,233.81 and r e c e i v a b l e s  

o f  a p p r o x i m a t e l y  $25,000 i n c l u d i n g  t h e  " n o n - c u r r e n t v t  Blakeway n o t e  

o f  $23,637.  There  were  no r e a l  es ta te  t r a n s a c t i o n s  d u r i n g  1965. 

McGregor t e s t i f i e d  t h a t  h e  i n s i s t e d  on  t h e  Blakeway n o t e  b e i n g  assumed 

by Westec a l t h o u g h  h e  a d m i t t e d  i t  migh t  be  n e c e s s a r y  t o  b r i n g  s u i t  

t o  c o l l e c t  i t  b u t  i n  t h a t  e v e n t  h e  s t o o d  r e a d y  t o  ass is t .  

I s e n s e e  approved o f  a c c o u n t i n g  f o r  t h e  a c q u i s i t i o n  of  D o l i v e r  

a s  a p o o l i n g - o f - i n t e r e s t s  t r a n s a c t i o n .  I t s  a p p r o v a l  a c c o r d i n g  t o  

h i s  t e s t i m o n y ,  was based s o l e l y  on  r e p r e s e n t a t i o n s  o f  B e l c h e r .  

I s e n s e e  d i d  n o t  see a n y  f i n a n c i a l  s t a t e m e n t s  f o r  D o l i w e r  b e f o r e  t h e  

Westec a n n u a l  r e p o r t  was i s s u e d ,  h e  d i d  n o t  see a d r a f t  agreement  

f o r  t l i e  a c q u i s i t i o n  and n e v e r  r e q u e s t e d  o r  saw a  c o n t r a c t  f o r  t h e  

a c q u i s i t i o n  a1 though h e  assumed t h e r e  was one .  Accord ing  t o  I s e n s e e  

i t  was M a u r e r l s  f u n c t i o n  t o  a s c e r t a i n  w h e t h e r  a  c o n t r a c t  e x i s t e d .  

Maurer  t e s t i f i e d  t h a t  h e  cou ld  n o t  r e c a l l  r e q u e s t i n g  a c o n t r a c t  f o r  

- 

12a /  I n c l u d e d  was a  $30,000 r e c e i v a b l e  from J.D. Corp.  See  p .  1 2 ,  - 
n o t e  8 ,  s u p r a .  I n  a d d i t i o n  on 4-23-65 J . D .  Corp.  borrowed 
$300,000 from Westec.  



t h e  D o l i v e r  a c q u i s i t i o n ,  h e  d i d  n o t  examine t h e  m i n u t e s  o f  Westec 

t o  d e t e r m i n e  whe the r  t h e  board  o f  d i r e c t o r s  had approved  t h e  

a c q u i s i t . i o n  and h e  d i d  n o t  check  t h e  r e c e i p t  o f  Wes tec  s h a r e s  by  

McGregor o r  t h e  r e c e i p t  o f  D o l i v e r  s h a r e s  by Wes tec .  A l s o ,  w h i l e  

t h e  BFI l o a n  ag reemen t  w i t h  Westec  p r o h i b i t e d  Westec f rom making 

o t h e r  a c q u i s i t i o n s  w i t h o u t  B P I ' S  p r i o r  a p p r o v a l  Maurer  made no 

i n q u i r y  c o n c e r n i n g  a  w a i v e r  o f  such  r e s t r i c t i o n .  

The o r d e r  and s t a t e m e n t  o f  matters c h a r g e s  t h a t  t h e  D o l i v e r  

t r a n s a c t i o n  shou1.d n o t  h a v e  been  t r e a t e d  a s  a p o o l i n g - o f - i n t e r e s t s  

b e c a u s e ,  i n t e r  a l i a ,  i t  i n v o l v e d  t h e  a c q u i s i t i o n  o f  a  n o n - o p e r a t i n g  

c o r p o r a t i o n .  A l s o ,  t h a t  r e s p o n d e n t s  f a i l e d  t o  c o n d u c t  a n  a d e q u a t e  

a u d i t  which would have  d i s c l o s e d  t h a t  McGregor c o n t r o l l e d  D o l i v e r  and 

was a t  t h e  t i m e  t h e  r e c o r d  h o l d e r  o f  more t h a n  L O %  o f  t h e  Westec 

s h a r e s .  

Respondents  contend t h a t  Do l i v e r  was p r o p e r l y  poo led  i n  

a c c o r d a n c e  w i t h  t h e  r e q u i r e m e n t s  l a i d  down i n  ARB-48 even though i t  

was a  "non-opera t ing"  company. Responden t s  a r g u e  t h a t  McGregor d i d  

n o t  c o n t r o l  D o l i v e r  and i n  f a c t  was n o t  even  a  s h a r e h o l d e r  o f  

D o l i v e r .  They s t a t e ,  a l s o ,  t h a t  t h e y  had no o b l i g a t i o n  t o  d o  more 

t h a n  t h e y  d i d  t o  d i s c o v e r  t h a t  McGregor was a 10% s h a r e h o l d e r  o f  

Westec .  .Respondents  s t a t e  t h a t  I s e n s ~ , e  i n q u i r e d  o f  B e l c h e r  c o n c e r n i n g  

t h e  f u t u r e  o f  D o l i v e r  c o r p o r a t i o n  i n  v iew o f  t h e  f a c t  t h a t  it  was 

a  n o n - o p e r a t i n g  company and was t o l d  t h a t  it  would engage  i n  t h e  

making o f  i n v e s t m e n t s  i n  real estate .  Responden t s  a r g u e  t h a t  Westec's 

i n t e n t i o n  f o r  t h e  p u r p o r t e d  u s e  o f  D o l i v e r  a s  r e l a t e d  by B e l c h e r  

was i m p o r t a n t  i n  d e t e r m i n i n g  t h a t  t h e  t r a n s a c t i o n  b e  a c c o u n t e d  f o r  



a s  a  p o o l i n g  o f  i n t e r e s t s .  

I t  becomes a p p a r e n t  on  a  r ev iew o f  t h i s  t r a n s a c t i o n  t h a t  i t  

was s imply  a  s t r a i g h t  one  t i m e  r e a l  es tate  d e a l  which was s t r u c t u r e d  

a s  a  m a t t e r  o f  form o v e r  s u b s t a n c e  i n t o  a  p o o l i n g  t r a n s a c t i o n  s o  t h a t  

a  m a t e r i a l  amount o f  income cou ld  b e  r e a l i z e d  f o r  i n c l u s i o n  i n  t h e  

1964 e a r n i n g s  s t a t e m e n t .  A l s o ,  i t  shou ld  b e  n o t e d  t h a t  t h e  a c q u i s i t i o n  

of  D o l i v e r  w i t h o u t  a  w r i t t e n  agreement  i s  comparab le  t o  t h e  s a l e  o f  

t h e  ICF p r o p e r t y  t o  t h i s  same McGregor, a l s o ,  w i t h o u t  a w r i t t e n  

agreement .  The e v i d e n c e  s t r o n g l y  i n d i c a t e s  t h a t  t h e s e  were  n o t  arms- 

l e n g t h  t r a n s a c t i o n s  and were c o n t r i v e d  f o r  t h e  pu rpose  of  s u b s t a n t i a l l y  

i n c r e a s i n g  W e s t e c ' s  income f o r  t h e  y e a r  1964.  

Account ing  Resea rch  B u l l e t i n  No. 48 

A s  r e f e r r e d  t o  p r e v i o u s l y  Accoun t ing  Resea rch  B u l l e t i n s  are  

p u b l i s h e d  by t h e  AICPA and t h e i r  p u r p o s e  i s  d e s c r i b e d  by t h e  AICPA 

a s  f o l l o w s :  

Accoun t ing  Resea rch  B u l l e t i n s  r e p r e s e n t  t h e  c o n s i d e r e d  
o p i n i o n  o f  a t  l e a s t  t w o - t h i r d s  o f  t h e  members o f  t h e  
commit tee  on a c c o u n t i n g  p r o c e d u r e ,  r eached  on a fo rma l  
v o t e  a f t e r  examina t ion  by t h e  commi t t ee  and t h e  r e s e a r c h  
d e p a r t m e n t .  Except  i n  c a s e s  i n  which fo rma l  a d o p t i o n  
by t h e  I n s t i t u t e  membership h a s  been  a sked  and s e c u r e d ,  
t h e  a u t h o r i t y  o f  t h e  b u l l e t i n s  rests upon t h e  g e n e r a l  
a c c e p t a b i l i t y  o f  o p i n i o n s  s o  r eached  . . . . I t  i s  
r e c o g n i z e d  a l s o  t h a t  any  g e n e r a l  rules may be  s u b j e c t  t o  
e x c e p t i o n ;  i t  i s  f e l t ,  however, t h a t  t h e  burden o f  
j u s t i f y i n g  d e p a r t u r e  f  r o n  a c c e p t e d  p r o c e d u r e s  must b e  
assumed by t h o s e  who a d o p t  o t h e r  t r e a t m e n t .  

