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RELEASE NO, 66
October 19, 1948

SECURITIES ACT OF 1933
Rglease No. 3313

SECURITIES EXCHANGE ACT OF 1934
Release No. 4180

Amendment of Regulation S-X by Adoption of Article 5A; Amendment to Article 1, Rule 1-01; Article 4,
Rule 4-14; Article 5, Rule 5-01; Article 12, Rule 12-06, Rule 12-06A and Rule 12-07; Amendments to

Form 10 and Form 10-K.

The Securities and Exchange Commission today
announced the adoption of a new article to
Regulation S-X, the amendment of related exist-
ing articles in such regulation and the concurrent
amendment of Form 10 and Form 10-K.

Since 1936 the Commission has presecribed, for

securities of corporations organized within 2 years
to engage in the exploitation of mineral deposits
other than oil or gas, one or more forms containing
provisions for special presentation of financial
statements to be used instead of the conventional
balance sheets and profit and loss statements. The
currently effective forms, making such provision,
designated as Forms S-2, S-3 and 8-11, provide
for separate statements of assets and capitalized
expenses, liabilities, capital shares, other securities
and cash receipts and disbursements. Except for
immaterial differences in captions the general form
and content of the financial statements required by
Article 5A are the same as those required by the
above mentioned forms. The purpose of these
amendments is to include these alternative forms
of financial statements in Regulation 8-X and to
extend their use to applications for registration on
Form 10 and annual reports on Forms 10-K and
1-MD when filed by commercial and industrial
companies in the promotional or development
stage and to applications for registration on Form
10 and annual reports on Forms 10-K and 1-MD
when filed by mining companies not in the
production stage but engaged primarily in the
exploration for or the development of mineral
deposits other than oil, gas or coal if such mining
companies have not been in production during the
period of the report or for the 2 years immediately
prior thereto and if receipts from the sale of mineral
products by the company and its subsidiaries
combined have not exceeded $500,000 in any of
the most recent 6 fiscal years and have not

aggregated more than $1,500,000 in the most
recent 6 fiseal years.

Rule 5A-07 which specifies what schedules are
to be filed does not apply to Forms 8-2, S-3 or
8-11 under the Securities Act of 1938. It does,
however, apply to companies of the type described
in paragraphs (b) and (¢) of Rule 5A-01 when
filing an application for registration on Form 10
or an annual report on Form 10-X or Form 1-MD
under the Securities Exchange Act of 1934. In
this respect such rule is consistent with the
requirements for other companies filing under that
aet. -

The amendments to Form 10-K indirectly
amend Form 1-MD; consequently persons of the
type described in Rule 5A-01 using the latter form
will be affected by the amendments to Form 10-K.

Notice of the proposed adoption of the amend-
ments to Regulation S-X and of the amendments
to Form 10, Form 10-K and Form 1-MD described
herein has heretofore been published in the Federal
Register. After due consideration of all relevant
matters presented in regard to the proposals,
the Commission has determined that the pro-
posals should be modified in certain respects and
adopted as o modified. The Commission finds
that the adoption of these rules and regulations
is necessary and appropriate in the public in-
terest and for the protection of investors and
necessary to carry out the provisions of the Acts.
Accordingly, the Commission hereby takes the
following action:

Acting pursuant to the authority conferred upon
it by the Securities Act of 1983, particularly
Sections 6, 7, 8, 10 and 19(a) thereof, and the
Securities Exchange Aect of 1984, particularly
Sections 12, 13, 15(d) and 23(a) thereof, the
Securities and Exchange Commission hereby
amends Regulation 8-X as follows:
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I. Paragraph (a) of Rule 1-01 of Article 1 is

amended by deleting the reference to Forms A-2
and C-1 which have been rescinded by the
Commission and by including therein a reference
to Form S-11.

As amended paragraph (a) of the rule reads as
follows:

(a) Registration statements under the Secur-
ities Act of 1933, filed on Form S-1, 8-2, 8-3, 54,

8-B, 8-6, or S-11 except as otherwise specifically
provided in such forms; -

I1. Article 4 is amended by adding a new rule
designated as Rule 4-14. The purpose of this rule
is to require commercial, industrial, and mining
companies in the promotional, exploratory or
development stage, having subsidiaries to show
the financial information for the registrant and
each of its subsidiaries in parallel columns.

RELEASE NO. 67
. April 18, 1949

Findings and Opinion of the Commlssmn In the Matter of Proceedings under Rule II{e) of the Rules of
Practice, to determine whether the privilege of Barrow, Wade, Guthrie & Co., Henry H. Dalton and
Everett L. Mangam to practice as accountants before the Securities and Exchange Commission should

be denied, temporarily or permanently. .

ORDER ADOPTING RECOMMENDED. DECISION OF THE HEARING EXAMINER AND DISMISSING PROCEEDINGS

The Commission having instituted proceedings
pursuant to Rule II{e) of its Rules of Practice on
the question whether the privilege of practicing as
accountants before the Commission should be
denied to Barrow, Wade, Guthrie & Co., Henry H.
Dalton, and Everett L. Mangam; Co

Private hearings having been held before a
hearing examiner and the hearing examiner having
filed a recommended decision recommending that
the proceedings be dismissed, that the record in
the case be made public and that the Commission
publish a statement indicating in appropriate
detail the facts in the case and the reasons for the
Commission’s determination;

Motions having been filed by counsel for the
respondents and counsel for the Office of the Chief
Aceountant of the Commission requesting that the

Commission adopt the hearing examiner’s recom-
mended decision as the Commission’s Findings and
Opinion in the matter and that it be released and
published as an Accounting Series Release; and

The Commission having duly comndered the
matter,

I Ie OrpERED -that the aforesaid motions be,
and they hereby are, granted, and that the hearing
examiner’s recommended decision, attached here-
to, be, and it hereby is adopted as the Findings and
Opinion of the Commission; and

It Is Furrser Oroerep that the proeeedings
be, and they hereby are, dismissed.

By the Commission.-

Orvar L. DuBors,

April 15, 1949. Secretary.

RECOMMENDED DECISION OF THE HEARING OFFICER

APPEARANCES: -
Edmund H, Worthy for the Office of the Chief

Accountant of the Securities and Exchange

Commission.

Robert T. McCracken and -Robert C. Walker for
Barrow, Wade, Guthrie & Co., Henry H. Dalton
and Everett L. Mangam.

Pursuant to Rule IX(d) of the Rules of Prac-
tice of the Securities and Exchange Commission,

THI$ RECOMMENDED DECISION IS ADVISORY ONLY AND
THE FINDINGS, CONCLUS[ONS-AND OTHETR MATTERS
HEREIN CONTAINED SHALL NOT BB BINDING UPON
THE COMMISSION; AND THIS RECOMMENDED DECI-
SION I8 CONFIDENTIAL, SHALL NOT BE MADE
PUBLIC, AE\.ED I$ FOR THE USE OF THE COMMISSION,
THE PARTIES AND COUNSEL.

This proceeding was initiated under Rule II(e)
of the Commisgion’s Rules of Practice to deter-
mine whether Barrow, Wade, Guthrie & Co., a
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partnership engaged in & general auditing and
accounting business, and practicing before this
Commission, Henry H. Dalton, a certified public
accountant and former manager of the Los
Angeles, California office of Barrow, Wade,
Guthrie & Co., and Everett L. Mangam, also a
certified public accountant employed by Barrow,
Wade, Guthrie & Co. in its Los Angeles, California
office, or any of them, are lacking either in the
requisite qualifications to represent others or in
character or integrity, or have engaged in unethical
or improper profegsional conduct; and whether
they, or any of them, should be disqualified and
denied temporarily or permanently the privilege
of appearing and practicing before the Com-
mission.!

Basis for Charges

Drayer-Hanson, Incorporated, was organized
under the laws of the State of California on April
29, 1946, to acquire the business and assets of a
partnership composed of four individuals.? Prior
to the organization of the corporation, Barrow,
Wade, Guthrie & Co. was employed to make an
audit of the records of the partnership.

On April 29, 1946, the corporation filed 2
registration statement with the Commission,
pursuant to the requirements of the Securities Act
of 1933, covering a proposed public offering of
80,529 shares of its elass A stock, and up to April
16, 1947, at which time the public offering was
discontinued, 59,080 shares of this stock were sold
to the public at $10 per share. This registration

1 Rule Il({e} reads as follows:

“The Commission may disqualify, and deny, temporarily or
permanently, the privilege of appearing or practicing before
it in any way to any person who is found by the Commission
after hearing in the matter

{1) not to possess the requisite qualifications to represent
others; or

(2) to be lacking in character or integrity or to have en-
gaged in unethical or improper professional eonduct.”

