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The interdepsndence betwsen asocounting and the precess of

soaurities fimanoing is quite slear, Several billion dollars' worth
of securities were sold te the public iz 1941, dut offerings of such
size ocould net hl"O‘ besn made had thers been no mesus by which
investors aould form some reasonable judgment ss to the likeliheod
of future earnings. While the no-tftgl‘;; ascounting can provide

is ressonably approximate aceurasy with respect to past eaminge,...
this in comjunction with other data is suffisient to reduce the wn-
ocertaintiss of investmsn$ to a polint where pooph are willimg ¢to act
upon thelr judgmsmts. A different testimonial as to tho importanes
of acoounting data is found in the faot that in 1941 156,000 peges
of publie information registered with the Securities and Exchange
Commission was photesopled for the publie. Most of the material
copied was fimanoial informmtion. During the same period almest
28,000 persons visited ths public referemae rooms of the Commission,
many if not mest of them for the purpose of examining fimanoial

statements of particular registramts,
These examples serve to emphasize only one of the serviees

rendered by accounting in facilitating the finameing of corperate
~enterprises. Ian additioa to providing informatiom on the financial
affairs of the issusr it also plays a sigaificant role in the
preliminary investigation and consideration that determine the type
of security to be isaued. Such prelimimary work of eourse involves

mich mors tham aocounting data. Lagal and economic facters obviously
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must foutn careful consideraticn. Hewever, unless the finaneial )
pesition and earning pewer of the issuing earperation m"m a;ui (‘/
the new securitiss preperly adspted therete, sale may be handisapped
and finaneial diffioulties invited for future yesars. Per example,
unless the decisien as to whether to issue bends or steek takes inte
careful consideration the amount and stability of the net sarnings
available for servieing the new seourity, a segurity may be chosen
whieh the market will abserd only at an excessive diseeunt or whish
will result in & top-hwavy and perileus finmaneisl strueture. Like-
wise, sinking fund er redemptisn requirsmsats must giwe resognition
to the effect of sush previsioms on financial eenditian and te the
amount of funds that seem likely to be previded threugh eamings.
The several acts wnder whieh the Securitiss and xxehange Com-
nission has respemsibilities lmve made it neeessary for the
Commission to rely on the servises of accounting in deth ef these
ways. FYour of the asts aduinistered by the Commission require
intor alia that registrants make public finameial informatiem
adequate for the pretestion of inwesters, present or prespestiw.
On the sther hand, ome of these acts, the Publie WMility Helding
Company iot, invelves, undsr soms cireumstanses, the additienal
responsibility eof judging whether a partieular seeurity to be issued
is woll adapted ts the needs of the issuer. A semewhat similar
respensibility is entailed wader Chapter X of the Natiemal Hankruptey
Ast, whish requires, umder certain cireumsfanses, that the Cem-~

missiem file an advisery repert en serperate plans eof reerganisatiom
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thet are being considered by the court.

In point of time one of the first questiona that must be
decided after the need for finenoing hus been established, is the
proper form of security to issue. Tae Commission's respensibility
in this matter arives most frequently under Section 7 of the Publie
psility Holding Compuny ict. Subseotion (d) of this section states
that the Commisgsion may not approve a seourity issue if it finds,
amony, other things, that the issue is not ressomably adapted to the
sscurity structure of the {ssusr and other companies in ths same
holding eompany system, or that the seourity is not reasonably
sdapted to the earning power of the issusr.

In 1nterpret'1n5 these requirements the Commission has had to
deal with accounting problems of all kinds and degrees of somplexity,
but perhaps the two problems that have most frequently required
careful nttemtion are the adequasy of depreciation provisions and
the propriety of the valustions refleeted in property socounts.

Both of these gquestions may have considerable bearing on the
sultability of a proposed security and both of them are questions
that draw beavily upon the acoountant's work.

The Commission has not developed any self-executing formila
that may be applied to determine the adsquaocy of depreciation pro-
visions and the related reserves. It has elearly indicated, however,
that it considers the sufficiensy of the depreeistion polisy to L
of prime importance. Espscially is it of importance in the publie

utility field where depreciution is almest invariably a mterial

-‘-



(o

element to be reckoned with in determining eamming powsr. There was
one instenee in which & utility urproached the Corrmission with nighly
inadequate depreciation reserve, amounting to less than 2% of its

grose derreciable nroperty. Therc have heen numerous other instances
in whioh the Commissior has arproved & seeurity issue but has gon-

di tioned 4ts order by requiring s bolsterins or the ennusl depresiation
provision. The depreeiation provision affects, of course, not only
regorded earninga but eleo the true eige of the residual and pro-
tective stock equity -- or viewed sonvereely it may alter greatly the
apperent asset ocoverage enjoyed by the proposed security. All these
are important matters on whioch mansgement, as well as regulatory
commissions, should bs acourately sdvised if decisions are to be

wisely made. The day is lamr since past when depreciation oould be
looked on as an optional item to be recormized to the extont profits
permitted.