ARB No. 48  e n t i t l e d  B u s i n e s s  Combina t ions  was p u b l i s h e d  i n  

1957 and concerned i t s e l f  w i t h  t h e  a c c o u n t i n g  t r e a t m e n t  t o  b e  accorded  

t h e  combina t ion  o f  two o r  more c o r p o r a t i o n s  which a r e  combined f o r  

t h e  pu rpose  o f  c a r r y i n g  on t h e  p r e v i o u s l y  conduc ted  b u s i n e s s e s .  The 
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b u l l e t i n  s t a t e s  t h a t  t h e  a c c o u n t i n g  w i l l  v a r y  d e p e n d i n g  l a r g e l y  upon 

w h e t h e r  a n  i m p o r t a n t  p a r t  o f  t h e  f o r m e r  o w n e r s h i p  i s  e l i m i n a t e d  o r  

w h e t h e r  s u b s t a n t i a l l y  a l l  o f  it  i s  c o n t i n u e d .  The b u l l e t i n  d i f f e r e n t i a t e s  

between two t y p e s  o f  c o m b i n a t i o n s ,  t h e  f i r s t  o f  which i s  d e s i g n a t e d  

as a  p u r c h a s e  and t h e  second a s  a p o o l i n g  o f  i n t e r e s t s ,  and  i n d i c a t e s  

t h e  n a t u r e  o f  t h e  a c c o u n t i n g  t r e a t m e n t  a p p r o p r i a t e  t o  each  t y p e .  The  

b u l l e t i n  s t a t e s  t h a t  f o r  a c c o u n t i n g  p u r p o s e s ,  t h e  d i s t i n c t i o n  between 

a  p u r c h a s e  and a p o o l i n g  o f  i n t e r e s t s  i s  t o  b e  found i n  t h e  a t t e n d a n t  

c i r c u m s t a n c e s  r a t h e r  t h a n  i n  t h e  d e s i g n a t i o n  o f  t h e  t r a n s a c t i o n  

a c c o r d i n g  t o  i t s  l e g a l  form. The b u l l e t i n  t h e n  g o e s  on t o  l a y  down 

a  number o f  g u i d e  l i n e s  which a re  t o  b e  t a k e n  i n t o  c o n s i d e r a t i o n  i n  

d e t e r m i n i n g  w h e t h e r  t h e  p a r t i c u l a r  combina t ion  s h o u l d  b e  t r e a t e d  a s  

a  p u r c h a s e  o r  p o o l i n g  o f  i n t e r e s t s .  Whi le  no a t t e m p t  w i l l  b e  made 

h e r e  t o  r e p r o d u c e  o r  summarize t h e  e n t i r e  b u l l e t i n ,  i t  w i l l  be  r e f e r r e d  

t o  t h r o u g h o u t  t h i s  d e c i s i o n  whereve r  i t  is a p p l i c a b l e  t o  a p a r t i c u l a r  
13 - 

t r a n s a c t i o n .  

A c q u i s i t i o n  o f  Trak-Microwave C o r p o r a t i o n  

On March 3 1 ,  1965,  Westec  a c q u i r e d  250,000 s h a r e s  (90 .9%) of 

t h e  275,000 o u t s t a n d i n g  s h a r e s  o f  common s t o c k  o f  ~ r a k - ~ i c r o w a v e  

C o r p o r a t i o n  (I1Trak") i n  exchange  f o r  1600 s h a r e s  o f  W e s t e c l s  5% 

cummula t ive  c o n v e r t i b l e  p r e f e r r e d  s t o c k  series C. T h i s  t r a n s a c t i o n  

was approved  by t h e  Wes tec  d i r e c t o r s  o n  March 1 7 ,  1965,  and t h e  

ag reemen t  was d a t e d  March 2 6 ,  1965.  On March 26  Westec a l s o  e n t e r e d  

131 Newman T.  Ha lvo r son  ( l l H a l v o r s o n l l ) ,  E&E1s  Ch ie f  T e c h n i c a l  p a r t n e r  
was a  member o f  t h e  21-man commit tee  o n  a c c o u n t i n g  p r o c e d u r e s  which 
unanimously  a d o p t e d  ARB N O .  48. 



i n t o  a n  " e a r n - o u t w  ag reemen t  d e s c r i b e d  i n  t h e  L i s t i n g  A p p l i c a t i o n  of 

A p r i l  1 6 ,  1965 f i l e d  w i t h  t h e  American S t o c k  Exchange. The T r a k  

a c q u i s i t i o n  c o n t r i b u t e d  $113,804.00  n e t  e a r n i n g s  f o r  t h e  f i s c a l  y e a r  

ended December 3 1 ,  1964 ,  and  r e s u l t e d  i n  i n c r e a s i n g  W e s t e c ' s  p e r  

s h a r e  e a r n i n g s  f o r  t h e  y e a r  by 3.4C which amounted t o  7 . 9 k f  W e s t e c ' s  

1964 e a r n i n g s  p e r  s h a r e .  I n  c o n n e c t i o n  w i t h  i t s  review o f  Westec's 

proxy m a t e r i a l  f o r  t h e  1965 a n n u a l  mee t ing  o f  s h a r e h o l d e r s  t h e  

Commission 's  s t a f f  q u e s t i o n e d  t h e  p o o l i n g  t r e a t m e n t  o f  t h e  T r a k  

a c q u i s i t i o n  on  t h e  b a s i s  o f  t h e  s u b s t a n t i a l l y  d i f f e r e n t  c o n s i d e r a t i o n  

( t h e  " e a r n - o u t "  a g r e e m e n t )  a c c o r d e d  t h e  f i v e  member o f f i c e r  g r o u p ,  

one o f  whom h e l d  t h e  99. m i n o r i t y  i n t e r e s t ,  a s  c o n t r a s t e d  w i t h  t h e  

c o n s i d e r a t i o n  a c c o r d e d  t o  t h e  n i n e t y - o n e  p e r c e n t  m a j o r i t y  i n t e r e s t ,  

and took  t h e  p o s i t i o n  t h a t  t h e  p o o l i n g  o f  t h e  T r a k  a c q u i s i t i o n  i n  

t h e  1964 f i n a n c i a l  s t a t e m e n t s  was i n a p p r o p r i a t e .  On March 3 1 ,  1965,  

E&E d e l i v e r e d  t h e  1964 Westec f  i n a n c i a  1 s t a t e m e n t s ,  i n c l u d i n g  

f o o t n o t e s ,  t o  t h e  Commission. The f  i n a n c i a  1 s t a t e m e n t s  and  t h e  

a c c o u n t a n t ' s  r e p o r t  t h e r e o n  p r e s e n t e d  t o  t h e  Commission i n  d r a f t  

form were  i d e n t i c a l  i n  form and c o n t e n t  t o  t h e  p r i n t e d  1964 f i n a n c i a l  

s t a t e m e n t s  i s s u e d  by Westec  a  few d a y s  l a t e r .  A t  a  c o n f e r e n c e  h e l d  

a t  t h e  SEC i n  Washington on  A p r i l  1 2 ,  1965,  a t  which B e l c h e r  and 

I s e n s e e  were  p r e s e n t ,  t h e  Commiss ion ' s  s t a f f  a c c o u n t a n t s  d i s a g r e e d  

i n  p r i n c i p l e  w i t h  t h e  p o o l i n g  t r e a t m e n t  t h a t  had been a c c o r d e d  t o  

t h e  Trak  t r a n s a c t i o n  by E&E. However, f o l l o w i n g  c o n s i d e r a b l e  d i s -  

c u s s i o n  t h e  s t a f f  a c c o u n t a n t s  c o n s e n t e d  t o  t h e  p o o l i n g  o f  t h e  T r a k  

a c q u i s i t i o n  a l t h o u g h  t h e y  s t i l l  had r e s e r v a t i o n s .  The a g r e e d  upon 

a c c o u n t i n g  t r e a t m e n t  a c c o r d e d  t h e  T r a k  a c q u i s i t i o n  was t h a t  f o r  



1964, 91% o f  T r a k ' s  o u t s t a n d i n g  c a p i t a l  s t o c k  would be t r e a t q d  a s-. 

a poo l ing  and t h e  remaining 9% of  such s t o c k  and a cor respond ing  

p o r t i o n  of T r a k ' s  1964 o p e r a t i o n s  would be accounted f o r  a s  a  m i n o r i t y  

i n t e r e s t .  

The o r d e r  and s t a t e m e n t  o f  m a t t e r s  a l l e g e s  wi th  r e s p e c t  t o  t h e  

Trak t r a n s a c t i o n  t h a t  when t a k e n  t o g e t h e r  wi th  t h e  o t h e r  two t r a n s -  

a c t i o n s  t r e a t e d  a s  p o o l i n g s  o f  i n t e r e s t s  i n  1964 i t  c o n t r i b u t e d  t o  

a  m a t e r i a l  i n c r e a s e  i n  Wes tec ' s  c o n s o l i d a t e d  e a r n i n g s  f o r  t h e  y e a r .  

T h e r e f o r e ,  it is a l l e g e d ,  t h e  f i n a n c i a l  s t a t e m e n t s  were m a t e r i a l l y  

fa lse  and m i s l e a d i n g  because  t h e r e  was no d i s c l o s u r e  of  t h e  m a t e r i a l  

impact o f  such t r a n s a c t i o n s  on t h e  f i n a n c i a l  s t a t e m e n t s ,  p a r t i c u l a r l y  

i n  l i g h t  o f  t h e  f a c t  t h a t  each o f  t h e  a f o r e s a i d  t r a n s a c t i o n s  

involved a b u s i n e s s  combinat ion which occured a f t e r  t h e  c l o s e  of t h e  

f i s c a l  y e a r .  It  i s  a l l e g e d ,  a l s o ,  t h a t  r e sponden t s  lacked independence 

and t h a t  one  o f  t h e  f a c t o r s  i n d i c a t i n g  such l a c k  of  independence 

was t h a t  r e sponden t s  de layed  t h e i r  r e p o r t  o f  t h e  1964 f i n a n c i a l  

s t a t e m e n t s  i n  o r d e r  t o  p e r m i t  t h e  aforement ioned poo l ings  t o  b e  

r e t r o a c t i v e l y  i n c l u d e d  i n  t h e  1964 f i n a n c i a l  s t a t e m e n t s .  The a l l e g a t i o n  

concern ing  r e s p o n d e n t s '  l a c k  o f  independence w i l l  be  cons ide red  

l a t e r .  