Practice before the Commission is defined under subsection
(g) of Rule 1I to “include the preparation of any statement,
opinion or other paper by any attorney, accountant, engineer
or other expert, filed with the Commission in any registration
statement, application, report or other document with the
consent of such attorney, sccountant, engineer or other
expert.”

s In the Matter of Drayer-Hanson, Incorporated, 27 8.E.C.
838, Securities Act Release No. 3277, Accounting Series
Release No. 64.

statement and certain amendments thereto con-
tained financial statements .of Drayer-Hanson
Corporation'and certain of its predecessors, which
statements were certified by Barrow, Wade,
Guthrie & Co. These financial statements repre-
sented the partnership net worth at April 30, 1946,
to be approzimately $260,000 and the net earnings
of the partnership for the 10 months ended April
30, 1946, to be approximately $181,000 for the
partnership and approximately $91,000 when
computed as though the partnership had been a
corporation,

The auditor's certificate accompanying the
financial statements filed as a part of the registra-
tion statement, omitting certain details not
necessary to be stated Here, read as follows:

“We have made an examination of [the financial stute-
ments]. In eonnection therewith, we have reviewed the
systems of internal control and the secounting procedures
of the partnership and of the corporation and, without mak-
ing detailed audita of the transaetiong, have examined or test-
ed accounting records of the partrership and of the corpora-
tion and other supporting evidence by methods.and totheex-
tent we deemed appropriate. Qur examinations were made
in accordance with generally accepted auditing standards
applicable in the circumatances and included all proce-
dures which we considered necessary, except ss atated in
the following paragiaph. ' :

“We were present only during the taking of n physical
inventory, which did not include work-in-procesa, ns at
Mareh 31, 1946, and satisfied ourselves us to the procedurea
followed in the determination of invantory quautities as of
that date. Weé were not in attendance at the physieal count
of the inventories taken at the close of each of the years
1942, 1943 and 1944 and we were informed that such pro-
cedures were not performed by any other independent
public accountants. In the abseuce of a physical inventory
of work-in-process at March 31, 1946, we subsequently
made teat inspections of selected items to pssure ourselves
88 to the existerice of the inventory and the adequacy of
the related aceounting dats. The inventories at the cloge
of each of the years 1942 and 1944 were reviewed by u3
a8 to the basis of pricing and clerical accurncy and we
inquired into the methods used by the corporation em-
ployees in determining physical quantities to ascertain
that methods were employed which would assure reasonable
accuracy. We were informed that an Inventory was tuken
s at December 31, 1943, but we were advised that such
inventory was lost and therefore not available for our in-
spection. We were informed that no physical inventory was
taken as at June 30, 1945, On the basis of the examinations
and tests made by us, we have no resson to believe that the
inventories aa set forth in the accompanying statements are
unfairly stated.

“In our opinion, subject to the exception stated in the
foregoing paregraph, relating to the limitation of the acope
of our examination, the accompanying [finaneial state-
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menta] fairly present the position of the partnership as at
April 30, 1946, and the resuits of the operations of the part-
nership and the predecessor corporation for the 3 years and
4 months then ended in conformity with generally accepted
sccounting principles applied consistently during the period
under review, * * *’

Some time in June 1947, the Commission was
advised by Drayer-Hanson, Incorporated and by
Barrow, Wade, Guthrie & Co. that an error had
been discovered in the balance sheet as of April 30,
1946, and the partnership income statément for 10
months ending that date, which statements had
been certified by Barrow, Wade, Guthrie & Co.
and included in the registration statement and
prospectus.’

Thereafter, the Commission made an investiga-
tion pursuant to Section 8(e) of the Securities Act
of 1933 to determine whether the registration
statement filed by Drayer-Hanson, Incorporated
violated any of the provisions of that Aect. On
March 18, 1948, the Commission issued its report
of the investigation.*

On October 22, 1948, the Commission ordered
the present private proceeding to determine
whether certain information obtained from its
official records concerning the filing of the
registration statement by Drayer-Hanson, Incor-
porated and certain related matters, and certain
information reported by the staff as to the
misleading character of the financial statements
ineluded in the said registration statement and the
appended certificate by Barrow, Wade, Guthrie &
Co. and the negligent and improper professional
conduct of the auditors in making this audit,
particularly in the execution of the auditing
procedures adopted, were true.

At the hearing which was opened on November
16, 1948, the respondents stipulated that the
statements of fact and conclusions based thereon
as set forth in the report of the Commission on the
investigation in the matter of Drayer-Hauson,
Incorporated, Accounting Series Release No. 64

# This error consisted of an overstatement of approximately
$87,000 in an inventory item designated “work-in-process and
prefabrieated parts,” and resulted in an overstatement of
the partnership net worth at April 30, 1946, and the partner-
ship net income for the 10 months ended April 30, 1946, in
the same amount,

*In the Matter of Drayer-Hanson Incorporated, 27 5.E.C.
838, Securitien Act Release No. 3277; Accounting Series
Relesse No. 64. (See p. 110 of this publication.)
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may be considered as evidence in these proceedings,
thus in effect admitting all of the facts pleaded
in the order directing these proceedings. The
respondents then offered evidence of their methods
of operations in the past and of changes made in
the organization and operation of Barrow, Wade,
Guthrie & Co. to prevent a recurrence of a
situation similar to the Drayer-Hanson, Incorpo-
rated audit. This leaves for consideration in the
present proceeding the remaining question as to
the qualification of the respondents to appear and
practice before the Commission and whether they,
or any of them, should be temporarily or perma-
nently disqualified from or denied the privilege of
practicing before the Commission.

Barrow, Wade, Guthrie & Co., Organization, Opera-
tion and Policy in 1947 and prior thereto

Barrow, Wade, Guthrie & Co., a partnership,
was organized in 1883 and has been in continuous
operation ever since as an accounting firm. In 1946
and at the present time it maintains 15 branch
offices and 2 sub-offices in the principal cities of the
United States, with 1 in Canada. Its main or head
office is in New York, N. Y. In 1946, at the time
of the Drayer-Hanson, Incorporated matter, 8 of
the offices of Barrow, Wade, Guthrie-&.Co. were
under the management or eontrol of a partner and
7 offices, including the office in Los Angeles,
California, were managed and controlled by a local
manager who was not a partner. At the present
time, 10 of its offices are managed by partners and
only 5 are under the control of a local manager
who is not a partner. In 1946 and at the present
time, Barrow, Wade, Guthrie & Co. have 31
partners assigned to the various offices. In offices
where there are several partners, one of them acts
as managing partner.

In 1946, at the time of the Drayer-Hanson audit,
Barrow, Wade, Guthrie & Co. had an Executive
Committee composed of four partners. The sole
function of this committee was to handle general
policy problems, financial matters, the opening or
closing of offices and the hiring of key personnel.
Each of the branch offices of Barrow, Wade,
Guthrie & Co. was set up as an autonomous unit
either under the management of a partner or
partners or a local manager not a partner. No
supervision or control was exercised by the
Executive Committee over the management of its

-
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various offices. The partner or manager in charge
of each office had authority to sign the firm’s name
on reports or certificates, lease offices, hire and
discharge personnel, undertake new engagements,
make arrangements regarding fees and other plans
necessary for the proper conduct of the practice in
their territory. Such loeal partners or managers
were responsible for the assignment of work in the
offices, the supervision of all employees or partners
assigned to the office, the maintenance of relations
with the clients, and were further charged with the
respongibility of outlining the procedures to be
followed on each particular job and to see that
they were followed, to review the working papers
and prepare the reports with the assistance of the
employee in charge of that particular job. There
was no requirement that any of these matters be
referred to the Executive Committee, the head
office, or any other partner. '

The managers of branch offices were selected
with the same care as partners and were qualified
only after a long record of employment with the
parthership or - similar experience with other
accounting firms. During 1946 and thereafter, all
partners and managers of branch offices were
certified publie aceountants, and, with the excep-
tion of one partner whose duties did not relate to
the accounting and auditing work of the partner-
ship, they were also members of the American
Institute of Accountants. :

In 1946 and 1947, and for some time prior
thereto, it was the policy of the partnership to
issue circular letters at intervals calling attention
of partners and managers to important develop-
ments in the accounting circles, the responsibility
assumned by the partners in certifying accounts for
the purpose of registering securities under the Acts
administered by this Commission. The partnership
also directed the attention of all partners, managers
and employees to the considered opinions of the
Committee on Accounting Procedure and the
Committee on Auditing Procedure of the American
Institute of Accountants as reflected in the
Institute bulletins and statements and emphasized
the necessity of reading and referring to the
accounting releases of the Securities and Exchange
Commission and the need for following carefully
the rules, regulations and instructions relating to
the preparation of financial statements and
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schedules for registration statements.® It was the
established policy of Barrow, Wade, Guthrie & Co,
and all of its employees were specifically instructed
to follow the procedures as to inventories prescribed

by the American Institute of Accountants in
1939.¢

® Regulation 8-X (applicable in this case), contains the
following pertinent requirements:
“Rule 2-02. Accountants’ Certificates.