The seoond question that has been eonsidered frequently in
Corriscion decisions under Section 7 is the propriety of valustions
placed on the property sccount. Here again it is possible for im-
proper accounting practioss to result in serious migguidance in
formulating financing plans. There have heen many eases before the
Commigsion where the climination of vneanscionable write-ups or
intra-syster profits from the property aceount would exhaust all the

aveilable surplus and would serionsly =ffect the marrin available to

protest the new security.



Where it has not been possible to secure the removal of all
write-ups from the property accomnts of companies filing under Sectica 7
of the Holding Company Act, it has been the practice to dstermine these
write-ups and, in judging the wisdom of issuing a particular type of
security, to compare the capital structure and asset coverages both
before and after excluding the effect of the write-ups. However,
while seeking the elimination of appreciation from the accounts, the
Commission has been sensitive to the method by which the write-off is
accomplished. There was one case, for example, in which a declarant
proposed to remove a sizable appreciation element frem its property
account but presumably did not want to make the charge against its
existing surplus. Hence it proposed « procedure which resurrected an
earlier charge-off of abandoned property against u capital surplus
that had been created by reducing stated capital, This charge—off
was reversed, not in total, but only in an amount approximately
equivalent to the appreciation to be eliminated, and then the restored
amount, of abandoned property was charged off to retirement reserve
which, incidentally, was at that time admitted to be inadequate. The
capital surplus so established was then used to absorb the appreciation v
write—off, The net effect of this maneuvering was to charge the
appreciation to the retirement reserve, The company then proposed
to restore its retirement reserve hy periodic appropriations of earned
surplus extending over not more than six years. The Commission was

very critical of this accounting procedure in its decision,
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Ko rigid formula has been used for deoiding when a proposed
issue is well ecapted toc the security structure and eaming power
of a ceolarant. The fact that there is s substantiel amount of
residual or common capital has, however, almays been considered
lmportant ss has the existence of a satisfactory earning margin
for both the outatanding and proposed security issues. For soms
tine ¥ weipht was ypiven to the purpose of the financing. Where
the new issue was for the purpose of refunding an outstanding
socurlty, the Commisslion was someshat lens gevere in its judgments,
an the assurmption “that any improvement of a bad finencial struoture
is necessarily & step in the rizht direction ,and that the issuer
should be permitted to take steps in the right dimotim,-m though
his proposals stop short of the point where the resultant financial
structure is comsistent with sound finance and the objectives of the
Act." MNowever, in the recent El Paso cutytun viewpoint wmas

Crnas et o
disoarded and it was sebbbed that in the future refunding and new
l1gsues would be judged by a single standard.

4 sipnificant application of this poliey arose in a recent
case. A utility filed a declaration covering an issue of refunding
bands &t & time when its bonded indebtednees was slmost 75X of its
consolideted capitalization and bonds plus preferred stook equaled
§87 of its capitalization. The common stock equity eomstituted the

e R VUSRSt !"' ;/ L’f

remaining 4X. Furthermore, the depreciation reserve sma NNRAY

1/ Holding Company Aot Release No. 2535 (1941)e
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W&Mﬁmt T4 of deprecisble property, a condition whioh
further emphasiszed the top~hsavy cheracter of the debt atructure of
the company. Tho refinancing proposed provided in substanee for the
redenption of the outstanding bonds from the proceeds of a »sw bond
issue. Although a slight improvement in the finansial structure would
result, the Commission sonsluded that the plan could not be approved
since the new security was not well adapted to the oapital struecture
of the deslarant.

In both this and the El Paso omsep the Comaission took oscasion
to point out the twin perils of excessive bond finansing, that is,
the risk of inability to pay off or refinance the bonds st their
maturity and the risk invelved in a burden of heavy fixsd charges in
the interim period. Blind disregard of these perils may/lsad snd often
has led to & temporary advantage for the junior security holders, but
in the long run the risks are so large that msnagemsnt, a3 & matter.
of self-intersst, should sesk to keep them within manageable limits.
The only thoroughgoing solution is sn inereased relisnce on squity
finanocing. Too often, however, there is a rauur- to repair & faulty

I S TR
financial struoture because uouﬂun buring a lo- interest rate

oan be easily sold in & receptive market. This reasoning, however,
is likely to mean that repairs will never be made, for when the mrket
for senior securities is goed it is likely that the sale of residual
squity shares will also be possible on attrastive terms but when
senior securities no longer have a ready market it is ordinarily too

late to sell common shares.



