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The New Heglstrant

One advuntage of & broad topic like that assigned to o for this
meating is that it gives me a free hand in deciding what to talk about.
For the past several years, suoch a topic inevitably resulisd in a
disoussion of the accoumting questions raised by war conditions, Yoday,
however, is a period of treneition and it is cartain of the transitdonal
problems that I want to disouss., 7he econoric comditions prevalent in
this transition pariod ars such to bring about very large number of new
registyations,

In many oases, conpanies were taking advantage of current low
interest and dvidand rat%es ¢o refinance their bond issues or to refund
high-dividend sraferreds. Hany rore were seekin; uew caszi‘a! for the
first tine, or at least for the Zirat time in many years. in gtill
other canag, tho ownars of closaly-hold businesses were sookin; to sall
part or all of their holdings to *he nublic, In these last o groups
vera a great nuy swall or medium-sized concorns in w.ich lhere hod
never baforae haant any major investzwnt by the gonersl public. USinoe
& larga percantaga of our day-to-day acoounting probloms currently
concern thim 4ypo of oase, I thought id nicht he Ireresting to outline
for yow: consideration some typical accounting questions wuid. such
cases present. I oenh alse assure you Liat in acdition to Welr own

speoial protioms shs nine-run of such cases will include lllustrations
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of newrly all of the mejor accounting problems arising in any of our
work.

Perhaps it would first be well to describe the typical case. «e
may call our subject The Turner Company, incorporated on July 1, 1946
%o asseuble the interssts formerly controlled by Mr. Turner, his family
and perhaps a fow business associatss. The business is of quite sous
years standing and was largsly developed by ths efforts of ifr, Turner.
It is an enterprise oonsisting of around §7,000,00C in assets - though
in the generanl run of such oases toltal assots will vary from l or 2 to
20 millions. There may be Quite a siseahlec mmber of small stockholders —
employees, relatives, friendc and their aseigns, or perhaps & aiseable
group of loaal investors as a result of a public sale of securities many
Yoars ago - but by far the majority ownership resis in the Turner
family. In somo canes, thes enterprise may have consisted of several
corporations and perhaps one or more partngrships wliose operations
were nore or less closaly integrated. The business may be the manufacture
of any one of a warioty of products, or it may be that of & group of
smll department or apeclilty stores. A second sub-class of these
cases consists of buasinesses that were organised and developoed as
private enterprisss to satinfy war requirenents and nom are propoeing
to enter peacatime production.

As closaly hold or even solely owned businesses, the companies
ordinarily did not publish finsncial dats, except parhaps for the
particular use of bank creditors. ioreover, with management and
investment in the same hands, the entire accounting system was developsd
to serve whatever particular interests the owmer-managers considered
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necesanYy or deaireble. Xven where & fairly substantial amount of
pon-management ownarship existod, financisl data prepared for and made
gonerally availahble to such persons usually comprised no more than a
vory abtreviated annual report — of which more later. Usually the
business had retainod the servicgs of a public accountant but ordinarily
for somwwhat spacialined work, plus an annuval exanination which may
have bes: specifically limited in scope.

Unlnss the enterprdise had for some time consisted of 2 single
corporation, with or without direct subsidiaries, the first accounting
question raised would ordinarily bs: "what financial statements truly
reflect the Snancial history and condition of the business™ The
varisty of particuls situations is such that no ahort answer oan be
given, Howsver, the solutions to soms fairly Yypical cases may asrve
as satisfuctory guides,

If the preaxisting business was conducied as a partnsrship,
partnersiip income statenents for the necessary poriod will usually be
satisfagtory, Af certain modificationa or adjuatnents are nade. Iinos
the businesa is now t0 be conducted in corporats form, it will be
necesoury to reconsider the nature and treatment of partnership salary,
gxpense and drawing acoounts %o determine whethar the portion of such
items charged against income was in fact a fair statemant of managenent
costs. If not, there should be shown, in an appropriats manner, an
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estimate of sush costs on a corporate basis., Usually, such estimates
can ba made rather accurately on the basis of the employrent contracts
which the former partners have antered into with the new corporation,

The second major adjustisnt of the pertnership income results
from the changed tax status of the enterprise., Obviously, to show the
pertnership income as “entarprise income™ without sllowence for the
taxes that would have %o be paid by a corporation might be moet
nislesding.