“(b) Representations as to the sudit. The accountant’s
certificate (1) shall contain a reasonably comprehensive state-
ment as to the scope of the audit made including, if with
respect to signifieant ltems in the financial statements any
auditing procedures generally recognized as normal have been
omitted, s specific designation of such procedures and of the
reasons for their omission; (2) shall state whethet the audit
wag made in accordance with generally aceepted auditing
standards applicable in the circumstances; and (3) shall
state whether the audit made omitted any procedure deemed
necassary by the accountant under the eircumstances of the
particular case.

“In determining the scope of the audit necessary, appropriate
consideration shall be given to the adequaey of the system of
internal cheek and control. Due weight may be given to an
internal system of audit regularly maintained by means of
auditors employed on the registrant’s own staff, The aceount-
ant shall review the accounting procedures followed by the
person or persons whose statements are certified and by
appropriate measures shall satisfly himself that such account-
ing procedures are in fact being followed.

“Nothing in thia rule shall be construed to imply authority
for the omission of any procedure which independent ac-
countants would ordinarily employ in the course of an audit
made for the purpose of expressing the opinions requirad by
paragraph {c) of this rule.”

¢ Extensions of Auditing Proeedure is No. 1ina series of formal
statemernts prepared and issued by the Committee on Auditing
Procedure of the American Institute of Aecountants in Oeto-
her 1939. This statement was also approved by the member-
ghip of the Institute. It states on p. 6: “That hereafter, where
the independent. certified publie accountant intends to report
over his signature on the financisl statements of a concern
in which inventories are a material factor, it should be gen-
erally accepted auditing procedure, that, in addition to making
auditing tests and checks of the inventory accounts and re-
cords, he shall, wherever practicable and reasonable, be pre-
sent, either in person or by his representatives, at the inven-
tory-taking and by suitable observation and inquiry satisfy
himself as to the effectiveness of the methods of inventory-
taking and as to the measure of relisnce which may be placed
upon the client’s representations as to inventories and upon
the reeords thereof. In this connection the independent certified
public accountant may require physical tests of inventories
to be made under his chzervation.”

On p. 11, in discussing the accountant’s report or certifi-
cate, the statement continues: *If on the other hand, such
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Henry H. Dalton

From December 1, 1937 to October 31, 1947,
Dalton was manager in charge of the Los
Angeles, California office of Barrow, Wade,
Guthrie & Co. After a high school and business
college education, he passed the intermediate
examination of the Association of Chartered
Accountants of the Province of Quebec, Canada
in 1921, In 1932 he was licensed-to practice as
a certified public accountant in the State of
California. He became a member of the Ameri-
can Institute of Accountants in 1936. For 9
years he was employed by a firm of chartered
accountants in Canada and on December 3,
1925, he entered the services of Barrow, Wade,
Guthrie & Co. as a junior accountant in the
New York office where he remained 4 years,
He was then made assistant manager of their
San Francisco office, which position he occupied
for 7 years. In 1936 he was made co-manager
of the Los Angeles office and on December 1,
1937, was promoted to manager of that office.
On October 31, 1947, he was removed as man-
ager of the Los Angeles office and remained in
a somewhat inactive status until May 1948, at
which time he resigned his position with Bar-
row, Wade, Guthrie & Co. and entered a part-
nership with other accountants in Los Angeles,
His auditing experience covers many types and
kinds of business, but in his letter of July 23,

* * * (explanation of procedures followed) are made by reason
of any reservation or desire to qualify the opinion, they be-
come exceptions and should be expresaly stated as such in the
opinion paragraph of the auditor’s report. As previously
gtated, if sueh exceptions are sufficiently material to negative
the expression of an opinion, the auditor should refrain from
giving any opinion st all, although he may render an informa-
tive report in which he states that the limitations or exceptions
relating to the examination are such as to make it impossible
for him to express an opinion as to the fairness of the financisl
statements as 2 whole.”

In December 1942, the Committee on Auditing Procedure
in statement No. 17, Physical Inventories in Wartims, in
discussing the temporary concessions made necessary by the
overriding requirernents for war production observed: “No
amount of supplementary work by the independent account-
ant ean thus completely remedy the basic weakness resulting
from the client’s failuze to provide some form of. physical
inventory.” See also the Commission’s Aceounting Series
Release No. 30, Janusry, 1942.

1946, to one of the partners, he stated “We have
been faced with many problems not encountered
by either of us prior to this time.”

Everett L. Mangam

From 1931 to 1936, Mangam had a varied
business experience. He entered the accounting
profession in 1936, at first engaging in a small
practice. In January 1937, he was employed
by Barrow, Wade, Guthrie & Co. in their Utica,
New York office as a junior accountant and re-
mained in that office in various capacities until
1940 when he was made assistant manager and
in 1942, acting manager. During his entire ex-
perience in the Utica office he at no time acted
independently but all of his work was under
the supervision and direction of the manager
of that office,

The Utica office of Barrow, Wade, Guthrie &
Co. was comparatively small and nearly all of
its clients had employed the partnerghip for a
number of years and procedures had been de-
veloped over this time in handling the work.
Prior to Mangam’s undertaking an audit, the
manager of the Utica office always reviewed
the preceding year’s papers with him and out-
lined the procedures to be followed in the cur-
rent audit, and supervised the audit as it pro-
gressed. Mangam had never previously been
confronted with a situation comparable to the
Drayer-Hanson matter. This was particularly
true with respect to making an audit without
a prior complete physical inventory.

In December 1942, Mangam was commis-
sioned in the U.S. Navy where he remained
until January 1946. During this period he was
employed in the Cost Inspection Service, Navy
Cost Inspection, Termination Specialist and as
a member of the Army-Navy Lecture Team on
Acecounting, After his discharge from the Navy
he returned to Rarrow, Wade, Guthrie & Co. as
a senior accountant in February 1946, attached
to the New York office. On April 1, 1946, he
commenced services at the Los Angeles office
in charge of the Drayer-Hanson audit under
the direction and supervision of Dalton.

Mangam was licensed as a certified public
accountant in Ohio in July 1940, and in Cali-
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fornia in January 1947. He has been a member
of the American Institute of Accountants since
1941, the Qhio Society of Certified Public Ac-
countants since 1940, the National Association
of Cost Accountants since 1938 and of the Cali-
fornia Society of Certified Public Accountants
since 1947,

Drayer-Hanson, Incorporated Audit

In February 1946, Dalton, the manager of the
Los Angeles office of Barrow, Wade, Guthrie &
Co., was first approached with respect to the
audit of the books and accounts of a partnership
known as Drayer-Hanson which was engaged
in the business of designing, manufacturing and
selling heat transmission eguipment. Dalton
was informed that the partnership was to be
reorganized as s corporation and proposed to
make a public offering of its securities in the
State of California. Shortly after the audit was
commenced and some time prior to the comple-
tion thereof, he was advised that the offering
would be registered with the Securities and
Exchange Commission. At his first conference
with the Drayer-Hanson management, Dalton,
among other things, stressed the necessity of
taking complete physical inventories including
raw materials, fabricated parts, work-in-process
and finished goods and it was agreed by the
Drayer-Hanson partnership that this would be
done. Acting within the scope of his authority
as manager of the Los Angeles office, and with-
out notifying the head office of Barrow, Wade,
Guthrie & Co., Dalton accepted this engage-
ment. _

On March 27, 1946, Dalton was first informed
that the management of Drayer-Hanson had
decided not to take a physical inventory of the
work-in-process. He advised the management
of the probable necessity of a qualification in
the accountant’s certificate in the absence of
this inventory. At this conference, Dalton, after
a rather casual examination of some of the ac-
counting records and relying in part on infor-
mation given him by the management, agreed
to proceed with the audit without requiring
a complete physical inventory of work-in-
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process.” Dalton did not communicate this de-
cision to the main office of Barrow, Wade,
Guthrie & Co. or to any of its partners until
July 23, 1946, at which time he forwarded to
the main office drafts of financial statements
and & copy of the proposed certificate to be
issued and referred to some of the difficulties
encountered in this audit.