I have already indiouted that the Commission has responsibilities

of & reluted order under Chupter X of the Nutiomal Benkruptey iot.

This chupter, covering sorporate reorganizatioms, states in Sestion

172 that in cuses where the debtor has indebtedness exocseding $3,00:,000
any plan or plane of reorganizution deemed worthy of consideration by
the court must be submitted to the Commission for examination and report.
This report, however, is only advisory in character. HWhers the in-
debtedness is $2,000,000 or less, the court may at its option request
such an sdévisory report from the Commission. élso under Section 208

the Connission may, on ita own volition opgl;t the request of the

court, file a notice of its appearsnoce us & jarty to the proceeding
uncer Chapter X.

Advisory reporte filed by the Commission ure primarily intended
to assist the court and seourity holders in the consummation of the
reorganization. Securities issued pursuant to a plan of reorganiszation
under chapter X are exwapt from the regisiration requiremeants of the
Securities ‘ct, und, consequently, much pertineat informetion about
these securities muy not be brought to the publiec eye. The sdvisory
report of tho Commission, however, can oall the ettention to any sro-
posod seourities that appear to be unsound or that seex likely to

prove misleading or ctherwise injurisus to tic lnvesting public.
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Perhaps the most diffiecult question which the Commission
encounters in its astivities under this Aot is whether the plam
of reorganization contemplated is fair end squitable, and femsibdble,
as required by the statute. It is not posaible to deseribe in
thorubltnot those detailed charaateristics that will mmke a plan
asoeptable as to fairness snd feasibility, but certain norms have
been followed by the Commission in the formuletion of its
judgment. These norms embody considerable reliance an acourate

asccounting representations.
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As to fairness the Commission has adhered to the policy of
advocating perticipation by creditors or security holders in conformity
with the priority of their contractual claims, On several occasions
the Commission has branded as "unfair" a proposal to grant participation
to shareholders when the best indication was that these shareholders
had no equity remaining in the properties, In one case the Commission
disapproved a plan which provided that a portion of the funds secured
from liquidation of assets of the debtor were to be withheld and used
to buy on the open market morigage bonds of the debtor at prices
considerably below par, This was deemed by the Commission to be no
more than a device for securing benefits for the junior security
holders to which they were not entitled in view of their virtually

non-existent equity in the properties,
Determination of the interest that may fairly be attributed

to each class of persons with claims sgainst the debtor depends of

course on & valuation of the existing assets of the concern. The
Commission has indicated that it feels the soundest approach to this
problem is not solely by way of the balance sheet, but rather largely
through the income statement, relying on earning power as the
fundamental determinant. Special consideration would, of course,

bs given to such assets as were to be disposed of, Where reliable
Judgments of past earnings do not exist, other data must be utilised,

and where past earnings appear to be a faulty indicator of future
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earnings the needed corrective factors must be applised. It is true
in most casss, however, that psst earnings reports are an important
part of the raw material from which a judgment as to fairness msy be
produced. The further question involved, s to whether the terms of
the plan recognise the proper priority smong the various claims, is
not simple, Several cases have presented troublesome problems of
this sort but their solution ordinarily does not depend on data
supplied Ly the accountant.

The second essantial of an accsptable plan of reorganizationm
is feasibility. This mmlyboditcxﬂ.nodbymmnlyﬂaafm
the facts of a case, but the Commission has indicated rather clearly
the criteria which it considers to be controlling. In its most genersl
tearms the test of feasibility for a oompany that is to be continmed as
a going concern is the existence of a reasonahle probebility that a
lasting solution of the debtor's protlems has been effected, More
spacifiocslly, the Commission has indicated that this implies that
the proposed working capital will be adequate and that the new
securities proposed to be issued will bs preparly related to the
earning power and property valuss of the debtor. In one instance a
reorganisation plan was labelled "not feasible” when it provided for
& temporary respite that might indesd have lasted nine or ten years but
seemed very likely to require further revamping within the foresesablse
future, In another case the Commission found a proposed reorganiszation
plan to bs not feasible since the securities proposed bore no
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reasonable relation to sarming power. The debtor was a toll bridge
company operating under a franchise which stipulated that the bridge
was to Gecoms a free public higimay at the end of the franchise
period. The securities proposed to be issued included income bonds,
cusulative Claca A stock and Class B stock, The forssesatle annual
gross revenuss of the bridge wers liberally estimated to be only
$300,000. Annual net oparating income before interest gnd without
any allowance for depreciation could not, even optimistically, be
estimated at more than £180,000. Yet the contingent interest on the
proposed bonds was cumulative and amounted to about $280,000 a year,
The company not only would be unahls to meet its interest charges