Tho nooessity for such adjustments has raised an interesting
question as to whether the certifying accountant car include the adjust-
nonts within the scope of his opinion. %he solution Las not bsen
wiform. In some instances, the scoountanty, because of long familiiarity
with the business, because of the smimplicity of the tex problem, or
bacause of other fuctual circumstiances hus felt able to take responsibility
for the adjustents and to state that the sdjusted net income fairly
reflacts the operations af the business. In other casss, the accountant
has not falt ahle to include such adjustments in his general coriificate,
sither becauss of their nature as estimates or becauss of fastual
complaxitios. Noxr have we pressed him to do so.

If the preexisting enterpriss was conducted through the mediuve
of one or more separute corporations owned, however, by one or a smll
group of people, the “"enterprise™ now offering securities to the public
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i3 in reality the group of old oompanies. Ordinarily, the most meaning-
ful income statement covering past years would be one which combined
the aperations of the severnl companent parts of the enterprise, since
sush compsiies have now hecome subsidiaries of the registrant or their
assots and business directly acquired y it. In preparing such a
statenent much the same approach would be used as in preparing a group
statenant of subsidiaries of a corporation - that is, intercompany
transactions and prafits would ordinarily be eliminated. Ho special
acoounting problems are usually encowntered in the consolidation
proosss if as is usually true the seversl parts are in the ssme or
related lines of business.

It sometimes happans, however, that the gsevaral parts of the
“snterprise® werw conducted Ly companiss having different fiscal dates.
Indar ouwr rules, & subsidiary's fiscal year statements may be consolidated
with those of its parent only if the fisoal dates are within 93 days
of sach other. Where the gap is greater, 1t is necesswy elther to
prepare 12 sonths, non-fisoal year statemants that fall within the 93
day limita, or to fwrnish saparats statements., Comarable procedures
ars applicable to this class of cases, where the statements of related
companies are being ocombined.

In some instanoces, the nature of the operations and the aiate of
the records mxy be suol that the company and its certifying accountants
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will wish and feel able to recast the accounts of certain of the
companing 80 as %o obtain 12 mouths statements ocomparable to the fiscal
© yeurs of the other concerms. If this is not possible, it is nocessary,
of course, to group the companies in the most informative manner possible.
It has proved geneully advisable in such osses t0 discuss the problem
with the stalf well in advance of £iling so a8 to agree upon a solution
that will at onoe be the wost practicabls and lesst costly. Iincidentally,
this adninistirutive device of pre-filing oconferences and correspondence
is one that has proved an extremsly useful mnd efficient way of handling
all kinds of complex and wwmatel acoounting questions. Since it ssves
time and embaryassment for all concarned, it should, I think, be
utilised even more than it now is.

In onc or teo cases, the precisting enterprises included certain
operations which were not to be carried on in the new publicly-omned
business. In one case, for exsmple, the controlling Zamily had caused
the corporation to aot as & medium through which the family made
investoants in senicities. However, all such activities ware of course
to be discontimiad and the investments liquidated befors the publis
offering. Clearly, the results of mich trading and inveswmsent trans-
actions had to be segregated from the menufacturing operations so that
the investor aight see clearly the esrnings of the msnufacturing
mrpﬂammhitmgomghmp. In another osse, the public
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mumeammum:mmmm
of the company. A large and lusrative cutside investmant had bean
diuposed of with the result not only of losing the income thereon but
of increansing the cost of short-term borrowings for which such securities
had formerly served as collateral., These and other major changes in

the assat and liabiliyy strusture of the ecompany led the Commission to
mke this atatement:

Bewee Profit and loss statenents are required in the
registration statement as an indication to prospective
invastors of the registrant's garning power. The nine-years!
rofit and loss statement contained in this registration .
statemnt reflacted the results of opsrstions during
pariod whan the registrant had maintained cafitdmously a
Linancial status substantially squivalent to that existing

changes effected -we-w that tinamm status bears little

resonblance to that which obtains presently. ¥here such
changes will have a material effect on prospective earmings,

the omission to disclose thoso changes and their effeat with

reletdon to the profit and loss statements is as wisleading

as 1f the registrant's past garnings had been misreprescnted.”

