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pendent accountants of the parent company
may be engaged to examine the financial
statements of the division or subsidiary.
Inquiry has been made whether in the
situation where the financial statements of a
division or subsidiary which represents a
nonmaterial segment of an international
business are examined by another accounting firm or its affiliated firm, Rule 2-01 of
Regulation S-X3 is construed so as to preclude all the partners of such other accounting firm or its affiliated firm from owning
any securities of the parent company of the
subsidiary in order for the other accounting
firm to be considered in depend net as to the
parent company or the subsidiary.

We believe that the purposes of Rule 2-01
would be adequately served by a less restrictive construction. Insofar as ownership of
securities by partners is concerned, the other
accounting firm would be held to· be not
independent only if securities of the parent
company or the subsidiary are owned by any
of the partners of the other accounting firm
or its affiliated firm who are located in the
office which makes the examination of the
division or subsidiary or who are otherwise
engaged in such examination.
This interpretation relates exclusively to
the ownership of securities and does not
extend to any other relationship prescribed
by Rule 2-01.

3 Rule 2-01 of Regulation S-X provides that "an accountant will be considered not independent with respect to any person or any of its parents or subsidiaries
in whom he has, or had during the period of report, any
direct financial interest or any material indirect financial interest." Where the "accountant" is a firm, the
Commission has construed the restriction to apply to
each partner of the firm whether or not he has any
connection with the examination. Note-Rule 2-01 of
Regulation S-X was subsequently revised in Accounting
Series Release No. 125 (June 23, 1972) and the cited
section now reads:

interest or any material indirect financial interest, or
(2) with which, during the period of his professional
engagement to examine the financial statements
being reported on, at the date of his report or during
the period covered by the financial statements, he or
his firm or a member thereof was connected as a
promoter, underwriter, voting trustee, director, officer, or employee, except that a firm will not be deemed
not independent in regard to a particular person if a
former officer or employee of such person is employed
by the firm and such individual has completely disassociated himself from the person and its affiliates and
does not participate in auditing financial statements
of the person or its affiliates covering any period of his
employment by the person. For the purposes of Rule
2-01 the term "member" means all partners in the
firm and all professional employees participating in
the audit or located in an office of the firm participating in a significant portion of the audit."

"an accountant will be considered not independent
with respect to any person or any of its parents, its
subsidiaries, or other affiliates (1) in which, during the
period of his professional engagement to examine the
financial statements being reported on or at the date
of his report, he or his firm or a member thereof had,
or was committed to acqu~re, any direct financial
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Statement Regarding "Restricted Securities"
The Securities and Exchange Commission
today made public the following statement.
"Restricted Securities"
The Commission is aware that many investment companies have been acquiring

substantial quantities of securities that cahnot be offered to the public for sale without
first being registered under the Securities
Act of 1933 ("restricted securities"). For the
year 1968, annual reports filed by registered
investment companies indicate that open
end and closed-end companies together hel
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in excess of. $4.2 billion of restricted equity
securities. Open-end companies~xcluding
exchange funds-accounted for about $3.2
billion of these restricted securities which
represented 4.4 per cent of their total net
assets. The acquisition by investment companies of such securities raises certain problems under the securities laws of which
shareholders, distributors, managements
and directors of these companies should be
aware. This statement discusses these problems. No inference should be drawn from
publication of this statement, however, as to
the desirability or merits of the acquisition
of restricted securities by a registered investment company.
Problems for the Seller
Section 4(2) of the Securities Act of 1933
exempts from the registration requirements
of that Act "transactions by an issuer not
involving any public offering." This is the socalled "private offering" provision in the Securities Act. The securities involved in transactions effected pursuant to this exemption
are referred to as restricted securities because they cannot be resold to the public
without prior registration. They are also
sometimes referred to as "investment letter
securities" because of the practice frequently followed by the seller in such a
transaction, in order to substantiate the
claim that the transaction does not involve a
public offering, of requiring that the buyer
furnish a so-called "investment letter" representing that the purchase is for investment
and not for resale to the general public ..
The private offering exemption of Section
4(2) of the Securities Act is available only
where the offerees do not need the protections afforded by the registration procedure.
As the Court of Appeals for the Second Circuit recently stated in Katz v. Amos Treat &
Co. CCH Fed'!. Sec. Law Rep. ~92,409 (1969):
"The Supreme Court has instructed that
the applicability of the exemption should
turn on whether the particular class of
persons affected need the protection of the
~ct. SEC v. Ralston Purina Co., 346 U. S.
19, 125 (1953)."
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The test of the availability of the' Section
4(2) exemption is whether the offerees are in
such a position with respect to the issuer as
to have access to the kind of information
that would be made available in a registration statement filed pursuant to the Securities Act. This test is no different when the
offeree is an investment company.
Problems for the Buyer
1. The Problems of Valuation