Mangam did not report for duty at the Los
Angeles office until April 1, 1946, and took no
part in any of the preliminary conferences or
in the decision that the work-in-process would
not be inventoried. He was placed in charge
of the audit and continued until its completion
in the latfer part of July 1946. Among other
things, he prepared an audit program for the
engagement which included a study of the sys-
tem of internal check and control and the cost
accounting system maintained by Drayer-Han-
son and its predecegsors. He knew that the in-
ventory of work-in-process had not been taken
but stated that he understoed ‘“that our opinion
wouid be qualified.” He assigned the work to be
done on the audit to his asgistants and super-
vised such work by reviewing the working
papers prepared by them. He personally per-
formed certain of the auditing procedures which
he believed to be necessary to perform the en-
gagement in accordance with what he regarded
as generally accepted auditing standards, and at
the conclusion of the audit prepared a draft of
the required financial statements and in collabo-
ration with Dalton prepared a draft of the
firm’s report or certificate.

The alternate auditing procedures adopted
in lieu of a physical inventory of the work-in-
process, ag outlined by the Commission in its
report of investigation® were determined by

7 At this time Dalton knew that previou: inventories by
Drayer-Hanson had not been taken in the presence of any
independent accountants and that- no physical inventory
of work-in-process had been taken since 1December 31, 1944,
He also knew that no examination of the accounts of Drayer-
Hanson or ita predecessor had been made by any independent
accountant prior to this time, Moreover, he testified that in
his opinion the taking of a phya'eal inventory of work-in-pro-
cess was practicable and reasonable,

# In the Matter of Drayer-Hanson, Incorporated, Securities
Act Release No. 3277, Accounting Series Release No, 64,
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Mangam after spending several days making
a survey of Drayer-Hanson’s system of internal
check and control. This survey disclosed a num-
ber of material weaknesses in the system,
especially with respect to the recording of trans-
actions having an effect, directly or indireetly,
upon the amount of work in process inventory
shown in Drayer-Hanson's accounting records.
Mangam discussed these matters with Dalton
from time to time® In spite of the weakness
disclosed by his survey, Mangam employed
sueh alternate auditing procedures as he him-
self considered necessary in the absgence of a
physical inventory, in an inadequate manner.

Supervision by Dalton

Daiton made a general review of the working
papers to ascertain the methods used and the
proof obtained with respect to the results and
what had been done in the various tests and
checks in order to ascertain the authenticity of
the financial statements. He reviewed all of the
working papers in detail with Mangam and
questioned him specifically on the survey he had
made of the system of internal check and con-
trol, the work done and the results obtained
from the audit of the work-in-process inventory,
the examination made of the general journal
entries, especially those related to finished
goods, work-in-process, and cost of sales, and
on any other points that did not appear to be
clear. As manager of the office it was his re-
sponsibility to supervise and check all of the
work of his subordinates and to satisfy himself
that the audit had been made in accordance
with accepted auditing standards.

After Dalton’s review of the working papers
and financial statements, he and Mangam pre-
pared a draft of a certificate to cover the finan-

¥ Mangam testified, "I expressed my dissatisfaction with
the situation from the very first day, hecause I could see that it
wasn’t going to be an easy matter to do very much with the
work-in-proeess unless g physical inventory was availabie.
I held to that opinion day after day.” But Mangam also
indicated (see p. 121 of Accounting Series Release No. 64)
that he believed he would be able to use alternative proce-
dures to assure himself, with respect to work-in-process, that
the inventory was there.

cial statements. This draft certificate with the
related financial statements and a covering
letter dated July 23, 1946, were sent to the
Philadelphia office of Barrow, Wade, Guthrie
& Co. for criticism and suggestions and for the
further purpose of discussing with the staff of
the Securities and BExchange Commission the
manner in which certain facts should be re-
flected in the financial statements. This letter
of July 23, 1946, was the first notice to any
partner or to the head office of ‘Barrow, Wade,
Guthrie & Co. that the audit of Drayer-Hanson
was made without a physical inventory of the
work-in-process.1? .

After the receipt of the letter of July 28,
1946, one of the partners of Barrow, Wade,
Guthrie & Co. discussed certain matters with
members of the Commission’s staff, and on
July 81, 1946, the partner wrote a letter to
Dalton informing him of certain comments by
members of the Commiasion’s staff and making
certain suggestions including several dealing
with the inventory situation. Following the
partner's letfer of July 31, the certificate was
changed so as to inelude an exception phrase
at the end of the last sentence of the first para-
graph of the certificate and to include an ex-
ception in the opinion paragraph as to the
fairness of the presentation of the statement
as a result of the limitation on the scope of the
audit as to inventories. On August 12, 19486,
Dalton forwarded a copy of the Drayer-Hanson
registration statement, as filed, to the Phila-
delphia office of Barrow, Wade, Guthrie & Co.

Means Taken to Strengthen and Centralize the
Control of Functional Operations of Barrow,
Wade, Guthrie & Co.

As a result of the Drayer-Hanson case, and
the consequent reveldtion of the failure of the

W Bome time in May 1964, while the field work on the audit
was in progress, one of the partners of Barrow, Wade, Guthrie
& Co. was in the Los Angeles office on other business for the
firm.. While there, he accompanied Dalton to the Drayer-
Hanson plant. Dalton informed this partner generally of the
problems with respect to the engagement but did not inform
the partner of the specific problems which had arisen and of
the fact that the sudit was being made without a complete
physical inventory,
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partnership policy to provide the public with
the resources of experience and skill of the
partnership as such, certain changes have been
made in the personnel, the policy and procedures
of Barrow, Wade, Guthrie & Co. as follows:

{1} A new manager has been placed in
charge of the Los Angeles office and the staff
implemented by the addition of a second certi-
fied publie accountant.

(2) All partners and managers were notified
of Accounting Series Releage No, 64 (see page
110) with the suggestion that it receive careful
study and staff members and assistants be im-
pressed with the responsibilities assumed by
the firm in certifying financial statements for
registration purposes and the degree of care
which must be exercised in reviewing the sys-
tem of internal control and in the physical
verification of all inventories.

(3} A “Manual of Auditing Procedure,” pre-
pared over a period of several months by a
committee of partners, has been distributed
and discussed throughout the firm. The manual
is to he supplemented and revised periodically.

{4) Partners and managers in field offices
have been instructed that the policy on the ex-
amination of financial statements for inclusion
in registration statements will be to have the
partner or a nonpartner branch manager in
charge of an assignment consult with other
partners or branch managers on matters rela-
tive thereto. The New York executive office is
to be notified of all registration work under-
taken. The acceptance of new clients must be
approved by at least two partners or two non-
partner branch managers, and financial state-
ments to be included in a registration statement
must likewise be so approved prior to their re-
lease. Where such statements are prepared in
an office having only one partner or a nonpart-
ner branch manager, the executive office must
be notified and another partner will be assigned
to cooperate and review the work.

(5} The partnership agreement iz being
amended to separate the administrative and
operationa)] functions and responsibilities of the
firm. An operating committee of nine members
will deal with auditing and accounting proce-
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dures, personnel matters, review procedures,
Securities and Exchange Commission work
control and review, and income tax work., The
committee will be divided into subcommittees,
each responsible for one or more of the func-
tions referred to. An administrative committee
will be charged with seeing that functions of
the operating committee will be carried for-
ward.

(6) Partners are now located at all except
five field offices. It is planned eventually to have
4 partner or partners in each office, according
to the needs of the business.