Largely as & result of the war, ocertain smmewhat similar problams
may arise in deciding what statements should be used to portray the
Md%mmmm&qpum&qbﬁngaakedw'iwnt.
In certain cases the entire operating history of the concern falls
within the war period. Horeovar, the proposed post-mar activities of
the concern may be bLut remotely if at all comparable to ths war business

dons. In such casas, the L£irm is doubtless counting on its experience



and teoohnical ability to emable it to partiscipate profitably in the
post-mar markets. Its wwr record may be evidenoe of that ability, but
even 8o it can sosroely be considered indiostive of its post-wmmr
sarnings outlook. Accordingly, in one or two clear-cut examples of
this altuation we have not permitted the custamary use of certified
amual income statepants for the war period, but instead have permitted
only limited reference to such earnings as an historicsl item of
interest in determining how the cowpany reached its present finencial
condition. In essence, the enterprise is thus treated as & new venture
with no past earnings record of any kind,

In anothar case, & privately-owned ocompany engaged in war work
had fasled to take inventories at the fiscal dates falling within the
war period, Horsover, & current audit indicated that ite methods of
production and 1ts records were such as did not provide it with
reasonably reliable book records of inventories for those years., YThe
certifying acoountants scoordingly found thomsslves, aven after
sxhaustive efforts in that direction, unahle to express an opinion as
to tho net incoms of the consern by years although thay were able to
speak with respect both to the most recent balance shoet and to the
entire four yoar period of sarmings, considered as a whole, sinos
reliable physiocal fnventoriss had been taken at the beginning and and
of the four year perfods In view of the specially unusual circumstances
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the unusual suggestion was madg that thare bs furnished only a single
income statement covering the four-year perdod plus year-by-year data
as % the prinoipal figures not affected by the fzilure to take
inventories - that is, such items as sales, selling and adninistrative
axpensse, other income, interest, and so on. It night be added that
evan whore the nicetias of accounting and auditing procedures were
obsarved all. through the war, there is much to be said for largely
disregarding any trends disclossd Ly tho year-by-year resulis reported
during that period. So many uncertainties than existed, incroase in
volune was often 80 great, and so many special charges and credits fell
fortultously into one year or the other, that the apparently precise
£inal net income Yy years was oftan only the roughest sort of estimate.
Indeed, it has bean suggested, and I think wisely, that in a great
wany cases there ought to be prepared, now that the mar period is over,
a combined inocome statement a& a sort of final report covering the
whale of war operations,

Thare are ocertain other suditing questions that have arisen in
this field. In some instances, it appears that no physical inventory
ﬂhmuotm\'clmotthaperiodwmtlbythe cortified statements,
and that inventory-taking during the period was & rather sketchy process.
Mmg;y;’mmnm, the certifying sccountants were not able to
ij audit prooedures as to inventories. In addition, an
exception was sometimes taken in the cexrtilicate not only as o the
anditing procedures but also as to the prosentation mads being falr,
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so far as inventories were concerned. Where the inventories involved
were substantial. in smount, we have felt that the failure to have
relisble closing inventories, snd the inability of the ascountants to
employ usual procaiures were fatal deaficiencies in the atatemsnts.
In short, we do not sse how a reliable pres:ntation of the oompany's
financial affairs can bg ohtasned without reliable inventories, and
we falt that the inclusion in the certificate of goneral exceptions as
to the inventory resulted in the statements being not in faot certified.

Somawbat gimilarly, there are cases in which the accountant had
mwmmymwm.uuuorammmm
maturg. Occasionally, the accountant will not seek to curtify state-
ments covoring those years, with only minor additional work generally
da%ﬂnmﬂm. The test in such oases has uniformly been thig —
has the accountant now performed such an examination of the ywars under
review as to enahls hinm % express his opinion as to the statements
being filed. ¥hile he need not, of course, repeat work previously done,
he must naasure his past work not in terms of his then engsgament, but
instead in terms of generally recopnized atandards. He must be sure
he has, in all, dons at least as wuch as he would have dons if he were
now being called in for the Lirst time to expressan opinion as to the
statepents being £iled,