It is critically important that an investment company properly value its portfolio
securities. It is obvious, for example, that
any distortion in the valuation of a restricted
security held by an investment company will
distort the price at which the shares of the
investment company are sold or redeemed. It
is also clear that investment managers who
are compensated on the basis of net asset
value or performance may he unduly compensated if. a restricted security, purchased
at a discount from the market quotation for
unrestricted securities of the same class, is
overvalued. In such a case, investars may
also be misled by the reported performance
of the investment company.
The acquisition of restricted securities by
both open-end and closed-end investment
companies creates serious problems of valuation. Section 2(a)(39) of the Investment Company Act of 1940 and Rule 2a-4 thereunder
requires that in determining net asset value,
"securities for which market quotations are
readily available" must be valued at current
market value while other securities and assets must be valued at "fair value as determined in good faith by the board of direc-·
tors." .
Readily available market quotations refers
to reports of current public quotations for
securities similar in all respects to the securities in question. No such current public /
quotations can exist in the case of restricted
securities. For valuation purposes, therefore,
restricted securities constitute securities for
which market quotations are not readily
available. Accordingly, their fair values must
be determined in good faith by the board of
directors and this obligation necessarily con-
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tinues throughout the period these securities
are retained in the company's portfolio.
Restricted securities should be included in
the portfolio of a company and valued to
determine current net asset value on the
date that the investment company has an
enforceable right to demand the securities
from the seller.
Where the investment company negotiates
the acquisition of the restricted securities
directly with the owner of the securities,
there are three significant dates. The first
occurs when the investment company and
the seller orally agree upon the price and the
amount of the securities (the "handshake
.date"). At this point, there would not seem to
be any enforceable right of the investment
company to demand the securities from the
seller since, in most states, particularly
those which have adopted the Uniform Commercial Code, there is no enforceable right
unless there exists some writing "sufficient
to indicate that a contract has been made for
sale of a stated quantity of described securities at a defined or stated price" (Section 8319(a) of the Uniform Commercial Code). If
the terms of the oral understanding do not
contemplate compliance with any condition
by the seller, it is suggested that the investment company procure, from the seller, a
signed memorandum setting forth the price
and quantity of securities to be sold. Upon
receipt of that memorandum, an enforceable
right would be obtained. The securities
should be valued as of that date.
In those situations where the oral understanding contemplates the execution of a
formal contract of purchase and sale, no
enforceable right exists until the time the
formal contract is signed (the "contract
date"). If the formal contract does not require compliance with any conditions by the
sell~r, an enforceable right is then obtained,
and the securities should be valued as of that
date.
Where the formal contract requires compliance with stated conditions which the investment company believes should not be
waived, no enforceable right is obtained until
the stated conditions are satisfied. In that
situation, the valuation date should be the