but would have no way of providing for the retiremsnt of the bonds,
The Class A and Class B stock, of course, had no likelihood of
recaiving a return in the form of either an sarned or liquidating
dividend, It was felt that issuing such stooks might result in
dece;tion of investors since court approval of a plan of reorganisation
would ordinarily imply at least prospective values, which in this case
did not appear to exist,

From these few examples it seems to me that the contribution
of accounting to the proper planning of the type and amount of securi-
ties to be issued, while not alwmys spectacular, is nonethsless
subatantial. Vlihether ths data be used by management alone, by a
regulatory agency such as the Securities and Exchsnge Commission or

by the courts in reorganization procesdings, it is a necessary
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prerequisite to sound aduinistration of financial matters. Net omly
is it impertant that accommting reports bs available but it is equally
important that they be prepared in ascordance with sound principles
that fairly present the financial pesition and earning power of the
conoern in question,

The second sarvice of accounting previously mentioned is that

of providing reliable information for investors, Thare are few
investors that do not now recognise that clear and depandable
financial statements are an importsnt aid in making intelligent
investment decisions, This is not to say that lll investors utilise

thess statensnis effectively, There are many who admittedly can derive
but scant benafit from examining a balance sheet and income statement,
but the fact that these statements contain significant information
is, I belisve, nearly unquestioned even by thoss persons who are
unadle to exploit them fully,

lost of ths scts adminigtered by the Sescurities and Exchm ge
Cormission have given recognition to the importance of financial
informmtion by requiring that it be made availabls to the security
holders of issuing companies subject to the Comission's rules, Also
the New York Stock Exchanre has done much to nromote fuller disclosure
in the stockholders' reports of listed corporations,

Granted that financial statements are ossential to intelli-ont
security analysis, the further Auestion 1s raised as to what

constitutes adequates disclosure, There is considerable disagrcement




(and not only among accountants) ss 0 tle proper showing to be givem
to & aspecifie type of irunsaction or to & certain set of facts, but
the amount and kind of information that financial statements should
reveal is a matter on which at least minimum standards are discernible.
"iacussion of Lhe specific areas within which there is sgresment or
disagreement &s to proper acoounting methods or disclosures would bs
too formideble a task for this evening, Thersfore, I would like to
pass to another, and perhaps even more important problem, that of
promoting a fuller utilisation of financial information by investors,

It is unfortunately true that many investors, not all of them
"small", are in that group that are unable to analyse financial state-
ments intelligently. 7The "lins loss" in the transmission of ideas
between the accountant who prepares financial statements and the
average investor who resds them is one of the most disturbing wastages
in accounting. The past decade his seen greatly increased attention
being given in the preparation of financial statements to the needs of
investors., However, the ability of investors to utilise this information
has not shown a corresponding advance. Accountants, regulatory bodies
and schools have done something to improve this situation but the
difficultiss that remain are considerable,

An understanding of the causes of this "line loss™ is a necessary
starting point in dealing with the problem, There lLas been ample
recognition of the fact that the lack of technical imowledge on the
part of many investors is one of the most formidahle obstacles in the
way of his understanding financisl statements. So long as investors
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&ere burdened with nisconceplions such as tlut of interpreting a
reserve Jor deprociation, or surplus, 88 a quasi-cash account, or
ol considering the pracise—appearing dellar amounis of the assets
in the balince sheet as indicative of scientifically exact "values"
or of viewing the accountantsa' certificate as a sort of blanlet
guarantee, it will be difficult for them to avoid being coufused or
misled in some measure by {inancial statemenis,

Various devices Lave taended to reduce this "accounting il-
literacy". Pamphlets and radio programs, couched in simple
non-tschnical lunguage, have bean employed by several professional
organizations &s a means of educating some investors to a better
understanding of financial -t.nt.-enfa. Finuncial statements Lave
occasionally been prepared in novel {orms designed to describe
financial condition in nen-teshnical or even narrative terms, although
the danger of sacrificing accuracy for simplicity is ever present in
such endeavors, and will perhaps limit the extent to which they may
be pursued. Undoubtedly a good deal of responsibility for improvemsnt
of the situation rests on the individual investor but there is mamh
that accountants can do to assist him., The dcnhpnnts\é have
cited are merely indicative of techniques which may be useful in
working at this task,