A C ~ U - i s i t i o nof Beco 

On March 2 9 ,  1965,  Westec a c q u i r e d  a l l  of  t h e  o u t s t a n d i n g  

s h a r e s  of common s t o c k  (225 s h a r e s )  o f  Beco from J . C .  Wi l l i ams ,  

p r e s i d e n t  o f  Beco, ( n o t  r e l a t e d  t o  James W .  Wil l iams i n  exchange 

f o r  8,000 s h a r e s  o f  Westec common s t o c k .  E&E rece ived  from Westec 



a n  e x e c u t e d  copy o f  a n  a g r e e m e n t  d a t e d  March 2 9 ,  1965,  between 

Westec,  Beco,  and  J . C. W i  l l i a m s  p r o v i d i n g  f o r  t h e  u n c o n d i t i o n a l  exchange  

of a l l  o u t s t a n d i n g  s h a r e s  o f  Beco common s t o c k  f o r  8 , 0 0 0  s h a r e s  o f  

Westec common s t o c k .  T h i s  a c q u i s i t i o n  w a s  a c c o u n t e d  f o r  a s  a p o o l i n g  

of i n t e r e s t s  i n  t h e  c o n s o l i d a t e d  f i n a n c i a l  s t a t e m e n t s  o f  Westec f o r  

t h e  p e r i o d  ended December 3 1 ,  1 9 6 4 ,  a s  d i s c l o s e d  i n  n o t e  A  t o  t h o s e  

s t a t e m e n t s ,  i n c r e a s i n g  n e t  e a r n i n g s  $79 ,360  o r  2.5C p e r  s h a r e .  

The a n t e c e d e n t s  o f  t h e  Beco a c q u i s i t i o n  a r e  t o  b e  found i n  

W e s t e c ' s  p roposed  a c q u i s i t i o n  o f  M e t r i c  S y s t e m s ,  I n c .  ( ' 'Me t r i c1 ' ) ,  

Up u n t i l  t h e  t i m e  Beco merged w i t h  Westec  i t  had been  a n  809, owned 

s u b s i d i a r y  o f  M e t r i c .  M e t r i c  i n  t u r n  was owned 52% by B u s i n e s s  

Funds (BFI )  w h i l e  BFI owned o v e r  10% o f  Westec  and was i t s  s i n g l e  

l a r g e s t  s h a r e h o l d e r .  W i l l i a m s ,  who was cha i rman  o f  Westec and t h e  

v i c e  p r e s i d e n t  o f  B u s i n e s s  F u n d s ,  a t  t h i s  t i m e  was ,  a  l s o ,  a member 

of  t h e  board  o f  d i r e c t o r s  o f  M e t r i c .  I n  December 1964,  M e t r i c  

and Westec began merge r  d i s c u s s i o n s .  Accord ing  t o  Wendell  G a m e l  

("Gamel"), t h e n  p r e s i d e n t  o f  M e t r i c ,  i t  was u n d e r s t o o d  a t  t h e  t i m e  

o f  t h e  d i s c u s s i o n s  between M e t r i c  and  Westec t h a t  Beco would be  

i n c l u d e d  i n  t h e  proposed  merge r .  I n  t h e s e  merge r  d i s c u s s i o n s  Williams 

r e p r e s e n t e d  B u s i n e s s  Funds ,  H a l l  r e p r e s e n t e d  Westec ,  and  Gamel 

r e p r e s e n t e d  M e t r i c .  An ag reemen t  f o r  t h e  a c q u i s i t i o n  o f  M e t r i c  was 

n e g o t i a t e d  and a n  a p p l i c a t i o n  u n d e r  S e c t i o n  1 7 ( b )  o f  t h e  Inves tmen t  

Company Ac t  of  1940 was f i l e d  w i t h  t h e  SEC by BFI i n  F e b r u a r y  1965 f o r  

t h e  a c q u i s i t i o n  of M e t r i c  by Westec .  M e t r i c ' s  e a r n i n g s  f o r  t h e  

p e r i o d  e n d i n g  F e b r u a r y  2 8 ,  1965 were a p p r o x i m a t e l y  $62,841.  Under t h i s  









he d i d  n o t  make a n y  i n q u i r y  a s  t o  how J . C.  W i l l i a m s  had becane 100% 

owner of  Beco n o r  d i d  h e  make a n y  i n q u i r y  c o n c e r n i n g  a n y  p o s s i b l e  

r e l a t i o n s h i p  between t h e  Beco a c q u i s i t i o n  and t h e  con templa ted  a c q u i s i t i o n  

of M e t r i c .  Al though t h e  c o n t r a c t  o f  March 29,  1965 ( " t h e  u n c o n d i t i o n a l  

c o n t r a c t " )  s t a t e s  t h a t  Westec I s  board o f  d i r e c t o r s  had approved t h e  

a c q u i s i t i o n  o f  Beco o n  March 1 7 ,  1965,  Maurer  n e v e r  checked t h e  

minutes  and i n  f a c t  t h e  m i n u t e s  o f  Westec do  n o t  r e f l e c t  t h a t  t h e  

a c q u i s i t i o n  o f  Beco w a s  e v e r  approved by t h e  Westec board of  d i r e c t o r s .  

I s e n s e e  t e s t i f i e d  t h a t  i t  was Maurer '  s r e s p o n s i b i l i t y  t o  examine t h e  

a c q u i s i t i o n  ag reemen t  o r  a  d r a f t  i f  t h e  ag reemen t  had n o t  been comple ted .  

I s e n s e e  d i d  n o t  r ev iew M a u r e r ' s  working p a p e r s  t o  see i f  t h i s  had 

been d o n e .  Responden t s  d i d  n o t  check  w i t h  BFI c o n c e r n i n g  w h e t h e r  o r  

n o t  a  w a i v e r  w a s  r e q u i r e d  f rom BFI b e f o r e  Westec cou ld  a c q u i r e  Beco.  

( S e e  D o l i v e r ,  s u p r a  1. A l s o ,  a s  i n  t h e  c a s e  of  ~ e t r i c ,  t h e  a c q u i s i t i o n  

of Beco would h a v e  r e q u i r e d  a n  exemption f rom 1 7 ( b )  of  t h e  Inves tmen t  

Company Act  o f  1940,  and G r i f f i n  s o  a d v i s e d  B e l c h e r  b u t  t h i s  

seems t o  have  been i g n o r e d .  l s e n s e e  t e s t i f i e d  t h a t  h e  i n c l u d e d  

t h e  Beco t r a n s a c t i o n  a s  a  p o o l i n g  o f  i n t e r e s t s  on  t h e  b a s i s  o f  h i s  

c o n v e r s a t i o n s  w i t h  Westec management. 

Dur ing  t h e  f i r s t  few d a y s  o f  A p r i l  1965,  W e s t e c ' s  1964 f i n a n c i a l  

s t a t e m e n t s ,  t o g e t h e r  w i t h  r e s p o n d e n t s  c e r t i f i c a t e :  were mai led  t o  

s h a r e h o l d e r s .  B e l c h e r  t e s t i f j - e d  t h a t  s h o r t l y  t h e r e a f t e r  h e  came upon 

t h e  March 25 c o n t i n g e n t  c o n t r a c t  i n  t h e  f i l e s  o f  Westec w h i l e  h e  was 

a s s i s t i n g  c o u n s e l  i n  t h e  p r e p a r a t i o n  of  W e s t e c ' s  form 8K r e p o r t  f o r  

t h e  month o f  March 1965.  B e l c h e r  t e s t i f i e d  t h a t  h e  d i s c u s s e d  t h i s  

c o n t i n g e n t  c o n t r a c t  w i t h  I s e n s e e  and G r i f f i n ,  company c o u n s e l ,  d u r i n g  

a t r i p  t o  Washington f o r a  c o n f e r e n c e  w i t h  t h e  Commission c o n c e r n i n g  

t h e  Trak  a c q u i s i t i o n .  T h i s  c o n f e r e n c e  t o o k  p l a c e  on  A p r i l  1 2 ,  1965.i 
i  



On A p r i l  14, 1965, PW mailed t o  E&E i t s  a u d i t e d  f i n a n c i a l  

s t a tement  of Beco f o r  t h e  f i s c a l  y e a r  ended February 28,  1965. P W I S  

r e p o r t  was d a t e d  A p r i l  9 ,  1965 and revealed t h a t  Beco fo rmer ly  had 

been a s u b s i d i a r y  of M e t r i c  and t h a t  M e t r i c  had owned 80% of  Beco 

p r i o r  t o  t h e  t ime i t  was a c q u i r e d  by Westec.  The PW o p i n i o n  l e t t e r  

which accompanied t h e s e  f i n a n c i a l  s t a t e m e n t s  i s  addressed a s  

fo l lows :  

To t h e  board of  D i r e c t o r s  of  
Beco, I n c .  
( fo rmer ly  a s u b s i d i a r y  o f  M e t r i c  
Systems Corpora t ion  - Note 1 )  

~ l s o ,a t  t h e  t o p  of  each  page o f  t h e  income s t a t e m e n t  end b a l a n c e  s h e e t  

is t h e  heading: 
BECO, I N C .  

( a  s u b s i d i a r y  o f  M e t r i c  Systems Corpora t ion  - Note 1)  

Note 1 of t h e  f i n a n c i a l  s t a t e m e n t s  r e v e a l s  t h a t  W e s t e c l s  agreement 

t o  a c q u i r e  Beco I 1 w i l l  be resc inded  i n  t h e  e v e n t  t h a t  c e r t a i n  o t h e r  

a c q u i s i t i o n  t r a n s a c t i o n s ,  contemplated by Western E q u i t i e s  and 

c u r r e n t l y  under  n e g o t i a t i o n ,  a r e  n o t  consumated" and t h a t  M e t r i c  

Systems s o l d  f o r  cash i t s  80% i n t e r e s t  i n  Beco t o  J . C .  Wil l iams 

who then exchanged a l l  t h e  c a p i t a l  s t o c k  o f  Beco f o r  s h a r e s  i n  Westec.  

The c o v e r  l e t t e r  e n c l o s i n g  t h e  f i n a n c i a l  s t a t e m e n t s  was 

addressed  t o  Zsensee i n i t i a l l e d  by him and s e n t  on t o  Maurer. 