CONCLUSIONS

I find that Drayer-Hanson, Incorporated, filed
its registration statement with the Commission
as alleged,

That the Commission initiated the proceed-
ings under Section 8(e) of the Securities Act
of 1933 on the registration statement filed by
Drayer-Hanson, Incorporated and released its
report on March 18, 1948.0

That the registration statements and amend-
ments thereto contained financial statements of
Drayer-Hanson and certain of its predecessors,
certified to by Barrow, Wade, Guthrie & Co.;
and that the respondent, Everett 1. Mangam,
in collaboration with Henry H. Dalton prepared
the financial statements; and, that the respond-
ent, Henry H. Dalton signed on behalf of the
respondent Barrow, Wade, Guthrie & Co. the
certification appended to the financial state-
ments,

That the financial statements included in the
registration statement referred to above and
the appended certificate of Barrow, Wade,
Guthrie & Co. were inaccurate and migleading,

That the balance sheets included in the regis-
tration statement were materially misleading
for the reason that the work-in-process inven-
tory as of April 80, 1946, was overstated ap-
proximately $87,000; and that the profit and
loss statement for the 10 months ended April
30, 1946, inclnded in the registration statement
was misleading for the same reason,

" 8eep. 1 10.
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That Dalton by his acquiescence in the de-
cision of representatives of the registrant not
to take a physical inventory of work in process
at March 31, 1946, and Barrow, Wade, Guthrie
& Co. by their failure to object ultimately to
Dalton’s decision, failed to acquire sufficient
information to warrant an expression of an
opinion with respect to work-in-process inven-
tories at March 31, and April 30, 1946.

That Barrow, Wade, Guthrie & Co. and Dal-
ton without justification implied in their cer-
tificate that the system of internal check and
control and the cost accounting system in opera-
tion at Drayer-Hanson and certain of its prede-
cessors furnished reliable costs with respect to
cost of sales and raw materials, work-m-process,
and finished goods inventories,

That the statement in the certificate of Bar-
row, Wade, Guthrie & Co. that “* * * [the audi-
tors] have no reason to believe that the inven-
‘tories as set forth in the accompanying state-
. ments are unfairly stated” is without justifica-
tion and misleading,

That respondents Mangam and Dalton were
negligent in the conduct of the audit; Mangam,
because of the inadequate manner in which he
employed alternate procedures, considered by
him to be necessary under the circumstances,
in the absence of a physieal inventory; Dalton,
for the reason that the auditing procedures
adopted and followed under his supervision
were not employed with due professional care.

That Barrow, Wade, Guthrie & Co. failed to
supervise the audit in the manner required by
existing circumstances.

That each of the respondents acted in an
improper professional manner in ignoring and
disregarding generally accepted auditing stand-
ards and procedures applicable in this case and
applieable rules and regulations and long settled
decisions of the Commission with respect to the
matters referred to above.

Recommendations

The partnership of Barrow, Wade, Guthrie
& Co. has been engaged in the accounting busi-
ness ginee 1883, They have reported upon
financial statements of issues publicly offered

and covered by effective registration statements
filed with the Commission pursuant to the Se-
curities Act of 1933 in the aggregate amount
of nearly $1 billion and have also certified
financial statements for many brokers and
dealers registered with this Commission. There
is no evidence that any material error has ever
been made by Barrow, Wade, Guthrie & Co. in
any of said financial statements, with the ex-
ception of those prepared for Drayer-Hanson,
All of the partners are certified public account--
ants, with long years of experience.

Henry H. Dalton had been an accountant for
over 30 years and had been employed by Bar-
row, Wade, Guthrie & Co. for the past 22 years.
He had participated in very difficult and compli-
cated aceounting work, some of which had been
supervised and reviewed by partners of Barrow,
Wade, Guthrie & Co. and his work had always
been highly satisfactory. During all of this time
there was no evidence that he lacked any of the
qualifications of an able and efficient accountant
or that he lacked character or integrity.

Everett L. Mangam was employed by Barrow,
Wade,. Guthrie & Co. as an accountant for 5
years when he entered the U.S. Navy. He re-
mained in the Navy on accounting work until
shortly before the Drayer-Hanson audit. He
had been a certified public accountant for about
6 years. During the time he was in the employ
of Barrow, Wade, Guthrie & Co. his work had
been highly satisfactory and no question had
ever been raised as to his qualifieations, char-
acter or integrity.

I conclude that all of the respondents possess
the requisite qualifications to represent others
and that they, and each of them, are not lack-
ing in character or integrity.

This leaves the remaining guestion under
Rule IT(e) as to whether the respondents, or
any of them, engaged in unethical or improper
professional conduct in the handling of the
Drayer-Hanson audit,

Barrow, Wade, Guthrie & Co,

The failure to require a physical inventory of
work-in-process and many of the serious prob-
lems which developed in the course of the audit



ACCOUNTING SERIES RELEASES

of the Drayer-Hanson records were not brought
to the attention of any partners of Barrow,
Wade, Guthrie & Co. until Dalton’s letter of
July 23, 1946, to one of the partners. Prior to
the. Drayer-Hanson audit it had been the policy
of the partnership to clothe the manager of each
office with final authority to exercise his own
judgment in all matters coming up in his terri-
tory without reference to any of the partners
or to the head office. Consequently, in this case
no formal, predetermined supervision of this
audit was exercised by any partner. All of the
working papers were retained by Dalton in the
Los Angeles office. In his letter of July 28, 1946,
to an eastern partner, Dalton did not call at-
tention to the manner in which the audit work
was done, or, of course, that he had ignored and
disregarded generally accepted auditing stand-
ards and procedures pertinent in this audit. In
reply to Dalton’s letter of July 23, 1946, the
partner, in his letter dated July 31, 1946, how-
ever inadequate the comments may have been,
did suggest certain procedures conasidered nec-
essary by him in the absence of a physical in-
ventory of the work-in-process, At this time
the partners of Barrow, Wade, Guthrie & Co.
had full confidence in Dalton. No charge has
been made that the partnership deliberately and
willfully engaged in unethical or improper pro-
fessional conduct. It is clear from the evidence
that the general policy of the partnership of
not requiring supervision by partners of the
work of the various offices ignored and dis-
regarded applicable and long settled opinions
of the Commission in that it functioned without
centralized supervision of the field offices and
in this case exercised not even a local control.’
Moreover, the evidence indicates that the firm
received information of such sufficiency that it
gshould have impeiled a more positive stand
toward compliance with professional standards
and the Commission’s rules. In any event, and

wholly apart from these considerations, the .

partnership having clothed its manager with

2 In the Matter of Interstate Hosiery Mills, Inc., 4 BEC
706. See also In the Matter of McKesson & Robbins, Inc.,
Accounting Series Release No. 19(seep. 17).
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full authority to bind it must accept full re-
sponsibility for his conduct.

The changes made by the partnership since
the Drayer-Hanson audit to strengthen and
centralize the control of functional operations
of the firm as hereinabove mentioned indicate
that the partnership recognizes the deficiencies
in its former peolicy. When the error in the in-
ventory of work-in-process was later discovered
by Barrow, Wade, Guthrie & Co. they called the
matter to the attention of the Commission and
contributed to Drayer-Hanson, Incorporated
$87,500 which was the approximate amount of
the inventory error.

The evidence conclusively establishes that
Barrow, Wade, Guthrie & Co. has been suffi-
ciently impressed with the inadequacy of their
former policies and has materially revised them,
Their conduct in promptly reporting this matter
to the Commission and their cooperation in de-
veloping all of the facts and in promptly offer-
ing to contribute the full amount of the inven-
tory shortage is commendatory. Considering
all of these facts, and in view of the adverse
publicity which the firm has received in Ac-
counting Series Releases No. 64, (see p. 110) I
find no reason to recommend that the privilege
of Barrow, Wade, Guthrie & Co. to practice
before the Commission be suspended temporar-
ily or permanently, and I therefore recommend
that the proceeding as to Barrow, Wade,
Guthrie & Co. be dismissed,

Henry H. Dalton

The Los Angeles office of Barrow, Wade,
Guthrie & Co. had for some time prior to the
Drayer-Hanson audit been understaffed. Dur-
ing the war years and subsequent thereto, Dal-
ton was the only certified public accountant in
the office and the entire responsibility for all
of the work of that office had rested on him.
He had had no regular vacations for 8 years
and in 1946 at the time of this audit, he was
mentally and physically exhausted. In the rec-
ord in this case there is no evidence that he was
ever charged with any professional misconduct.
In addition, the absence of more appropriate
suggestions from his superiors, the opportunity
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for which clearly existed, must be viewed as
highly important.