¥here the preexisting business is one of long standing, it is
also ocustamary %o includs in the prospectus, as part of the history of
the business, a sumary of its earnings record going back far enough
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to covor the more recent pre-war period, usually, in all, about ten
Faars. Mamumt,m.amamronﬂmm
data, although it consliats in principle of & condensed earnings record
showing major categories,sush ae in the case of a menufacturing business,
sales, cost of sales, principal other expenses, or other income, taxes,
and net income bafore and after taxss, It is not required ly our rules
to be certified. However, it frequently happens that the roegistrant

or itz underwriters wish to have the certifying msccountant express &n
opinion as to the fairness of the preasntation. Of course, so far as
the auemry is drevc from the oortifisd statements inoluded in the
registration statement, no probles exists. &8 to prior years, however,
we do not consider it proper for the accountant to express an opinion
wiless a5 %o suah yeurs Lo has made an andit or exanination comparahle
in soope to that undertaken as s basis for certifying the 3-year
financial statements., Nor would we consider it proper for him to
axpress aoraly & lixited opinion to the effect that the sumary correctly
rqoflegts the operations shown by the company's records or in previously
published statenants, since such an opinion obviously ly-passes the
heart of the matter.

Before leaving this ares of goneral problems, I want to refer
rether briafly to one peculiarly difficult and delicats question that
sometines arises in this class of cases -~ the question of the
indepandonce of the accomtant. As I peinted out earlier, these clesely
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held buginesses generally have svailad themselves of the services of a
public acoountant for special work, such as texes, and for general audit
work oftent on & limited basis. 1n many cases, the relationship is much
oloser. The owmera have frequently chosan the accountant becsuse of a
hgh personal regard for his ability, integrity and impartiality growing
out of a long atanding business or personal Iriendship. ~Zarticularly
mammtwmwmm,hamym;mm
asked to mdertals somewhat extrsneous assignments of a truly managerial
nature, as for axample, to be a director of the company. Or he awy bave
gradually coms % have supervisory control of the accounting department.
In soms casas, he may event have been asked to undsrtake obligations of
& highly personal nature, a8 for example, to be & trustee of a fund set
up for the omar's family, parhaps having the stock of the company as
an important asset. Yet when tho time comes 1o make a public offering,
the existance of such rela%ionships, that arose only bacause of the
managonunt's high opinfion of the accountant's integrity and ability,
raises doubt as to whethar he can be regarded as an independenty putlic
acoountant, within the meaning of that term as used in the Securities
Aota. the point 4s, of course, that the public investor has not had
such acquaintance with the accountant and the management, or such
intimate knowleodpge of the affairs of the company, &3 to be in & position
%0 be satisfied that, or even judge intelligently, whether the accountaut
has, wuwwm,mmmmecuwiyamw.
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A finding by this Comcission -that an acoountant is not indepsndent because
of such relationships should not by any means necessarily be construsd
a8 & reflsction either on Lis integrity or ebility (umless, of course,
other sdrcumstances are found to exist) but rather as holding that he
has through such relationships beomsie so closely connected with the
sanagement that he cannot be classed as “indspendent" within the
statutory conoept.

I bave also observed in this class of cases evidence that on
the oocasion of & first public affeming-there is some disposition to
pass over the loosl acocountants previously engaged anud seek to employ
the services of a new, uwsually larger, firws either beosuss of a beliaf
that only such larger fivms are oquipped to handle registration work
or for othar reasons, There is this that I ocan say: some of the finest
registration work we have sesn hss bean done by the regular looal
ascountants of this kind-of company. In some instances, indeed, the
suscesasoy £irm has sought to adopt as its omn the work done by the old
accountants with no more than a perhapa thorough review of the woridng
mm.pm”ocwamtmm. Such an examination is olearly
not an sudit of such charascter as te sntitle the sucosssor firm to
express its om opinion as to the statements. 4 modification of this
practice is %0 have omrtificates signed by both firms —- that of the
successor marwly expressing en opinion as to whether generslly acoepted
acsounting principles have been followed. In & recent case of this
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kind, we askod for the daletion of the purported certificate of the
sucosss firn as being misleading and improper under the circumstances,
e of the first questions of accounting theory that arises in
this soxt of case is &8 to the amount at which the asssts of the enter-
prise are to be set up on the new baiance sheet. In some instances,
the olaim has been advanced that assets — particulariy plant and
equipment - ought, o the cceasion of a first public offering, to be
witten up to what 48 labelled as fair valus, If the "enterprise,* as
distinguished firom its form of organimation, is substantially the same
business as existed bafore the proposed sale to the public, and if it
ias follownd accepted acoommting praotices in the past, there will
rarely exist, in xy opinion, any sound reason for increasing the amounts
at which assets are oarrisd. Under the circumstances described ~ Lsmny
& contimuing husiness enterpriss -~ I can see no more nerit in such
revaluations than in the case of any going concern. And I may add
that in common with most acoountants 1 am opposed to the idea that it
is appropriate for & going oomcern to depert from cost as the basis
of its genaral financis)l records merely because replacenent costs have
risen -~ gven if rather materislly. In cases such &8 we ave considering
there are; of course, added difficulties. Any such upward revaluation
negessarily entails future increases in depreciation charges — and
ordinarily no incrense in tax deductions., To that aextent, at least,
the procedure makes the prior eamings record wnrelisble and wnfairly
optimiatic as an indicator of fubuwre earmings., Swh problems are, of
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course, in addition %0 4l of the well-knomn uncertainties and evils
that basst proposals to supplant objective arm's length costs with
higher and puwrely subjsctive ap;reisal figures unsubstantisted by any
competitive bergsindng process.