I s e n s e e  t e s t i f i e d ,  however, he  d i d  n o t  read t h e  PW r e p o r t .  Maurer 

a l s o  i n i t i a l l e d  t h e  PW r e p o r t  b u t  t e s t i f i e d  t h a t  h e  d i d  n o t  read 

i t  e i t h e r .  

Respondents a r g u e  t h a t  i n  p repar ing  t h e  c o n s o l i d a t e d  f i n a n c i a l  

s t a t e m e n t s  f o r  Westec f o r  t h e  pe r iod  ended December 31, 1964, they  







T h e r e  i s  much c o n f u s i o n  a s  t o  when I s e n s e e  f i r s t  l e a r n e d  o f  

t h e  c o n t i n g e n t  n a t u r e  o f  t h e  Beco t r a n s a c t i o n .  He t e s t i f i e d  b e f o r e  

t h e  U.S. A t t o r n e y  a t  Houston i n  December 1967 t h a t  h e  may have  known 

a t  o n e  t i m e  o f  t h e  c o n d i t i o n a l  n a t u r e  o f  t h e  t r a n s a c t i o n  b u t  t h a t  

t h e  c o n d i t i o n  was e l i m i n a t e d  p r i o r  t o  W e s t e c ' s  a c q u i s i t i o n  o f  Beco.  

He t e s t i f i e d  i n  t h i s  p r o c e e d i n g  however t h a t  h i s  t e s t i m o n y  b e f o r e  

t h e  U.  S. A t t o r n e y  was i n c o r r e c t  and t h a t  h e  h a d ,  t h rough  h i s  c o u n s e l ,  

a t t e m p t e d  t o  c o r r e c t  i t  s h o r t l y  a f t e r  such  t e s t i m o n y  was g i v e n .  

The re  i s  a l s o  B e l c h e r '  s t e s t i m o n y  t h a t  h e  d i s c u s s e d  t h i s  c o n d i t i o n  

w i t h  I s e n s e e  on a  t r i p  t o  Washington  on o r  a b o u t  A p r i l  1 2 ,  1965. 

I s e n s e e ' s  v e r s i o n ,  a s  t e s t i f i e d  t o  i n  t h i s  p r o c e e d i n g ,  i s  t h a t  h e  d i d  

not  l e a r n  o f  t h e  c o n d i t i o n a l  n a t u r e  o f  t h e  Beco a c q u i s i t i o n  u n t i l  

O c t o b e r  1965,  when h e  was informed o f  i t  by c o u n s e l  i n  t h e  c o u r s e  

o f  p r e p a r i n g  t h e  exemption r e q u e s t  f o r  M e t r i c  f o r  f i l i n g  w i t h  t h e  

Commission s o  t h a t  Westec c o u l d  a c q u i r e  M e t r i c .  

I s e n s e e  t e s t i f i e d  t h a t  upon h e a r i n g  o f  t h e  c o n d i t i o n  h e  

immedia t e ly  c o n t a c t e d  B e l c h e r  who a s s u r e d  h im,  a c c o r d i n g  t o  I s e n s e e ,  

t h a t  h e  had n o t  k n o w n d  the c o n d i t i o n a l  n a t u r e  o f  t h e  a c q u i s i t i o n  

a t  t h e  t i m e  t h e  1964 Westec f i n a n c i a l  s t a t e m e n t s  were r e l e a s e d  t o  

s h a r e h o l d e r s .  l s e n s e e  t h e n  d i s c u s s e d  t h e  m a t t e r  w i t h  H a l l .  A s  a 

r e s u l t  o f  h i s  d i s c u s s i o n  w i t h  H a l l ,  I s e n s e e  concluded t h a t  H a l l  

g e n u i n e l y  r e g r e t t e d  t h e  s i t u a t i o n  and t h a t  h i s  f a i l u r e  t o  c a l l  t h i s  

matter t o  I s e n s e e ' s  a t t e n t i o n  was n o t  some th ing  d e l i b e r a t e ,  b u t  

r a t h e r  a  m a t t e r  o f  H a l l ' s  n o t  a p p r e c i a t i n g  t h e  s i g n i i i c a n c e  o f  t h e  

c o ~ d i t i o n a l  ag reemen t  t o  t h e  a c c o u n t i n g  t r e a t m e n t  acco rded  t h e  a c q u i s i t i o r  

i n  t h e  1964 Westec f i n a n c i a l  s t a t e m e n t s .  I s e n s e e  t e s t i f i e d  t h a t  

H a l l  t h o u g h t  i t  was a  p r i v a t e  a r r a n g e m e n t  between Westec and M e t r i c .  



I s e n s e e  and Hal 1 d i s c u s s e d  i s s u i n g  a supp lemen ta l  r e p o r t  b u t  concluded 

t h a t  i t  would be  more c o n f u s i n g  t h a n  h e l p f u l  and t h a t  t h e  t r a n s a c t i o n  

was of " b o r d e r l i n e  m a t e r i a l i t y  . I '  I n  a n y  e v e n t  n o t h i n g  was d o n e  by 

r e sponden t s  by way o f  c o r r e c t i n g  t h e  1964 f i n a n c i a l  s t a t e m e n t s  a f t e r  

d i s c o v e r i n g  t h e  c o n d i t i o n a l  n a t u r e  of t h e  t r a n s a c t i o n ,  whenever such  

d i s c o v e r y  was made. I s e n s e e  d e c i d e d  t h a t  i t  would n o t  be n e c e s s a r y  

t o  i s s u e  a  r e v i s e d  o r  supp lemen ta l  f i n a n c i a l  s t a t e m e n t  inasmuch as  

management now a s s u r e d  him ( O c t o b e r  1965) t h a t  t h e  a c q u i s i t i o n  o f  M e t r i c  

would t a k e  p l a c e  s h o r t l y  and t h a t  would c u r e  a n y  c o n d i t i o n  e x i s t i n g  

i n  t h e  Beco t r a n s a c t i o n .  The M e t r i c  a c q u i s i t i o n  was comple ted  i n  

Februa ry  1966 and r e p o r t e d  i n  W e s t e c ' s  f i n a n c i a l  s t a t e m e n t s  f o r  t h e  

y e a r  ended December 31 ,  1965. 

Respondents  r e l i e d  on management t o  c u r e  t h e  c o n d i t i o n a l  n a t u r e  

o f  t h e  Beco ag reemen t  r a t h e r  t h a n  making a n  a t t e m p t  t o  c o r r e c t  i t .  

I 

An undated  h a n d w r i t t e n  memo t o  I s e n s e e  r e a d s  as f o l l o w s :  

"C la rence  

P e r h a p s  w e  can  t a l k  Western  i n t o  t h e  comple te  
e l i m i n a t i o n  of  t h e  r e v e r s i b l e  e l emen t  o f  t h e  Beco 
t r a n s a c t i o n ;  t h i s  w i l l  be  h a r d  t o  s e l l  t o  M e t r i c  
b u t  should  be  t h e  b e s t  s o l u t i o n  i n s o f a r  a s  Western  
is conce rned .  

Bob" 

Bob is  Rober t  S t i l l w e l l ,  o n e  o f  W e s t e c ' s  a t t o r n i e s .  On t h e  bot tom 

of t h e  above  memo, i n  I s e n s e e ' s  h a n d w r i t i n g ,  i s  t h e  f o l l o w i n g .  

l l S t i l l w e l l  t o  a t t e m p t  t o  g e t  Hall t o  e l i m i n a t e  t h e  
r e v e r s a b l e  ( s i c )  f e a t u r e ,  s i n c e  t h i s  would c u r e  b o t h  
t h e  p o o l i n g  ( 1964)  and t h e  c u r r e n t  ( 1965)  e a r n i n g s  
problem. 
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W e s t e c ' s  Form 10-K f o r  t h e  y e a r  end ing  12-31-64,  d a t e d  

5-17-65 and f i l e d  w i t h  t h e  Commission on  5 -24-65 ,  i n c o r p o r a t e d  by 

r e f e r e n c e  t h e  c o n s o l i d a t e d  f i n a n c i a  1  s t a t e m e n t s  c o n t a i n e d  i n  i t s  

1964 Annual R e p o r t .  T h e r e f o r e ,  i t  was m a t e r i a l l y  f a l s e  and m i s -

l e a d i n g  and s h o u l d  have  been c o r r e c t e d ,  p a r t i c u l a r l y  i n  l i g h t  o f  

t h e  f a c t  t h a t  t h e  PW r e p o r t  was r e c e i v e d  on o r  a b o u t  A p r i l  18, 

1965. 













The 1965 Westec Financial Statements  

The 1965 Westec financial statements included five divisions  

and forty-five subsidiary companies, Offices and operations were  

located in 5 states and eight foreign countries. At the time of  

the release of the 1965 financial statements, Westec and its subsidi-  

aries, a conglomerate of companies, were engaged in the business of  

developing, manufacturing and supplying equipment in the geo-  

physical and aerospace fields, providing well logging services to  

the oil and gas industries, and acquiring and developing oil and min-  

eral interests and real estate.  

In addition to Isensee and Maurer the E6E-Houston office assigned 

15 partners and employees to the examination of the Westec financial 

statements for the period ended December 31, 1965 and utilized the 

services of six other offices of EhE and nine other firms of indepen- 

dent public accountants, E&E expended in excess of 4900 hours in the 

performance of this audit examination. 