Investors laber under othsr handicaps in their utilisation of
financial statements, Even with a good working knowledge of accounting,
the uncertainties in the analysis of financial statements are
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considerable., For one thing, judgments as to business performance
nuet be stbjective ratior than objective, It is not poasible to
conpute a reliable index of finanoial strength by purely routine
calculations, fThe favorable and unfavorable developments must first
bz recognized and then weighed in the mind before a decision can be
reached &3 to the nrospects of the company. Tha exercise of Jjudgment
plays 8o important a part that probably no two znalysts would place
identical emphasis on each item reported in a set of statoments.
iiance, even with full financial information the task is at besat one
of o_ roximation or of foraing enlightened opinions, If in addition
Iinancial informaution is scanty, the task of statement anulyais
oecomes sven more difficult,

accountants have responsibilities in this field as well as
in technical matters of rocording and reporting. ‘hile an accountant
canot certify to an analysis of the fimancial conditien of a campany,
he can do something toward !romoting sound and well considsred
techniques of analysis and in publicising those techniques. The
field of stutement analysis hes too seldom been explored in writing
by trained accountants. i good deal has been aritten on the subject
that is lurgely without substance, The increasing recognition of the
inportance of the income statemsnt for analytical purposes is ons
eample of & significant advance that has been actively encouraged
by accountants, There is atill roem for a good deal of constructive

effort in this field and an articulate accounting profession could
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accomplish much in deflating some of Lhe misconceztions and 4n making

statement wnalysis wmore available and intelligible to invastors. It

is anomalous, to my uind, to find that tho writings an the analysis
and intarpretation of financilal statemsnts should comé Lo such a large
axtant from those who are only sccountants in itransitu.

The difficulties facing the investor are can,mmdad by'the fact
that the basic datu he deals with cannol be recisely determined in
many important respects. “inespun conclusions from Jata of only
approxinmate wccuracy are rere delusion. e must, for exsumple, remember
that the difference resulting Irom capitalizing esrnings st 107 instsad
of 11. is as great as & 10 . variatdon in the esrningas tliemselves,

Inrge investors sre ordinarily well awere of tiese limitations and
- take ste.s to supplement their anslysis Lo whatever extent is possible

but the swall investor is less avwrs of the limitatdon end in uny

event hiws restricted pousibilitiss for securing supplementary

ird ormaiion,

1he {act Uwl accounting only reports certain selected aspects
of finascisl condition and reports tuis information after a considerabls
amount of estinalion or Judicious choosing of altermatives, ia a
liritation that is well nigh imeluetable, It is & necessary by-
product of the complexity of business affairs and the {iction of en
ainual accounting period, lHowever, the fact that acscountunts may
report identical situations in &« variety of wanys, due io dlsagresuent
on the approyriste principles of accounting, and the fact that

sopslings ‘inancisl s tatements sre not made sufficiently revealing
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ure difficuliies with which acoountants are familiar and as to which
substantisl progress Las been made in recent years., The search for
sccounting rrinciples has resulted in a degree of clarification that
is difficult to appreciste becauge of the remoteness of outmoded
practices., It is, nevertheless, material. Likewise, the amount of
information given to investors has been considerably expanded, cven
to include the disclosure of accounting policies followed —- an item
of grout importance that wus frequently unrevealed in carlier days,
Yinally, iumprovements and extensions in auditing standards and the
clarification and fortifying of standards of professional conduct
have permitted an incroased reliance on the accuracy of the

representations in certified financisl statements,
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These advances within the techniocal frameworkx of accounting
snd auditing practice represent the major cchicvements of the past
in improving the service that accounting may rendsr to investors.
I heve sought to emphasise, however, that these advances are sterilized
to the extent that investors remain uninformnd as to the neening and
interpr-tative joxsihilitias of sccounting reports. Some things have
peen mantisned thut have heen dore or might still be done in dealing with
thie latter probleme In eddition, the future may produce new mpprosches
that will prove u-aful.. The responeibility for progress in this matter
does not rest solely cn the rceountent, but 14 would eeen the® under
existing conditions e sustained effort to iwnrove the gitustion mst

coms from withip the acoountinr profession.
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