Proposals to reflect appraisals in the statememts of coapanies
of this sharscter are sometimes gsought to be justifiod Ly drewing an
analogy to the procedure of quasi-reorganisation by saying that the
company is making & "new start.® I think such analogies fail of
conviction baosuss of fundamental ditferences in environmental circum-
stances. Quasi-reorganisations were devaloped as & procedural device
to care for concerns that had sunk and lost, presusably irreirigvebly,
& substantial portion of their ocapital. Thay are the acounting
4equiu1ante£ﬂmlomlprmauot baniauptey and receivership and
croditors' comiiteas. None of these atmospheric aspects are present
in the case of a profitable going concern offering to sell sacurities
to the public. To insert additional values in a balanoe sheet is not
%o ms the converse of admitting by quasi-reorganisation, reoceivership
or benlouptoy that soms of the money haretofore expandied has been sunk
and lost.

Thare are classes of cases, of course, where reuvalustion of the
assats geonms warrented. 1f the old business was aoqQuired for cash or
its equivalent by wholly new owners, there may be much % be gained by
allocating the cash oost among the assets soquired ‘on the basis of &
souxly conducted appraisal. Where formerly separate and upnaffiliated



-16 -

businesses are being hrought togethar under such comndiitions that &
wholly new enterprise is being lamchsd, the same muy be trus. And
there may be othey cases. But I have not yet basn convinced there is
a sound bagis for agreeing to guch treatment forthe casns we are
oconsidering - where the owners of & contimuing, going concern sre
amlyoﬂl@ugm%afmmmmepubluormmm
obtain new capital from the public by the sale of additional securitiss.
Parhaps the next most Lrequent accounting iassue found in this
class of onzes grows out of the point mads eurlier that the acoounting
resords and reporting methods of concerns in which ownership and manage-
nent reat in the sese amall group will very usually be of whatever
mture seams most ugaful and desirable %o the perticular people involved,
Pecause of their first-hand and intimate knowledge of tha business they
often appear %o rely less on adequate accounts and records than on
parsonal lovledge as to the statua and progress of their business.
Thay may, for exasple, have a consarvative bent which in ons case
resulted in a 308 researve for bad debts shough actual losses ware rare
and which, in another ocase, resulted in nearly the whole of an efficient
powar plant being erected Ly way of chirges against current inoome. Or
they may have followed methods of accounting which are now generally
disapproved — but which to the owners are familiar and well understood
because of their first-hand knowledge of tusiness. Nqually important,
they may have consistently Just not treated thair accounting and
reporting finetions as an important part of the usiness so that their
recoyds and statements are quite outdatad. In txmny cases, sll the
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necessary dota for excellent statoments is in the records end has been
sumarised or presanted in the form of detailed oparating statements
and reports for use by the managemant, but no modern and informative
statenants in & farm suitable for investors have ever bheen drawn up.

Even where s substantial investment on the part of the public
axists, it is frequantly trus that the available financial data as to
thess companies, prior to regiatrution, ia totally inadequate. &
savay of soms 160 companies prepsred in comnection with o pending
report % Congress by the Commission indicated that the financial data
regularly availabls to public stockholders in auch companies and to
ths publio genarally is grossly insdecuate in & majority of the cases.
A gisable mwbder failed to furmish 4ll of the thres fundemontal
statementes balance sheet, income account and surplus analysis. In
wore than half the cases the balsnce cheet was so condensed or otherwise
lacking in informative detail as in our opinion to be materially
deficient. In well over half the cases the income statement was either
mmmwumuwmwmmmmu
ussfulnass.