1965 Audit  

On March 22 and 23, 1966 meetings were held between various  

E&E Houston office personnel and Newman T. Halvorson, Chief Technical  

Partner of E&E for the specific purpose of discussing the Westec  

- * - -
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rFpor'it for 'Ith'e; year 1965. - ~ o rthis meeting ~elche; h d  prer a  

pared, at Maurer's request, an analysis of earnings decline for the 

year ended December 31, 1965. On the agenda for this meeting, pre- 

pared by blaurer, was the question of whether Westec could r c ~ o - t t!i+ 

sale of the Camerina Petroleum Corp. (Camerina), carved out production 

Payments a; current income. Other questions on the agenda concerned how 





i n c r e a s e  e a r n i n g s  p e r  s h a r e  by a t  l e a s t  75% as compared t o  1964. Un-

d e r  d a t e  of  February 24, 1966 a  New York S tock  Exchange member f i r m  had 

pub l i shed  a  r e p o r t  on Uestec i n  which e a r n i n g s  p e r  s h a r e  f o r  t h e  y e a r  

ended December 31, 1965 were p r e d i c t e d  a s  b e i n g  $1.10 p e r  s h a r e .  

On o r  abou t  March 8, 1966, Heinen,  i n  a memorandum t o  I s e n s e e ,  

s a i d  t h a t  t h e  F i r s t  C i t y  Nat ional  Bank of  Houston had i n q u i r e d  as t o  

when t h e  a u d i t  would be f i n i s h e d  and Heinen had t o l d  him about  A p r i l  1. 

The o f f i c e r  of  t h e  bank s a i d  t h a t  t h e  f i g u r e s  t h a t  Westec had shown 

him i n d i c a t e d  e a r n i n g s  of  abou t  $1.10 a s h a r e .  Also, that t h e  bank 

was anx ious  t o  s e e  a c o n s o l i d a t i n g  s t a t e m e n t .  

A s  can  be seen t h e  i t e m s  s e t  f o r t h  i n  t h e  above summary were 

m a t e r i a l  t o  Westec 's  a c h i e v i n g  s u f f i c i e n t  n e t  e a r n i n g s  f o r  1965 t o  

enab le  i t  t o  meet i t s  p r o j e c t e d  p e r  s h a r e  e a r n i n g  of $1.10, which 

was t h e  f i g u r e  f i n a l l y  r e p o r t e d  i n  i t s  annua l  r e p o r t .  

I n  t h e i r  Apr i l  28, 1966, l e t t e r  t o  s h a r e h o l d e r s  H a l l  & Williams 

s ta ted :  '#Your management i s  p a r t i c u l a r l y  p l e a s e d  t h a t  e a r n i n g s  p e r  

share d u r i n g  1965 exceeded t h e  f o r e c a s t  made a t  last  y e a r ' s  annual  

meeting." The l e t t e r  goes on t o  s a y ,  ". . . your  management is a g a i n  

f o r e c a s t i n g  a p e r  s h a r e  e a r n i n g s  i n c r e a s e  o f  a t  l e a s t  75 p e r  cent ."  

1965 Pool ing  of I n t e r e s t s  T r a n s a c t i o n s  

The Westec c o n s o l i d a t e d  f i n a n c i a l  s t a t e m e n t s  f o r  t h e  pe r iod  

ended December 31,  1965, inc luded  t h e  f i n a n c i a l  s t a t e m e n t s  o f  t h r e e  

s u b s i d i a r i e s ,  Carey Machine and Supply,  I n c .  ("Carey"),  Seaca t -

Zapata Of f -Shore  Company, S  .A.  ( "Seacat")  and Engineers  and Fab- 

r i c a t o r s  Inc .  ("EFCO"), acqu i red  by Westec a f t e r  t h e  c l o s e  o f  t h e  



f i s c a l  y e a r  ended ~ e c e r n b k r  31., 1965 b u t  h e f o r e  A p r i l  28 ,  1966, t h e  

d a t e  o f  t h e  Westec 1965 f i n a n c i a l  s t a t e m e n t s .  Each o f  t h e s e  companies  

was a c q u i r e d  by Westec f o r  t h e  c o n s i d e r a t i o n  h e r e i n a f t e r  d e s c r i b e d  

w i t h  r e s p e c t  t o  e a c h  s u c h  a c q u i s i t i o n .  Each o f  t h e s e  a c q u i s i t i o n s  

was a c c o u n t e d  f o r  i n  t h e  Westec f i n a n c i a l  s t a t e m e n t s f o r  t h e  p e r i o d  

ended December 31 ,  1965 as a p o o l i n g  o f  i n t e r e s t s  t r a n s a c t i o n ,  as d i s -

c l o s e d  i n  n o t e  1 t o  t h e  1965 f i n a n c i a l  s t a t e m e n t .  

The A c g u i s i t i o n  o f  Ca rev  Machine and Supp lv ,  I n c .  

P u r s u a n t  t o  a n  ag reemen t  d a t e d  March 23, 1966,  app roved  by t h e  

Westec boa rd  o f  d i r e c t o r s  as o f  March 15, 1966,  Westec a g r e e d  t o  ex-

change up  t o  25,000 s h a r e s  o f  i t s  common s t o c k  f o r  t h e  b u s i n e s s  prop-  

e r t i e s  and  assets o f  Carey .  The t r a n s a c t i o n  was c l o s e d  on A p r i l  6 ,  

1966 and 16 ,786 common s h a r e s  o f  Westec were  i s s u e d  i n  exchange  f o r  
u  

t h e  b u s i n e s s  and  a s s e t s  o f  Carey .  

The Carey  a c q u i s i t i o n  was a c c o u n t e d  f o r  as a p o o l i n g  o f  i n t e r e s t s  

t r a n s a c t i o n  i n  t h e  Westec f i n a n c i a l  s t a t e m e n t s  f o r  t h e  p e r i o d  ended 

December 31 ,  1965 as d i s c l o s e d  i n  n o t e  1 t o  t h o s e  s t a t e m e n t s .  The 

Carey t r a n s a c t i o n  c o n t r i b u t e d  $109,868 t o  W e s t e c ' s  n e t  e a r n i n g s  f o r  

t h e  f i s c a l  y e a r  ended December 31,  1965 and r e s u l t e d  i n  i n c r e a s i n g  

Westec ' s  p e r  s h a r e  e a r n i n g s  f o r  t h e  y e a r  by 2.3 c e n t s  which  amounted 

t o  2% of Westec 1965 e a r n i n g s  p e r  s h a r e .  

The o r d e r  and s t a t e m e n t  o f  m a t t e r s  d o e s  n o t  a l l e g e  t h a t  t h e  

Carey t r a n s a c t i o n  shou ld  n o t  have  been t r e a t e d  as a p o o l i n g  o f  i n t e r -

e s t  b u t  d o e s  a l l e g e  t h a t  t h e  Carey  t r a n s a c t i o n  h a v i n g  o c c u r r e d  i n  

1966, when t a k e n  t o g e t h e r  w i t h  t h e  EFCO and S e a c a t  p o o l i n g s ,  r e s u l t e d  

i n  a material i n c r e a s e  i n  ~ e s t e c  c o n s o l i d a t e d  e a r n i n g s  f o r  t h e  y e a r .  



I 

false and misleading because there was no disclosure of the material  

impact of such transactions on the financial statements, particularly 

in light of the fact that each of the aforesaid transactions involved 

a business combination which occurred after the close of the fiscal 

year in which it was reported. The result of these three transactions  

being pooled retroactively was an increase in net earnings as reported  

for the year ended December 31, 1965, of $1,690,851.  

Respondents contend that the Carey transaction was properly  

reported in that it was included in note 1 to the consolidated  

financial statements for the year ended December 31, 1965 and that  

there was no accounting requirement to do otherwise. It should be  

noted however, that all of the pooling of interest transactions from  

the beginning of 1965 through April 1966 are set f&th in note 1 with  

the date of acquisition of each transaction. There is no indication  

either in the earnings statement or in the notes to show the f inan-  

cia1 impact of the three pooling transactions which took place after  

December 31, 1965 and contributed over 342 of the reported net earnings  

for the year. However, the impact question will be dealt with here-  

after in the context of all of the transactions which contributed  

to Westecgs reported net earnings for 1965. Each transaction which  

is the subject of an allegation in the order will be treated sep-  

The Acauisition of Seacat  

Shortly after the meeting on March 22 and 23, where the decline  

in Westec's earnings was discussed, negotiations were begun for the  









I 

The exchange agreement w a s  f u r t h e r  condit ioned upon Zapata and 

Westec en t e r ing  i n t o  a management c o n t r a c t  under which Zspata would 

operate  t he  business  and p rope r t i e s  of  Seacat  and cause t o  be performed 

the  business  opera t ions  of Seacat.  P r i o r  t o  t h e  a c q u i s i t i o n  by Westec, 

Seaca t ' s  ope ra t ions  had been managed by Southeastern.  The s ix -yea r  

management agreement between Zapata and Seaca t  (Westec), provides 

t h a t  Zapata w i l l  ope ra t e  t h e  bus iness  and p rope r t i ee  of  Seacat i n  

exchange f o r  an annual management f e e  a s  fol lows:  

( a )  A l l  of t he  f i r s t  $240,000 of S t i p u l a t e d  P r o f i t s ,  a s  

def ined i n  t h e  Operating Agreement, p lus  

(b) 30% of S t ipu la t ed  P r o f i t s  i n  excess of $240,000 but  no t  i n  

excess of $740,000, plus  

(c)  40% of  S t ipu la t ed  P r o f i t s  i n  excess of $740,000 but no t  

i n  excess  of $1,240,000, p lus  

(d l  50%of S t ipu la t ed  P r o f i t s  i n  excess  of $1,240,000. Seacat 

a l s o  agreed t o  pay d i r e c t l y , o r  t o  reimburse Zapata , for  a l l  d i r e c t  

cos t s  incurred by Seacat  o r  Zapata i n  t he  conduct of t h e  bus iness  and 

operat ions o f  Seacat.  

By a c t i o n  of the  Westec d i r e c t o r s  on Apr i l  2, 1966, the  p r inc ipa l  

o f f i c e r s  of Westec were au thor ized  t o  n e g o t i a t e  and c o n s m t e  the  

Seacat a c q u i s i t i o n ,  including t h e  pledge agreement and the  management 

cont rac t ,  on such terms as they, i n  t h e i r  d i s c r e t i o n ,  decmed advisable .  