date upon which the conditions are satisfied
(the "closing date").
Restricted securities are often purchased
at a discount, frequently substantial, from
the market price of outstanding unrestricted
securities of the same class. This reflects the
fact that securities which cannot be readily
sold in the public market place are less valuable than securities which can be.· sold, and
also the fact that, by the direct sale of restricted securities, sellers avoid the expense,
time and public disclosure which registration
entails.
As a general principle, the current fair
value of restricted securities would appear to
be the amount which the owner might reasonably expect to receive for them upon their
current sale. This depends upon their inherent worth, without regard to the restrictive
feature, adjusted for any diminution in value
resulting from the restrictive feature. Consequently, the valuation of restricted securities at the market quotations for unrestricted securities of the same class would,
except for most unusual situations, be improper.! Further, the continued valuation of
such securities at cost would be improper if,
as a result of the operations of the issuer,
change in general market conditions or otherwise, cost has ceased to represent fair
value. In such circumstances, maintaining
the value of the restricted securities at cost
would mislead investors as to the value of
the portfolio of the investment company
which holds restricted securities.
Instead of valuing restricted securities at
cost or at the market value of unrestricted
securities of the same class, some investment
companies value restricted securities held in
their portfolio by applying either a constant
percentage or an absolute dollar discount to
the market quotation for unrestricted securities of the same class. The automatic valuation of restricted securities by such a
method, however, would also not appear to
1 See Proposed Guidelines For The Preparation 0/
Form N-8B-l, Investment Company Act Release No.
5633, p. 21 (March 11, 1969). Note-The guidelines were
subsequently adopted in Investment Company Act Release No. 7221 (June 9, 1972).
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satisfy the requirement of the Act that each
security, for which a market quotation is not
readily available, be valued at fair value as
determined in good faith by the board of
directors.
Thus; it would 'be improper in valuing restricted securities automatically to maintain
the same percentage discount (from the market quotation for unrestricted securities of
the same; class) that was received when the
restricted securities were purchased, without regaro to other relevant factors such as,
for example, the extent to which the inherent value of the secu'rities may have
changed.
Furthermore, the valuation of restricted
securities by reference to the market price
for unrestricted securities of the same class
assumes that the market price for unrestricted securities of the same class is representative of the fair . value of the securities.
This may not be the case when the market
for the unrestricted' securities is very thin,
i.e., only a limited volume of shares are available for trading. With a thin market, the
news of the investment company's purchase
of the restricted securities may, by itself,
have the effect of stimulating a public demand for the unrestricted securities, the
supply of which has not been increased,. and
thus lead to a spiralling increase in the valuation of both the restricted and unrestricted securities.
Moreover: if in valuing restricted securities, the diminution in value attributable to
the restrictive feature is itself affected by
factors subject to change, such as the length
of time' which must elapse before the investment company may require the issuer to
cause the securities to be registered for public sale, the valuation should reflect any such
changes.
Some companies value restricted securities, acquired at prices below the market
qUotations for unrestr.icted securi~ies of the
s~me class, by automatically amortizing the
dIfference over some chosen period on the
assumption that it will be possible to sell
them at the market price for unrestricted.
s~curities at the expiration of the time pe-;
~Od. Under prevailing conditions, however,
I cannot always be determined either that
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the securities ~ill, in fact,' b~ -effecti:;ely i-egistered .at the' expiration of that period or
that their public sale
otherwlse be ,possible. For example, the issuer may be' unable
or unwilling to register at the. expiration of
the estimated period, and public sale at the
end of that period without registration. may
not be lawful. Consequently, the practice of
automatically amortizing the discount oy~r
an arbitrarily chosen period creates th~ appearance of an appreciation in the value of
the securities which has not, in fact, o~
curred, and, accordingly, is improper.
An undertaking by the issuer to register
the securities within a specified time period
would not diCtate a different result. In view
of the many factors that may alter the date
of the proposed public offering, it is at best
speculative to use such an undertaking alone
as the basis for amortizing the discount.
Similarly, the possible adoption by the
Commission of the more definite holding periods contained in proposed Rules 101, 160,
161, 162, 163, 164, and 180, Securities Act
Release No. 4997 (dated September 15, 1969)
would also not alter the conclusion that amortization of the discount may be improper.
The more definite holding periods there proposed are available only if certain specified
conditions are met.
In summary, there can be no automatic
formula by which an investment company
can value restricted securities in its portfolio
to comply with Section 2(a)(39) and Rule 2a-4.
It is the responsibility of the board of directors to determine the fair value of each issue
of restricted securities in good faith; and the
data and information considered and the
analysis thereof should be retained for inspection by the company's independent auditors .. While the board may, consistent with
this responsibility, determine the method of
valuing each issue of restricted security in
the company's portfolio, it must continuously
review the appropriateness of any method so
determined. The actual calculations may be
made by persons acting pursuant to the direction of the board.