1%t 18 to be noted thet some 85% of the statements covered in
the survey wit'e accompanied ty certificates of public accountants.
Thres quartars of the certifficates were gbout like those ascompanying
the full and rathar detailed statements required to be filed with this
Commission. Personally, in view of the measure of social and econmmic
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responsibilitiss boing shouldered by public accountants, I think it
faldr to aak this question. I3 it any longer anpropriats, if indeed it
ever truly was, for an acoowntant whan he knows statements are to be
sant %o public stookholders or made available to tho genere) public to
say with reapect 40 2 highly condansed balance sheet accompanied, 1f at
all, by an evan =more condansed and impomnleto income statemsnt that
soch statements ®pressnt Lalirly the position of the coxeny and the
results of its operations.” In eny event, the Comrdssion concludgd!n

1ts repors: "Whatever an accountant’s parsonal views nay be about
the neoaasity or desirabllivy of disclosure, i1t 1s apparent that
moagezent policy is the frotor which detormines the nature of the
snnual report. The Commission's experisnce has been that, unless
ascountants oan point to iegal requiremants of good accounting
standards, thay are often wwilling or unable to insist on a position
oontrary %o that of the renagasent on the extent of the diaclosure
which ¢8 desirghle.® Its further conclusion was that sccountants need
and ghould huve thessupport o!xﬁm administrative roquirements
for good soommting. A aimilar finading as to the position of acocounilants
in Great Britain was made by a committes of the Board of Trude which
recently imvastigated the need for smenximents to the British Companies
Act,

1/ Raport %o Congreas, Pape 16.
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I bhave pointed out that when companies enter the public capital
markets for the first time it is often discovered that their past
sooounting has not bean in sccord with generally accepted accounting
prinaiples. In such osses, corrections of past prastices ought to be
n-d!inprqm'!m the statements and clearly described. For exauple,
charges mronecusly mads to capital surplus may have to be reversed,
and takmn to earned surplus. Depreciation and maintenance polioy and
the treatamv of additions and betterments may have to be overhauled.
Oagcasionally, substantial, useful assets writtien off to inoome at
oonstruotion, or later arbitrarily mrittsn dom to $1, may have to be
reinstated.

Thip lattar possibility, which has ocourred from time to time,
has a particular present interest in view of the current disoussion as
utummormnmm.mnmmm,m
facilities ‘lfharn e&m‘t&m&;’ warrant, our policy for quite some

Y £ %

Mmm%mmhpmmm)wumdcmﬁm,md
write-up,” and we have reised no objeoction to the reinstatement in the
accounts (with correlative adjustmens of prior charge-offs) of sush
portion of the original cost of the facilities as soems reasonsble
under all the oirowmstances. Uy the phrase "all the circustances”

1% is intended to give weight to such factors as excessive cost of
canstruction during war pesriods, possille inadequate maintensnce dwring
the war, highar demreciation during the war due to overtime or
continous use, degree of adaptability to futwre use including the
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qrattion of over-capacity, the effect of the use of the facilities on
the usability of the rest of the plant, and the fact that there will
Mb«mmmrwmmoau. A1l of these
factors tand towards obarging a good deal more than straight-line
depreciastion on a year-life basis ¢o the war period. Indeed, as a
rough rule of thumb 1t often seems that the balance of 30, 40 or X% of
cost wnanorsised at September 29, 1945, is not a bad guess as to the
reasonable part of the goat to be retainsd for financisl purposes and
charged off against future operations. In no case, however, should
such corrections be made and facilitiss reinatated uniess the amownt
involved is & really substantial part of the total plant; unless the
deprgdation chargs involved would be material in relation to total
future plant costs; and unless there is s high degree of certainty in
the prediction tlmt the facilities can and will bs efficiently used in