From my observation of Dalton at the hearing
and his frankness in fully admitting his faults in
this case, I am satisfied that he has been sufficiently
impressed as to the seriousness of this matter and
that further disciplinary action is not necessary.
Considering his past record, the evidence of his
mental and physical exhaustion at the time of the
Drayer-Hanson audit and the penalties to which
he has already been subjected, I believe the
Commission might well dismiss the present
proceeding as to him, and I so recommend.

Everett L. Mangam

The evidence established that Mangam was
negligent in his application of the alternate audit-
ing procedures which he had outlined. However
he was not responsible for proceedures with the
andit without requiring a physical inventory
because such procedure was established at the
time he entered upon this engagement. He testified
that this was the first time he had ever conducted
an audit without requiring complete physical
inventories. While he was recognized by Barrow,
Wade, Guthrie & Co. as being a capable and
efficient acecountant, this high regard must of
course be viewed in the light of the recommenda-
tion for his assignment to the Los Angeles office
in a subordinate capacity. Where the circum-
stances were such as has been disclosed in this
case, and apart from whatever normal practice
might be, it seems clear that Mangam had the
right to expeet that such procedures as he outlined

and the execution of them as he revealed them
would be carefully supervised and checked by his
superior. There is no indication that Mangam
withheld any information from his superior. He
directed the attention of his superior from time to
time to the conditions which confronted him and
to the difficult problems with which he was con-
fronted. Having in mind that this was his first ex-
perience on a complicated and difficult auditing
engagement, and that he had good reason to feel
that such steps as he took were being supervised
and checked by, presumably, a capable and able
superior, he might well have believed that he had
proceeded as far as was proper and necessary.
Under all of the circumstances, I do not believe
Mangam’s conduct warrants any disciplinary
action by the Commission.

While recommending that the proceedings
against all of the respondents be dismissed, it
seems highly desirable that the public, and
particularly the acecounting profession, be in-
formed that where a firm of public acecountants
permits a report or certificate to be executed in its
name the Commission will hold such firm fully ac-
countable, If the proceedings are dismissed, it is
my further recommendation that the Commission
make public the entire record in this case and pub-
lish a statement indicating in appropriate detail
the facts in the case and the reasons for the Com-
mission’s determination,

Respectfully submitted,

ArLen MacCuLLEN,
Hearing Examiner.
February 8, 1949.

RELEASE NO. 68
July 5, 1949

Findings and Opinion of the Commission In the Matter of Proceedings under Rule II (e) of the Rules of
Practice to determine whether the privilege of F. G. Masquelette & Co. and J. E. Cassell to practice as
accountants before the Securifies and Exchange Commission should be denied, temporarily or per-

manently.

ACCOUNTING—PRACTICE AND PROCEDURE

Temporary Disqualification of Accountants from Practice
before Commission

Where firm of certified public accountants and
partner thereof, respondents in a proceeding under

Rule Ii{e) of Commission’s Rules of Practice,
certified that financial statements forming part of
a registration statement filed under the Securities
Aect of 1983 conformed with generally accepted
accounting principles when in fact they did not,
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and represented themselves as independent certi-
fied public accountants when in fact they were not
independent, keld, that respondents engaged in
improper professional conduct and should be
temporarily denied the privilege of ‘practicing
before the Commission.

APPEARANCES:

William W. Stickney, for the Office of the Chief
Accountant of the Commission.

Edgar J. Goodrich, James M. Carlisle, Jerame J.
Dick and Simms, Modroll, Seymour & Simms, for
Respondents.

Joseph G. Bennis, for Respondent F, G. Mas-
quelette & Co.

Martin A. Threet, for Respondent J. E. Cassel.

FINDINGS AND OPINION OF THE COMMISSION

This proceding was instituted under Rule II(e)
of our Rules of Practice to determine whether
F. G. Masquelette & Co., a firm of certified public
accountants, and J. E. Cassel, a member of that
firm, possess the requisite qualifications to repre-
sent others, or are lacking in character or integrity,
or have engaged in unethical or improper profes-
siohal econduet. If we find either of them to be
deficient in any of these respects or to have
engaged in improper conduet, we must then
determine whether the privilege of appearing or
practicing before us should be denied, temporarily
or permanently.!

Hearings were held before a hearing examiner,
who has filed a recommended decision. Counsel for
the Office of the Chief Accountant of the Commis-
sion and counsel for the respondents have filed
briefs and we have heard oral argument. On the

1 Rule II{e) reads as follows:

#The Commission may disqualify, and deny, temporarily or
permanently, the privilege of appearing or practicing before
it in any way to any person who is found by the Commission
after hearing in the matter

(1) not to possess the requisite qualifications to represent
others; or

#(2) to be lacking in character or integrity or to have en-
gaged in unethical or improper professional conduet.”’

Practicing before the Commission is defined by Rule II{e)
as including “the preparation of any statement, opinion or
other paper by any attorney, accountant, engineer or other
expert, filed with the Commission in any registration state-
ment, application, report or other document with the consent
of such sttorney, accountant, engineer or other expert.”
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basis of an independent examination of the record
we make the following findings. ]

When the events with which we are here
concerned occurred, the firm of F. G. Masquelette
& Co. bad offices in Houston and El Paso, Texas,
and Albuguerque, New Mexico. Cassel was the
resident partner in charge of the Albuquerque
office.?

This proceeding relates to the activities of
respondents in connection with the filing of a
registration statement under the Securities Act of
1933 (“the Act”) by Health Institute, Ine.,
covering 50,000 shares of preferred stock and
40,000 shares of common stock to be sold to the
public for a total of $907,500. This corporation was
organized for the purpose of erecting a seven story
resort hotel at Hot Springs, New Mexico, a town
with an estimated population of 4,700 in the
southern part of the State. The registration
statement, which was filed on December 16, 1946,
contained a balance sheet certified by F. G.
Masquelette & Co. An amendment was filed
January 13, 1947, containing an amended balance
sheet, dated January 1, 1947, also certified by
F. G. Masquelette & Co. The firm name was
affixed to the certificates on these balance sheots
by Cassel.

An investigation was conducted under Section
8(e) of the Act, following which the registration
statement was withdrawn,

The allegations contained in the order for hear-
ing are, generaily, that respondents represented
themselves as independent certified public ac-
countants when they were not in fact independent,
and that they certified that the balance sheets
fairly presented the position of the company in
conformity with generally accepted accounting
principles when in fact generally accepted account-
ing principles were not applied.

2 At the opening of the hearings reapondents moved to dis-
miss the proceedings or, in the alternative, that the order for
proceedings be made more definite, alleging that there were
in fact three firms named F. G. Masquelette & Co., one at
Houston, one at El Paso and one at Albuguerque, Some per-
sons are said to be members of all three firms, some of two
and some of only one. The record is clear that F. G. Mas-
quelette & Co. has in many ways represented itself to the
public a3 a single firm. The hearing examiner has recommended
denial of the motion and, as pointed out in respondenis’
briefs, no exception has been taken to this recommendation.
The motion is denied.
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The record in this proceeding includes the
registration statement as originally filed together
with the amendment, including exhibits, exhibits
introduced in the Section 8(e) proceedings, and
several affidavits submitted on behalf of respond-
ents. Only a small amount of testimony was taken
in this proceeding, and the rather extensive
testimony which was taken in the Section 8(e)
proceeding was not introduced.

Cassel admitted the allegations contained in the
order for hearing subject only to their explanation.

The registration statement as originally filed
contained the following balance sheet and
certificate:

Heavre InstrroTe, Ivc, (N.8.L.)
{Incorporated in New Mexico)
Bavnaxce SpsEr—NovEmesr 20, 1946

ASSETS
Leasehold . __ oot $100,000.00
Construction work in progress_ ______________ 7,417.24
Organization eXpense_ . __ . __...occmoaooa- 5,178.15
Motad. . 112,5956.39
FLIABILITIES
Current Liabilities: '
Due on Architeet’s Contract, Burwinkle &
Sprigman_ ___ ... $2,000.00
Aecount payable to Charles J. Van Ruska__.  10,595.39
Totul liabilities. . __ ... _________ 12,595.39
Capital stock:
Prior Preferred 514% Cumulative {author-
ized, 50,000 shares—Par value $10 per
ahare—unone issued).
Common (suthorized, 50,000 gshares—Par
value $10 per share—issued and out-
standing, 10,000 shares) . ____________ 100,000.00
Total. oo 112,595.39

NOTE TO BALANCE SHEET:
Additional liabilities for organization expenses and
construction work in progress (not yet capitalized) have
been incurred in undetermined amounts, helieved not to
exceed $5,000 at November 20, 194G, for services of
accountants, architects, attorneys, and engineers.