The Westec-Seacat t r ansac t ion  i s  descr ibed  i n  a l i s t i n g  appl ica-  

t ion t o  the  M e r i c a n  Stock Exchange, da ted  March 29, 1966, a s  amended 

April 8, 1966. The t r ansac t ion  was c losed  on Apr i l  8, 1966, and pur- 







been eroded excep t  t h e  exchange of  v o t i n g  s t ock  f o r  v o t i n g  s t o c k  o r  

a s s e t s .  T h i s  argument concern ing  t h e  e ro s ion  of poo l ing  s t anda rds  is  

con t i nua l l y  r e l i e d  upon by respondents  and w i l l  be d i scussed  a t  t h e  

end of  t h i s  s e c t i o n .  

Respondents a rgue  f u r t h e r  t h a t  c o n t i n u i t y  o f  management, a n o t h e r  

standard l a i d  down i n  ARB 48, was a l s o  no longer  v i a b l e  by t h c  mid- 

Respondents a rgue  t h a t  t h e r e  was no change i n  t h e  c h a r a c t e r  o f  

t he  bus iness  which Seaca t  was engaged i n  as a r e s u l t  o f  t h e  management 

c o n t r a c t  a l t hough  t hey  concede t h a t  t h e  management c o n t r a c t  d i d  change 

t he  manner o f  payment f o r  management s e r v i c e s  bu t  t h a t  such change 

would n o t  b a r  a poo l i ng  of i n t e r e s t s  t r ea tment .  

A s  t o  t h e  charge  t h a t  t h e  f i n a n c i a l  s t a t emen t s  d i d  n o t  adequa t e ly  

d i s c l o s e  Westec 's  o b l i g a t i o n  under  t h e  management c o n t r a c t ,  respon-

den ts  argue t h a t  n o t e  15 t o  t h e  1965 f i n a n c i a l  s t a t emen t s  d i s c l o s e d  

t h a t  Westec c o n t r a c t e d  o u t  t h e  management of t h e  p r o p e r t i e s  a t  a f e e  

cont ingent  upon e a r n i n g s  and t h a t  t h e  terms of t h i s  contract were set f o r t h  

in  d e t a i l  i n  t h e  l i s t i n g  a p p l i c a t i o n  f i l e d  w i th  t h e  American S tock  

Exchange i n  connec t ion  w i th  t h e  Seaca t  a c q u i s i t i o n .  

The record  d i s c l o s e s  a t  t h e  t ime of t h e  meeting i n  Ilouston on 

March 22 and 23, a t t ended  by Halvorson, t h e  ESE t e c h n i c a l  p a r t n e r  from 

the  home o f f i c e  i n  Cleve land ,  t h e  agreement f o r  t h e  a c q u i s i t i o n  of 

Seacat had n o t  been en t e r ed  i n t o .  There fore ,  t h e  record  d i s c l o s e s ,  

t h a t  because o f  t h e  complex i t i e s  o f  t h e  Seaca t  a c q u i s i t i o n  I s ensee  

ca l l ed  Halvorson i n  Cleveland t o  d i s c u s s  t h e  p r o p r i e t y  of t r e a t i n g  t h e  
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c o n t r a c t  wi th  Seaca t  (wholly owned by Westec) which i n  e f f e c t  gave  

Zspata 50%of t h e  p r o f i t s .   

In response t o  respondents  argument t h a t  t h e  s t anda rds  f o r   

pool ing l a i d  down i n  ARB 48 had been eroded a t t e n t i o n  i s  c a l l e d  t o   

Accounting Research and Terminology B u l l e t i n ,  pub l i shed  September  

1961, which s t a t e s  under  t h e  heading Business  Combinations: I1The  

Cunmittee on Accounting Procedures  and t h e  Committee on Terminology of 

t he  AICPA were superseded on September 1, 1959, by t h e  Accounting P r i n -  

c i p l e s  Board. None of t h e  ARB'S i n  f o r c e  - No. 43,  a r e v i s i o n  o f  p rev ious  

B u l l e t i n s ,  and 44  t o  51, has  been r e v i s e d  o r  revoked by any a c t i o n  of   

t h e  APB t o  d a t e  of  t h i s  pub l ica t ion ."   

I n  view o f  t h e  Zapata management c o n t r a c t  i t  would appear  t h a t  

Seacat  e a r n i n g s  of $684,805, which Westec inc luded  i n  i t s  1965 ea rn ings ,  

would have been approximately  $340,000 i f  t h e  p rope r  p ro  forme e f f e c t  

of t h i s  arrangement  had been shown i n  t h e  1965 f i n a n c i a l  s t a tements .  

The Chief a ccoun t an t  of t h e  Commission t e s t i f i e d :  

"The assumption i s  t h a t  t h i s  i s  a p rope r  poo l i ng  which 
means a combining of  t h e  o p e r a t i o n s  o f  t h e  pooled com-
panies .  Here w e  have such a change i n  t h e  e a r n i n g  c a p a c i t y  
of t h e  acqu i r ed  company, that t o  combine t h e  f u l l  e a rn ings  
of  t h e  acqu i r ed  company w i t h  t h e  a c q u i r i n g  company, with- 
o u t  g i v i n g  a p ro  forma e f f e c t  t o  t h e  c o n t r a c t ,  l e a d s  t o  a 
mis lead ing  impress ion of t h e  ea rn ing  power of  t h e  com- 
bined e n t e r p r i s e . "  

Based on a l l  of  t h e  r e l e v a n t  c i rcumstances  sur rounding  t h i s  t r a n s -

a c t i o n  i t  i s  concluded t h a t  i t  was s t r u c t u r e d  s o  t h a t ,  a s  a m a t t e r  of  

form over  subs t ance ,  i t  would appea r  as a poo l i ng  when i n  r e a l i t y  i t  d i d  
-17 / 

not  meet t h e  c r i t e r i a .  The impor tan t  t h i n g  f o r  an  accountan t  t o  con- 

U /  ARB No. 48.  
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The Acqu i s i t i on  of EFCO 

On A p r i l  27, 1966 Westec acqui red  Engineers and F a b r i c a t o r s ,  

Inc. (EFCO) i n  exchange f o r  85,545 s h a r e s  of Westec s tock.  EFCO 

was valued a t  $5,400,000 and con t r i bu t ed  $896,178 t o  Westec e a r n i n g s  

f o r  1965 o r  1 8 C  a sha r e ,  Th i s  r ep r e sen t ed  18.41% of Westec 's  t o t a l  

n e t  e a r n i n g s  f o r  1965, 

E&E f i r s t  l e a rned  o f  t h i s  a c q u i s i t i o n  e a r l y  i n  Apr i l  when 

Belcher adv i s ed  I s ensee  t h a t  Westec was c o n s i d e r i n g  it and i t  would 

be e f f e c t e d  through an exchange of  Westec s t o c k f o r e i t h e r  t h e  s t o c k  

o r  assets of  EFCO. I s ensee  t o l d  Belcher t h a t  it cou ld  be inc luded  i n  

t h e  Westec c o n s o l i d a t e d  f i n a n c i a l  s t a t emen t s  f o r  t h e  per iod ended December 

31, 1965, i f  t h e  t r a n s a c t i o n  was c lo sed  p r i o r  t o  EbE's complet ion 

of t h e  1965 a u d i t .  I s ensee  was f a m i l i a r  wi th  EFCO because B E  were 

a l s o  t h e  independent  pub l i c  a ccoun t an t s  f o r  EFCO and on Apr i l  26, 

1966 completed t h e i r  examinat ion of t h e  EFCO f i n a n c i a l  s t a t e m e n t s  

f o r  t h e  per iod  ended March 31, 1966. 

On A p r i l  13 ,  1966, Westec 's  proposed a c q u i s i t i o n  of L 3 O  was 

approved by t h e  Westec board o f  d i r e c t o r s .  On A p r i l  13,  1966 Westec 

i s sued  a l e t t e r  of i n t e n t  t o  a c q u i r e  EFCO s u b j e c t  t o  a s a t i s f a c t o r y  

a u d i t  by E&E showing n e t  e a r n i n g s  i n  excess  o f  $850,000 a f t e r  t axes .  

On o r  about  A p r i l  16,  1966, a d r a f t  agreement between Westec and EFCO 

was prepared p rov id ing  f o r  t h e  a c q u i s i t i o n  by Westec of a l l  t h e  assets . 

of  EFCO i n  exchange f o r  Westec common s tock  having a market v a l u e  o f  

$5,600,000. 

On A p r i l  22, 1966 Hall o f  Westec c a l l e d  R. M. Hemance of  t h e  

UXE Houston o f f  ice and i nqu i r ed  whether E&E would approve pool ing  o f  











pr inc ipa l  o f f i c e r  of Tupper Lake and t h a t  a l l  o f  t he  85,545 U e s t ~ c  

shares  which were t o  be given t o  Tupper Lake i n  exchange f o r  t h e  

EFCO s h a r e s  were unregis te red .  Tupper Lake, i n  substance,  was t o  

purchase 85,545 unregis te red  sha re s  f o r  $5,400,000, o r  approximately 

$63 a share .  On Apr i l  2 5 ,  1966, Westec closed a t  63 5/8. The l i s t i n g  

a p p l i c a t i o n  r e v e a l s  t h a t  Tupper Lake was t o  r ece ive  a sum no t  t o  exceed 

$250,000 i n  connect ion wi th  i ts  r o l e  i n  t h e  EFCO acqu i s i t i on .  Also, 

the  l a s t  paragraph of note  12 t o  Westec's 1965 f i n a n c i a l  s ta tements  

says: 

"In connect ion with an a c q u i s i t i o n  of a pooled business   
d u r i n g  A p r i l  1966, t h e  company may be ob l iga t ed  t o  pay  
a f e e  i n  an amount y e t  t o  be determined.11  

McGregor and t h e  r e p r e s e n t a t i v e s  of Commercial Discount Corpor- 

a t i on  agreed a t  some poin t  t h a t  t h e  $4,000,000 loan from Commercial 

Discount would be paid o f f  through t h e  s a l e  of  t h e  a d d i t i o n a l  67,950 

Westec s h a r e s  mentioned above a t  t h e  r a t e  of  5,000 shares  per  week o r  

the  r a t e  of $300,000 per  week, which everwae g r e a t e r .  