_ conducting futare oparations. '/

o Another acoounting question arising in these first filings is
the past rese've practices of the company. Utten the methods followed
in the creation and use of reserves ars found to lmve been, if T may
8y 80, & bit wnorthodox and have to be revissd to comply with gensrally
acoepted pmotics., Currently, the issus ~ in comon with a great
nany listed or registered companiss -- involves so-called wir reserves.
There have besn indioations that many companies, listed as well sa
unlisted, reduced reported war profits by lump-sum amounts described
lcosely and vaguely as provisions for war and post-war adjustmemts. It
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now appears that there are those who are inclined to beliewvo it will be
“mmuwmamuymmmm'muwummu
post-war costs, losses and expenses, with 1ittle, if any, discrimination
betwesn such divergent items as, on the one hand, separation pay that
zodld rather clsarly be foreseen at the time the reserve was established
and could on some parsuasive theoriss be trested as a direct cost of
creating war matorial; and, on the other hand, losses due to strikes
that oocurred months after the cessstion of all war business. You may
have had occasion to note the poliay adopted by the Commdsaion lask
spring to daal with this problem for the current year. Under it we
have required companias to state in statements filed with us clearly
the polioy followed in emolnding items from the inoome account on the
ground they ware so-called "war expenses.® In addition, companiss are
askud %o segregate within the inconé account any subatantial statistioal
fHinwe izmediately following "net income" the total expenses axcluded
fron the income acoomt bacause conaidered to be war expenses. This
strict and rather striking disclosure poliay wes adopted because it
seemad impossible to roach any generally agreed-upon conclusion as to
what constituted "war axpenses" or as to how thay should best be tregted
during this trensition paried. ifhis solution of full disclosure may not
be precticatle in fianah reports of earmings since it does not guaruntes
that the full stary will be told whereever the earnings repord appears
%0 cover that area. It will probably be necessary to arrive at some
clear-cut understanding as to what, if any, epenses may be charged to
these reserves. Personally, I am disposed to believe that by the end
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of 1946 all wer resarves ought to be disposed of eitber by retwn to
surplus or income, as appropriate, or Ly clear-cut and specific earmarking
if perchancs tlwre is atil) pending some definitely foreseeabls loss that
can ba directly and closaly associated with war operstions, If this

be done, the problem will bs managesbls and will be amenable to long
recognised reserve sccomting principles. To retain vagualy captioned
resarves for the purpose of later absorbing some dimly sesn futwmre losses
that can at best be bub tenuously associated with actual war production
will, in wy opinion, sc underwmine the reality of income reports as to
invite charges that eamings are being equalised.

No catalogus of recent dsvelopmants in accounting would be complete
without some attantion being given t0 the "incoms ww surplus” quostion —
mwmatxmmrmnmmmwmm
"charges and cradits may be excluded fiom the income acoount and omrried
direoctly to sarmed gsurplus, or its alter ego a so-called surplus-reserve.
In "The Now York Certified Public iccouniant® for September, 1946,
there appear the resulis of an analysis we have mads of practices in
this field as ovidenoed by the statements filed with us by some 160
listed companies. Porhaps the oases summarised there will provids a
common growmd for argument, somsthing which has not always bsen present
in the past for ths simple reuson that osch debatar customarily has
spokent from his owmn experisnce and study but has related only & part of
his examples.
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Xy om conclusions, from this study, are these:

) There now exist no penerally agreed upon accounting criteria
88 to when an item may properly be excluded from the income statoment.
I .do not say that practice is hit-or-eiss, but that the effective
conaiderations do not appear to have been acoounting principles.

(2) Accountants have acoepted the situation end have bean willing
to ocertify statements, oither on the basis that they conform to
their own views in the matter, or on ths ground that in the absenoe
of effuctive criteria thay are unable to cbject.

(3)‘By & choice as batween income and surplus, it is possible
to vary reported earnings, within very wide limits,

(4) Practice in this field is so devoid of any unifying principle,
88 to be readily susceptible of ::isuse and misunderstanding to the
vary prohbable detriment of investors not aexpert in acoounting
mattars.

1n the past, there have beon periods during which most companies

carried nearly all items other than regular cperating costs and expenses
or income, through the muwrplus account. TFor & long time, there have
been many who advoaated and practioced the distribution of itsms between
income and surplus, using as tests such various concepts as "abnormally
large,” “immaterial,® ®affecting the business of another year,® “not
relatad to regular operations, “axi;raordinary," "non-recurring,® and a
host of otlwrs. No wide-spread try-out has ever bean given the policy