Hearra InstituTs, INe, ‘
Hot Springs, New Mexico

(BNTLEMEN:

We have examined the balance sheet of Health

Institute, Inc. (N.S.L.) as at November 20, 1946,
have reviewed the accounting system, and pro-
cedures of the company, and have made a detailed

audit of the transactions. We examined or tested
accounting records and other supporting evidence
to the extent and in the manner we deemed
appropriate. Our examination was made in
accordance with generally accepted auditing
standards applicable in the eireumstances and
included all procedures which we considered
necessary, All transactions to date have been of a
capital nature; no income has accrued, and no
expenses have been incurred of other than a capital
nature. The corporation has had no receipts, and
no disbursements have been made.

In our opinion, the accompanying Balance Sheet
presents fairly the position of HEALTH INSTI-
TUTE, INC. (N.8.L.) at November 20, 1946, in
conformity with application of generally accepted
accounting principles.

F. G. MasqueLerTE & Co.
CERTIFIED PUBLIC ACCOUNTANTS

ALBuquERqQUE, NEw MExIco
November 25, 1946.

{1) It was alleged in the order for hearing and
Cassel admitted that the amount, $100,000, shown
in the balance sheet for the item Leasehold was
improper, and that the amount shown, $100,000,

_ in respect of the item Capital Stock, Common, was

likewise improper without deducting the discount
resulting from its issuance for a nominal con-
sideration. .

The leasehold in question was a 99-year lease,
dated July 15, 1946, covering approximately
96/100ths of an acre in Hot Springs. It ran to
Charles J. Van Ruska, president and principal
promoter of Health Institute, Inc., as lessee, and
was assigned by him to the company on November
16, 1946, in exchange for 9,998 shares of common
stock. The lease provided for a monthly rental of
$150 a month for the first 3 months, $300 a month
thereafter until June 15, 1971, and $150 a month
from that date until the end of the term. Among
other things, the lease required the lessee to pay
all taxes and to move the existing houses on the
property to other property owned by the lessors.

The circumstances under which Van Ruska
entered into this lease are not shown by the record
in this proceeding. It is clear, however, that there
is no justifieation for its appearing in the balance
sheet at a figure of $100,000. The deed conveying
the property to the lessors is dated April 30, 1945,
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and recites a consideration of $15,000. The
property was assessed for the year 1946 at $5,250,
of which $3,000 was allocated to improvemnents.
The expenses of Van Ruska in connection with the
lease were nominal. Notwithstanding his full
knowledge of these facts, Cassel, on behalf of
F.G. Masquelette & Co., certified falsely that the
balance sheet, on which the leasehold was shown
at $100,000, conformed to generally accepted
accounting principles.

In the second balance sheet,® contained in the
amendment to the registration statement, the
following note was appended to the item ‘‘Lease-
hold . .. $100,000,”:

**(1) Valuation of leasehold is purely arbitrary,
and is placed at a figure to equal the par value of
the COMMON stock issued in exchange for the
leasehold. The direet cost of the above lease to
Charles Joseph Van Ruska, personally, and the
assignment of the same to Health Institute, Ine.
(N.8.L.) exceeded $2,000. In addition, Mr. Van
Ruska has spent an excess of $10,000 of his
personal funds in the promotion of this enter-
prise. Neither of these costs (out-of-pocket
expenses) are being borne by the Corporation.
In addition to these out-of-pocket expenses,
Mr. Van Ruska has spent his time and effort
and experience over a period of approximately 6
months in the promotion of this enterprise with
no cost to the Corporation.

The addition of this footnote did not cure the
deficiency. Dealing with a similar situation, we
said in Queensboro Gold Mines, Lid., 2 S.E.C. 860
(1937), at page 862: '

“Nor is the mischief fully eured by an explana-
tory note revealing that the figure is ‘purely
arbitrary’ and that the vendor, who purthased
the property ‘at a nominal cost’ to himself,

“seontrolled the board who valued’ the property
Such disclosure, while helpful, is not
sufficient.”

And in Mining and Development Corporetion,
1 8.E.C. 786 (1936), at page 799 we said:

8 The accountants’ certificate appended to this balance
sheet is identical with the one filed with the eatlier bolance
sheet, which is quoted above, except that the date January 1,
1947, is substituted for November 20, 1946,
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“Moreover, even were the footnote to state
with complete frankness the true fact that the
assets were over-valued, this would not mitigate
the effect of the valuation figure itself. A balance
sheet item which is flatly untrue will not be
rendered true merely by admission of untruth.”

As stated above, it was charged that the
amount, $100,000, shown in the balance sheet with
respect to the item Capital Stock, Common, was
improper in that the discount resulting from the
issuance of the stock for a nominal consideration
was not deducted. As the stock was issued for the
leasehold, which, it is admitted, was improperly
shown on the balance sheet at $100,000, it follows
that it was improper to indicate that the stock had
been issued at its full par value, whereas, in fact,
it had been issued at a discount.¢

(2) It was alleged in the order for hearing and
admitted by Cassel that the balance sheet as at
November 20, 1946, improperly included the items
“Construction Work in Progress—§7,417.24,”
“QOrganization Expense—$5,178.15"” and “Account
Payable to Charles J. Van Ruska—$10,595.39.”

The amount of $7,417.24 shown for “Construe-
tion Work in Progress” included $2,000, liability
for which was shown in the balance sheet under
the caption “Due on Architect’s Contract, Bur-
winkle & Springman.” The remainder, $5,417.24,
of the item “Construction Work in Progress” and
the amount of $5,178.15 shown as ‘‘Organization
Expense” constituted the alleged liability of
$10,595.39 to Van Ruska.

Admittedly, Cassel did not take adequate steps
to verify the accuracy of these items. As stated
above, Van Ruska was president and principal
promoter of Health Institute, Ine. Cassel’s work-
papers indicated supporting vouchers for only
$2,363.89 ($1,301.49 classified as Construction
Work in Progress and $1,062.40 as Organization
Expense) of the expenditures claimed to have been
made by Van Ruska, and Cassel made no inde-

4 The impropriety here results from the use of the once very
common, but now theroughly discredited, device of employing
par value as a representation of value for financial statement
purpogses. This practice developed from a widespread mis-
conception of the meaning and significance of par value. See
Hatfield, Accounting, 1927, pp. 72, 196-209; alse Newlove,
Smith and White, Infermediate Accounting, 1939, pp. 239-
240; and May, Financial Accounting, 1943, p. 109,
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pendent investigation as to whether Van Ruska
had paid, or was obligated to pay, or whether
Health Institute, Inc. was properly chargeable
with, the $8,231.50 balance allegedly due Van
Ruska. He relied entirely on a written statement
by Van Ruska that the company owed him that
amount. Cassel’s work sheets show that he partici-
pated with Van Ruska in drafting this statement,
which was later typed and signed by Van Ruska.

Such procedure does not constitute an adequate
verification of accounts by an independent ac-
countant and the statement in the certificate of
F.  G. Masquelette & Co., affixed to the balance
sheet of Health Institute, Inc., as at November 20,
1946, that their “examination was made in accord-
ance with generally accepted auditing standards
applicable in the circumstances” was manifestly
false.b

Van Ruska later disclaimed the purported in-
debtedness and admitted that he had not made
expenditures in the amounts shown. These items
were omitted from the second balance sheet.

(3) It was alleged in the order for hearing and
Cassel admitted that the certificates affixed to the
balance sheets as at November 20, 1946, and
January 1, 1947, falsely stated that such balance
sheets fairly presented the financial position of
Health Institute, Inc., at the respective dates.

It is clear that the inclusion in both balance
sheets of the amount of $100,000 in respect of the
leasehold, and of a similar amount for Capital
Stock, Common, and the inclusion in the balance
sheet as of November 20, 1946, of the amounts of
$7,417.24, $6,178.15 and $10,595.39 for Construc-
tion Work in Progress, Organization Expense, and
Account Payable to Charles J. Van Ruska,
respectively, contravened generally accepted ac-
counting prineciples. The balance sheets, therefore,
did not fairly present the financial position of the
company.