On May 5 ,  1966, an add i t i ona l  10.000 Westec sha re s  i n  t he  name 

of Tupper Lake were pledged as c o l l a t e r a l  t o  f u r t h e r  secure  t h e  Com- 

mercial Discount loan t o  Tupper Lake, making a t o t a l  of 77,950 s h a r e s  

pledged a s  c o l l a t e r a l  on t h i s  loan i n  a d d i t i o n  t o  t h e  85,545 shares 

acquired by Tupper Lake i n  exchange f o r  t h e  EFCO s tock ,  and i n  a d d i t i o n  

t o  t he  70,000 sha re s  r eg i s t e r ed  i n  t he  name of  Hal l ,  which were a l s o  

pledged i n  connect ion wi th  the  Continental  Mining and Mi l l i ng  loan re-

f e r red  t o  above. 

By August 16,  1966, 55,600 o f  t he  foregoing  77,950 sha re s  had 

been so ld  by A. G. Becker & Co. and Moroney Beissner  Company, Inc., 
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Moreover, t h e r e  was a complete change i n  t h e  power t o  c o n t r o l  manage- 

ment, i f  no t  management i t s e l f ,  which a l s o  v i o l a t e d  t h e  pool ing  s t a n -  
12/ 

dards .  

Respondents a rgue  t h a t  t h e r e  w a s  such e ro s ion  i n  and confus ion  

concerning s t a n d a r d s  f o r  poo l ing  c r i t e r i a  t h a t  s a l e s  o f  s h a r e s  by 

e x i s t i n g  sha r eho lde r s  p r i o r  t o  a merger would n o t  p reven t  poo l ing  ac -

count ing where a s h e r e ,  v o t i n g  s t o c k  i s  exchanged f o r  v o t i n g  s tock .  I n  

support  of t h i s  respondents  c i t e  a c a s e  invo lv ing  Tamar E l e c t r o n i c s  

I n d u s t r i e s ,  Inc.  ("Tamar") r ep r e sen t ed  by Halvorson of E&E i n  which 

t he  Commission s t a f f  accep ted  a s  a pool ing  of  i n t e r e s t s  a t r a n s a c -
1 

t i o n  i nvo lv ing  a lOOX change i n  ownership o f  s h a r e s  o f  t h e  acqu i r ed  

company. However, it appea r s  on examination that t h e  s t a f f  d i d  n o t  

"approve" t h e  Tamar poo l i ng  bu t  r a t h e r  accep ted  it as i t  had occur red  

i n  1961 and t h e  c h i e f  accountan t  f e l t  t h a t  it would be b e t t e r  t o  let 

i t  s tand  r a t h e r  than  t o  r e c a s t  on a r e t r o a c t i v e  b a s i s  f o r  t h r e e  years .  

A s  a  m a t t e r  of f a c t ,  t h e  comment l e t t e r  from t h e  s t a f f  s t a t e d  t h a t  t h e  

t r a n s a c t i o n  cou ld  n o t  be cons ide r ed  as a pool ing of i n t e r e s t s  b u t  

should be r e f l e c t e d  as a purchase.  It would appear  that t h i s  e x p e r i -  

ence should have a l e r t e d  E&E and Halvorson t o  t h e  f a c t  t h a t  t h e  Com- 

-

121 ARB No. 48 prov ides  as f o l l o w s  i n  paragraph 6: 
"6.  Other  a t t e n d e n t  c i rcumstances  should a l s o  be t aken  

i n t o  c o n s i d e r a t i o n  i n  de te rmin ing  whether a purchase 
o r  a pool ing  of i n t e r e s t s  i s  involved.  S ince  t h e  as-
sumption under ly ing  t h e  pool ing of  i n t e r e s t s  concep t  is 
one of  c o n t i n u i t y  of a l l  o f  t h e  c o n s t i t u e n t s  i n  one b u s i -  
n e s s  e n t e r p r i s e ,  abandonment o r  sale of  a l a r g e  p a r t  o f  t h e  
bus ine s s  o f  one o r  more o f  t h e  c o n s t i t u e n t s  m i l i t a t e s  
a g a i n s t  c o n s i d e r i n g  t h e  combination as a pool ing  o f  i n t e r -
ests. S i m i l a r l y ,  t h e  c o n t i n u i t y  o f  management o r  t h e  power 
t o  c o n t r o l  management i s  i nvo lved  Thus, i f  t h e  manage- 
ment o f  one of t h e  c o n s t i t u e n t s  is  e l im ina t ed  o r  its i n f l u -
ence upon t h e  o v e r a l l  management of t h e  e n t e r p r i s e  i s  ve ry  
small, a purchase may be  ind ica ted ."  
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m i s s i o n ' s  s t a f f ,  r a t h e r  than  a c c e p t i n g  such change of ownership,  

would c h a l l e n g e  t h e  t r a n s a c t i o n  on t h e  grounds t h a t  it d i d  

n o t  meet t h e  s t a n d a r d s  f o r  p o o l i n g  o f  i n t e r e s t s .  

Respondents a l s o  a r g u e  that t h e  p resence  of McGregor on t h e  o t h e r  

s i d e  of t h i s  t r a n s a c t i o n  shou ld  n o t  have a roused  any  s u s p i c i o n s  on . 

t h e  p a r t  o f  E&E o r  caused them to  a s k  any q u e s t i o n s  concerning t h e  u s e  

of Tupper Lake as a c o n d u i t  b u t  p o i n t  o u t  that responden ts  had made 

i n q u i r i e s  i n t o  McGregor's r e p u t a t i o n  and found i t  t o  be that of  a man 

of i n t e g r i t y  w i t h  good s t a n d i n g  i n  t h e  community. Respondents s a y ,  

consequent ly ,  as i n  t h e  F l o r i d a  p r o p e r t y  sale, t h e  p resence  o f  McGregor 

w a s  n o t  s u g g e s t i v e  of t h e  p resence  of f r a u d  i n  t h e  t r a n s a c t i o n .  

A s  s t a t e d  p r e v i o u s l y ,  t h e  q u e s t i o n  i s  n o t  whether  McGregor had 

a  good r e p u t a t i o n  o r  whether  h i s  p resence  was s u g g e s t i v e  o f  f r a u d ,  

t h e  q u e s t i o n  i s  whether  o r  n o t  when McGregor appeared i n  f i v e  t r a n s -  

a c t i o n s  t h a t  were consummated a f t e r  t h e  c l o s e  o f  t h e  r e s p e c t i v e  r e p o r t -  

ing  per iods  f o r  1964 and 1965, s u c h  appearances  shou ld  have a l e r t e d  E&E 

t o  make i n q u i r y  which would have shown t h a t  t h e s e  t r a n s a c t i o n s  were n o t  

arms l e n g t h  and were des igned  t o  g e n e r a t e  income. T h i s  ,is p a r t i c u -

l a r l y  t r u e  i n  t h i s  c a s e  where t h e  responden ts  n o t  o n l y  knew t h a t  

McGregor had s i g n e d  t h e  c o n t r a c t  and was t h e  s o l e  owner o f  Tupper 

Lake, bu t  t h a t  he was a l s o  t h e  unnamed r e c i p i e n t  o f  t h e  bonus mentioned 

i n  foo tno te  12 t o  t h e  f i n a n c i a l  s t a tement .  

This  t r a n s a c t i o n  demons t ra tes  t h a t  r esponden ts ,  d e s p i t e  t h e i r  

knowledge o f  t h e  f a c t s  su r rounding  t h e  a c q u i s i t i o n  of EFCO, p a r t i c i -  

Fated i n  s t r u c t u r i n g  t h e  t r a n s a c t i o n  s o  t h a t  i t  would meet t h e  r e q u i r e -  





Sa le  of Carved Out O i l  Production Pavment 

In S e p t e m b e r ,  1965 W e s t e c  b e s a n  acqui r ing  shares  bf 

Camerina Petroleum Corporation (llCamerinall) from va r ious  sources and 

before December 31, 1965, owned 97% of t h e  ou t s t and ing  Camerina shares .  

The a c q u i s i t i o n  of Camerina shares  by Westec is  descr ibed  i n  Note 1 t o  

t he  1965 Westec consol idated f i n a n c i a l  s ta tements .  

On December 22, 1965, Camerina, pursuant  t o  an agreement dated 

December 15, 1965 and approved by i ts  Board of  D i rec to r s ,  so ld  t o  

New York L i f e  Insurance Company ( a )  its n o t e  i n  t h e  p r inc ipa l  amount 

of $4,000,000, (b)  a production payment, as carved o u t  of United S t a t e s  

p rope r t i e s ,  i n  t h e  amount of $1,200,000 and ( c )  another  production 

payment, a s  carved ou t  of Canadian p r o p e r t i e s ,  i n  t h e  amount of 

$1,950,000 (Canadian currency) .  For t hese  two production payments 

Camerina received i n  1965 a cash cons ide ra t ion  of $2,954,628. These 

production payments were so ld  with no l i a b i l i t y  on t h e  p a r t  of Camerina 

i n  t h e  event  t h e  production should no t  be s u f f i c i e n t  t o  equal t h e  

amount of t h e  production payments, bu t  Camerina was required t o  pay 

a l l  l i f t i n g  c o s t s  assoc ia ted  with the  production. These production 

payments and t h e i r  s a l e  a r e  descr ibed i n  Note 7 capt ioned "Sale of  

Carved-Out Production Payments" and the no te  payable is described 

i n  Note 10 capt ioned "Notes Payable and Long-Term Indebtedness" t o  

t h e  1965 Westec f i n a n c i a l  s ta tements .  