will

2. The Problems of Portfolio Management

In addition to valuation, restricted securi-
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ties present special problems of portfolio
management.
The concept of the Securities Act exemption of a private placement of securities is
premised on the belief that in such a situation the investor has such information concerning the issuer that he is able to fend for
himself without need for the disclosures that
would be provided by an effective registration statement. Correlatively, where the
investor is a registered investment company,
it would seem to be the fiduciary duty of the
persons responsible for the investment decisions of the investment company to obtain,
prior to purchase, the necessary information
to make an independent analysis of the investment merits of the particular restricted
securities. 2 Also, in order to enable the continuing valuation of such securities, the investment company should require the seller
to undertake to provide, to the extent known
to the seller, information on a continuing
basis as to any subsequent private sales of
the issuer's securities. The investment company should also assure itself that it is in the
position to obtain the appropriate financial
information at appropriate times. It is assumed that any public disclosures, such as
that made in periodic reports filed pursuant
to the Securities Exchange Act, are carefully
considered by the investment company portfolio manager.
There is also the paradox of too much
success to consider. For example, if restricted securities rapidly appreciate in
value, perhaps because of an improvement in
the business of the issuer, an investment
company may find instead of having, for
example, 5 per cent of its assets invested in· a
particular company, it has instead, 25 per
cent of its assets in that company. The investment company to which this happens
. suffers a· loss in diversification and may find
that it has become overly sensitive to any
adverse developments in the affairs of that
particular portfolio company.
The foregoing factors in portfolio manage2 See The Value Line Fund v. Marcus (,64·'66 Transfer
Binder) CCH Fed'J. Sec. Law Rep. ~91,523 at p. 94,970
(S.D. N. Y. 1965).