(4) It was alleged in the order for hearing and
Cassel admitted that the certificates affixed to the
two balance sheets contained false statements that
the accountants had (a) reviewed the accounting

¥ See National Bustorn Montana Mines Corporation, 2 8,18.C,
226, 249 (1937); Associated Gas and Electric Company, 11
8.E.C. 975, 1054 (1942); In the Matter of Drayer-Hunson, In-
corporated, 27 8.E.C. B38, Securities Act Release No. 3277,
Accounting Series Release No, 64 (1948).

system and procedures of the company, (b) made
a detailed audit of the transactions, (e) examined
or tested accounting records and other supporting
evidence, and (d) made an examination in
accordance with generally accepted auditing
standards applicable in the cirenmstances.

The reecord indicates, and it was admitted, that
the company had no books of account and no
accounting system, and had no accounting records
other than a few vouchers and rough notes in
Cassel’'s own files. In these circumstances the
statements in the certificates concerning the scope
of the accountant’s examination and the statement
that such examination was made in accordance
with generally accepted auditing standards applic-
able in the circumstances were patently false and
misleading.®

{(b) It was alleged in the order-for hearing and
Cassel admitted that while respondents were
purporting to certify the finaneial statements as
independent certified public accountants, Cassel
actively participated in the promotion of Health
Institute, Ine.

Cassel was introduced to Van Ruska on or about
July 18, 1946, From that time until the hotel
enterprise was abandoned he worked closely with
Van Rugka and his associates in an effort to further
the project. In particular, he corresponded with
three underwriting firms and an insurance company
in an effort to obtain financing for the enterprise.
He participated in discussions with the local office
of the Civilian Production Administration, and
assigted in preparing an application for a permit to
proceed with the construction of the hotel. He
arranged for the publication of newspaper articles
publicizing the proposed hotel. He drafted the
agenda for at least one directors’ meeting, and was
present at a number of meetings. He negotiated
with the architects and arranged an architects’
agreement. He solicited the purchase of shares of
stock of the company. In short, Cassel participated
actively in many things that were done in the
promotion of the hotel.

Respondents argue that Cassel was not in
reality a promoter and that his activities amounted
to nothing more than ‘“running errands’ for Van
Ruska. It is pointed out that Cassel’s office was in

8 See Accounting Series Release No. 13 (1940). (see p. 12 of
this publieation.)
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Albuquerque, while Van Ruska’s headquarters
were in. Hot Springs. It is urged that if Van Ruska
had something to be done in Albuquerque it was
only natural for him to ask Cassel to do it and for
Cassel to help him out. Van Ruska had no office
facilities, and Cassel permitted Van Ruska to use
his office, and on oceasion wrote letters on Van
Ruska’s behalf. While, possibly, some of Cassel’s
activities might properly be characterized as
“errgnds,” we find it extremely difficult to
conclude that a certified public accountant so
intimately identified with the accounting profes-
sion as Cassel 7 would permit himself to be used as
a mere runner of errands. Certainly such activities
are incompatible with the practice of public
accounting by an independent accountant. More-
over, Cassel rendered active assistance in at-
tempting to organize the enterprise, suggesting
procedures to be followed and persons to be
- consulted about various aspects of the matter, and
in attending to a large part of the work himself.

We find that Cassel was a promoter of Health
Institute, Inc.t A finding of his lack of independ-
ence follows from Rule 2-01 (b) of Regulation
S-X, which reads as follows:

“The Commission will not recoghize any
certified publie aceountant or public accountant
as independent who is not in fact independent.
For example, an accountant will not be con-
sidered independent with respect to any person
in whom he has any substantial interest, direct
or indirect, or with whom he is, or was during
the period of report, connected as a promoter,
underwriter, voting trustee, director, officer, or
employee.”

Respondents point out that at the time Cassel
engaged in these various activities there was no
thought of registering under the Securities Act and
that it was hoped that the enterprise could be

7 At the date of these proceedings Cassel was & director and
a past president of the New Mexcio Booiety of Certified Public
Accountants; he was also a member of the commitige on
membership and & former Council member of the American
Institute of Accountants,

8 «The term ‘promoter’ includes—

“(s) Any person who, acting slone or in conjunction with
one or more other persons, directly or indirectly takes initia-
tive in founding and organizing the business or enterprise
of an igauer.” Rule 405, General Rules and Regulations under
the Securities Act of 1033 (formerly Rule 455).
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financed in large part by private loans. For
instance, at the time Cassel carried on negotia-
tions with various underwriting firms and an
insurance company it was thought that no publie
offering of securities would be necessary. This
argument is, of course, quite beside the point.
Cassel is not criticized for acting as a promoter.
The impropriety charged, and here sustained, is
that he purported to certify to the financial
statements as an independent aceountant after he
had become so enmeshed in the promotion of the
enterprise that he could no longer have properly
considered himself indehendent.

We have found, among other things, that Cassel
certified the balance sheets of Health Institute,
Inc., as an independent accountant, when he was
not in fact independent; that the certificates
included the statement that his examination was
made in aceordance with generally accepted audit-
ing standards applicable in the circumstances,
when it was not; and that the certificates contained
the statements that the balance sheets conformed
to generally accepted accounting principles and
fairly presented the financial position of the
company, when such was not the case. In short, we
have found that the balance sheets, and Cassel’s
representations with respect thereto were com-
pletely false and misieading. Under these circum-
stances we find that Cassel engaged in improper
professional conduct within the meaning of Rule
I1(e).

We turn to the firm of F. G. Masquelette & Co.
As stated above, Cassel was the resident partner
of the firm in Albuquerque. He made such
examination as was made of the accounting
transactions of Health Institute, Inc., and signed
the certificates applicable to the balance sheets of
the company as at November 20, 1946 and
January 1, 1947, in the name of F, G. Masquelette
& Co. There is no indication in the record, nor does
the record show any contention on the part of
F. G. Masquelette & Co., that Cassel was not
authorized to sign, or that he exceeded his
authority in signing, the certificates in the firm's
name.

In a recent case we held that “where a firm of
public aceountants permits a report or certificate
to be executed in its name the Commission will
hold such firm fully accountable.”® We find that,

® See Accounting Series Release No. 67 (April 18, 1049),
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by reason of Cassel’s activities, the firm of F. G.
Masquelette & Co. engaged in improper profes-
sional conduet within the meaning of Rule I1(e).

Having found that Cassel and F. G. Masquelette
& Co. engaged in improper professional conduct
within the meaning of Rule II{e), we must
determine whether the privilege of practicing
before us should be denied them, temporarily or
permanently,

Under all the circumstances, considering the
nature of the improprieties practiced by Cassel
and the extent of the firm’s responsibility therefor
we think the public interest is appropriately

served by denying F. G. Masquelette & Co. the
privilege of practicing before this Commission for
a period of 30 days from the date of the issuance of
our order, and denying J. E. Cassel the privilege of
practicing before this Commission for a period of 1
year from the date of the issuance of our order.

An appropriate order will issue.

By the Commission {Chairman Haxranan and
Commissioners Mc¢Exmre, Mc¢Dowrawp, and
Rowen).

Orvar L. DuBos,
Secretary.

ORDER TEMPORARILY DENYING ACCOUNTANTS' PRIVILEGE OF PRACTICING BEFORE THE COMMISSION

A proceeding having been instituted by the
Commission pursuant to Rule I(e) of its Rules of
Practice to determine whether respondents, F. G.
Masquelette & Co., of Houston, Texas, a firm of
certified public accountants, and J. E. Cassel, of
Albuquerque, New Mexico, a partner in said firm,
should be disqualified or denied, temporarily or
permanently, the privilege of appearing or prac-
ticing before the Commission;

A hearing having been held after appropriate
notice, and the Commission being fully advised
and having this day issued its findings and opinion
herein:

It Is OrpERED that F'. G. Masquelette & Co. be
and it hereby is denied, for a period of 30 days
from the date hereof, the privilege of appearing
and practicing before the Commission;

I IsFurrser OrpERED that J. K, Cassel be and
he hereby is denied, for a period of 1 year from the
date hereof, the privilege of appearing and
practicing before the Commission.

By the Commission.

Orvar L. DuBois,
Secretary.
June 30, 1949,
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