The United S t a t e s  production payment was es t imated  t o  r equ i r e  

approximately f o u r  years ,  based on normal ope ra t ions ,  t o  produce 

the o i l  and gas app l i cab le  t o  t he  carved ou t  i n t e r e s t  and the Canadian 

production payment was est imated t o  r e q u i r e  seven yea r s  of normal 
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and misleading and t h a t  respondents knew o r  should have known t h e s e  

f a c t s .  

The method t o  be used i n  r epo r t ing  t h e  income from the  carved- 

out  product'on payments was one of t h e  items on t h e  agenda of t h e  con- 

ference held i n  Houston on March 22 and 23, 1966, and a t tended  by Hal-

vorson. (p. 49, supra) .  It  w a s  concluded t h a t  t h e  income from t h e  

s a l e s  could be repor ted  on t h e  c u r r e n t  income method as opposed t o  

the de fe r r ed  income method. Respondents produced s e v e r a l  expe r t  w i t -  

nesses  who t e s t i f i e d  t h a t  t h e  income method used by Westec was a gen-

e r a l l y  accepted a l t e r n a t i v e  method of  r epo r t ing  income from a carved-

out  o i l -product ion  payment. 

Much of t h e  expe r t  testimony was t o  t h e  e f f e c t  t h a t  i n  o rde r  t o  be 

genera l ly  accepted,  an accounting p r i n c i p l e  does not  have t o  be i n  

majori ty  use ,  i t  does no t  have t o  be  prevalent  and it does no t  have t o  

be t h e  b e s t  p r i n c i p l e  t h a t  could be used i n  t h e  circumstances.  The 

exper t s  t e s t i f i e d  that i n  many a r e a s  of  accounting t h e r e  are a l t e r n a t i v e  

p r i n c i p l e s  which are considered by the  profession t o  be gene ra l ly  a c -  

cepted. 

The OGC, on t h e  o t h e r  hand, i n s i s t s  that the  on ly  method recognized 

by the  Commission and i n  f a c t  i n  genera l ly  accepted usage i n  t h e  accounting 

profession a t  t h e  time was t h e  de fe r r ed  income method. 

The OGC a rgues  t h a t  beginning i n  1963 the  Chief Accountant o f  t h e  

Commission had taken t h e  pos i t i on  t h a t  t h e  defer red  income method of 

repor t ing  f o r  t h i s  type of  t r a n s a c t i o n  would be t h e  only one accep tab le  



in reports filed with this Commission. This position is supported by 

a memorandum of May 7, 1963 to the Comission from the Chief Accountant 

on the subject of accounting for carved-out production payments. This 

memorandum concerned a registrakion statement of Occidental Petroleum 

Corporation ("Occidental") and recommended that the Commission require 

that proceeds from the "sales" of carved-out production payments be 

deferred and credited to income as the gas and oil and other commodities 

are actually produced rather that being reflected as income at the time 

the proceeds are received as reported by Occidental in its reports for 

the years 1961 and 1962. The OGC states that since that time all re- 

porting of carved-out production payments have been on the deferred in- 

come basis. 

Respondents point to the fact, as stipulated to between the parties  

in this proceeding, that at the time of the release and distribution of  

the 1965 Westec financial statements, the Cornmission had not published  

any rules, regulations or other official releases or opinions on the  

matter of accounting for the proceeds from the sales of carved-out  

oil production payments, nor had the AICPA issued any such rules. There- 

fore, respondents contend, it was acceptable accounting practice to  

follow an alternative generally accepted accounting principle.  

The OGC argues that although no publications had been issued by 

the Commission or the OCA the entire accounting profession was on no-

tice that the current income method was not acceptable to the Commission 

and therefore E6rE was violating S.E.C. requirements in acquiescing in 

its use, particularly in view of the fact that both Isensee and Halvorson  I 
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mend t o  v a r i o u s  o i l  companies t h a t  t hey  change t o  t h e  d e f e r r e d  method 

account ing.  One of  t h e s e  companies w a s  t h e  E&E c l i e n t ,  McCulloch 

o i l ,  p rev ious ly  r e f e r r e d  t o .  

I n  a memorandum da t ed  Apr i l  26, 1963, e n t i t l e d  Accounting f o r  

IlSales" of  Carved-out Product ion Payments, t h e  Commission's s t a f f  re-

ported on a survey  which showed that t h i r t y - e i g h t  o i l  companiee were 

us ing  t h e  d e f e r r e d  method whi le  o n l y  f o u r  w e r e  u s i n g  t h e  c u r r e n t  method. 

Among t h e s e  f o u r  w a s  Occ iden t a l ,  which after some d i s p u t e ,  agreed t o  

use  t h e  d e f e r r e d  method i n  t h e  f u t u r e .  The o t h e r  t h r e e  companiee pro- 

ceeded t o  change t o  t h e  d e f e r r e d  method. Under t h e e e  c i rcumstances  

it is apparen t  t ha t  t h e  account ing  p ro f e s s ion  had ceased  t o  cons ide r  

t h e  c u r r e n t  income method as an a c c e p t a b l e  one. 

The fo r ego ing  f a c t s  and c i rcumstances  concern ing  t h i s  t r a n s a c t i o n  

lead inexorab ly  t o  t h e  conc lus ion  t h a t r e s p o n d e n t s ,  i n  t h e i r  w i l l i n g -  

ne s s  t o  acqu iesce  i n  t h e  c l i e n t ' s  wishes ,  knowingly ignored t h e  Com- 

mi s s ion ' s  p o l i c y  concerning a c c e p t a b l e  account ing  p r i n c i p l e s .  ASR 

No. 4 ,  invoked by respondents ,  o f f e r s  l i t t l e  s o l a c e  i n  t h a t  it i s  ad-

d re s sed  t o  a d i f f e r e n c e  of  op in ion  as t o  p rope r  a ccoun t i ng  p r i n c i p l e s  

and i n  t h e  p r e s e n t  s i t u a t i o n  it cannot  b e  s a i d ,  i n  a l l  honesty ,  t h a t  

a d i f f e r e n c e  of  opinion e x i s t e d .  Halvorson t e s t i f i e d  t h a t  he could 

no t  r e c a l l  any similar c a s e  r e l a t i n g  t o  a campany's r epo r t ed  income 

i n  which E&E had a d i f f e r e n c e  of  op in ion  w i t h  t h e  OCA and found i t  

necessa ry  t o  r e s o l v e  i t  u n i l a t e r a l l y  by r e l y i n g  on f o o t n o t e  d i s c l o s u r e  

pursuan t  t o  ASR No. 4. 
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g i s t ,  and i n  J u  l y  1965 Weco employed Wallace H. Brown of L a f a y e t t e ,   

Louis iana on a f u l l  t ime b a s i s  as a c o n s u l t i n g  eng ineer .  The d a i l y   

of Weco were superv i sed  by James B. Roedel, P r e s i d e n t ,  and 

by P a t t e r s o n  and Brown, a l l  o f  whom occupied o f f i c e  space  i n  t h e  Weco 

o f f i c e s  a t  Southwest Towers, Houston. A t  t h e  t i m e  o f  t h e  1965 a u d i t ,  

t h e  account ing  r eco rds  of Weco were mainta ined a t  t h e  Westec o f f i c e s  

under t h e  d i r e c t  supe rv i s i on  of  Belcher  wi th  d e t a i l  work be ing  per -  

formed by Ray Thompson, Chief Accountant f o r  Westec,and t h e  Weco 

r eco rds  p e r t a i n i n g  t o  p r o p e r t i e s  and gene ra l  a d m i n i s t r a t i o n  were k e p t  

i n  t h e  company's o f f i c e s  a t  Southwest Towers. From t h e  t ime o f  i t s  

o rgan i za t i on  through December 1965, Weco p a r t i c i p a t e d  through i n v e s t -  

ment i n  t h e  d r i l l i n g  o f  approximately  90  w e l l s ,  o f  which 1 6  ( i n c l u d i n g  

9 w i ldca t  w e l l s )  were completed a s  producers ,  a l l  as d i s c l o s e d  i n  t h e  

1965 Westec annual  r epo r t .  Westec's i n t e r e s t  i n  t h e  1 6  producing 

w e l l s  amounted t o  2.51 n e t  we l l s .  During 1965 Weco i ncu r r ed  expen- 

d i t u r e s  i n  connec t ion  w i th  i t s  d r i l l i n g  a c t i v i t i e s  i n  excess  o f  $500,000, 

i nc lud ing  d r y  h o l e  c o s t s  o f  $304,217 which were w r i t t e n  o f f .  Apar t  

from t h e  $2.25 m i l l i o n  December, 1965 s a l e  t o  I r v i n g ,  Weco had g r o s s  

income d u r i n g  1965 of a p r o x i m a t e l y  $34,000. 

In  D e  c e m b e r 1965, Ha l l  and Williams agreed  t o  s e l l  t h e  Weco 

o i l  and gas  p r o p e r t i e s  t o  Hall's b r o t h e r ,  implementing t h e  s a l e  through 

a co rpo ra t i on  i n  o r d e r  t o  avoid a r o u s i n g  any susp ic ion .  Hall i n s t r u c -

t e d  h i s  b r o t h e r ,  Fred Ha l l ,  t h a t  t h e  p rope r ty  should be s o l d  t o  a c o r -

porat ion,  and t h a t  he ( F ~ e d  H a l l )  should set u p  a cb rpo ra t i dn  t o  han- 

d l e  t h i s  i f  he  d i d n ' t  have a co rpo ra t i on  a v a i l a b l e  t o  make t h e  purchase.  






































