ment relate to both open-end and closed-end
management companies. There are additional special factors that relate only to
open-end companies.
Section 2(a)(31), when read together with
Section 5(a), of the Investment Company Act
requires that the holders of redeemable
shares issued by an open-end investment
company be entitled to receive approximately their proportionate share of the issuer's current net assets, or the cash equivalent thereof, upon presentation of the
security to the issuer or to a person designated by the issuer. Section 22(e) of the Act
provides that, absent specified unusual conditions, payment of the redemption price
must be made within seven days after the
tender of a redeemable security to an investment company or its agent designated ·for
that purpose.
It is desirable that an open-end company
retain maximum flexibility in the choice of
portfolio securities which, on the basis of
their relative investment merits, could best
be sold where necessary to meet redemptions. To the extent that the portfolio consists of restricted securities, this flexibility is
reduced.
Restricted securities may not be publicly
sold-nor can they be distributed to redeeming shareholders as an in-kind redemption.
While they may be sold privately, there may
not be sufficient time to obtain the best price
since the date of payment or satisfaction
may not be postponed more than seven days
after the tender of the company's redeemable securities for redemption. A private sale
within that period may result in the investment company receiving less than its carrying value of the restricted securities. This
would result in a preference in favor of the
redeeming shareholders and a diminution of
the net asset value per share of shareholders
who have not redeemed. Therefore, instead
of arranging a private sale of restricted securities, an open-end company that is· faced
with redemptions may decide to sell unrestricted securities which it would otherwise
have retained on the basis of comparative
investment merit.
Significant holdings of restricted securities
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not only magnify the valuation difficulties
but may also present serious liquidity questions. Because open-end companies hold
them!?elves out at all times as being prepared to meet. redemptions within seven
days, it is essential that such companies
maintain a portfolio of investments that enable them to fulfill that obligation. This requires a high degree of liquidity in the assets
of open-end companies because the extent of
redemption demands or other exigencies are
not always predictable. It has been with this
in mind that the staff of the Commission has
for several years taken the position that an
open-end company should not acquire restricted securities when the securities to be
acquired, together with other such assets
already in the portfolio, would exceed 15 per
cent of the company's net assets at the time
of acquisition. The Commission, however, is
of the view that a prudent limit on any openend company's acquisition of restricted securities, or other assets not having readily
available market quotations, would be 10 per
cent. 3 When as a result of either the increase
in the value of some or all of the restricted
securities held, or the diminution in the
value of unrestricted securities in the portfolios, the restricted securities come to represent a larger percentage of the value of the
company's net assets, the same valuation
and liquidity questions occur. Accordingly, if
the fair value of restricted holdings increases beyond 10 per cent, it would be desirable for the open-end company to consider
appropriate steps to protect maximum flexibility. The Commission will re-examine appropriate limitations in this area in light of
all the policy objectives of the Investment
Company Act.
3. The Problem of Disclosure
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pany Act requires that an investment company include, in its registration statement
filed with the Commission under the Act,
information as to its policy with respect to
"engaging in the business of underwriting
securities issued by other persons." Item 4(c)
of Form N-SB-l requires that a registrant
under the Act describe its policy or proposed
policy with respect to "the underwriting of
securities of other issuers." In response to
this item, registrant's policy with respect to
the acquisition of restricted securities should
be disclosed. 4 In view of the fact that policies
listed under Item 4 are fundamental policies
which cannot be changed without prior
shareholder approval, the importance of
adopting a clear policy with regard to such
investments is apparent.
The prospectus of a registered investment
company should also fully disclose the company's policy with respect to restricted securities. 5 It is also clear that an investment
company which has a policy of acquiring
restricted securities is responsible for full
and adequate disclosure with respect to all
matters relating to the valuation of such
securities. Specifically, there should be included, in a note to the financial statements,
(1) identification of any restricted securities
and the date of acquisition, (2) disclosure of
the methods used in valuing such securities
both at the date of acquisition and the date
of the financial statements, (3) disclosure of
the cost of such securities and the market
quotation for unrestricted securities of the
same class both on the day the purchase
price was agreed to (the so-called "handshake date"), and on the day the investment
company first obtained an enforceable right
to acquire such securities, and (4) a statement as to whether the issuer or the registrant will bear costs, including those in-

Section S(b)(I)(D) of the Investment Com3

'

The Commission is aware that certain open-end com::nies may have acquired restricted securities in excess
10 per cent of net assets. It is assumed that such
Cornp'
.
obI" a~les wIll not undertake commitments, beyond any
Se 19~t~on existing on this date, to acquire restricted
CUfltles un t'l'
hOld'
1, III the normal course of business, such
ass Itngs are not in excess of 10 per cent of current net
e value.

4 See Proposed Guidelines For the Preparation of
Form N-8B-l, Investment Company Act Release No.
5633, p. 7 (March 11, 1969). Note-See Note 1 regarding
the adopted guidelines.
5 See Proposed Guidelines For The Preparation Of
Forms 8-4 and 8-5, Investment Company Act Release
No. 5634, pp. 11, 13 (March 11, 1969). Note-The guidelines were subsequently adopted in Investment Company Act Release No. 7220 (June 9, 1972).
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volved in registration under the Securities
Act, in connection with the disposition of
such securities.
Section 10(b) of the Securities Exchange
Act of 1934 and Rule 10b-5 thereunder makes
it unlawful, among other things, for any
person, in connection with the purchase or
sale of securities, to employ any device,
scheme, or artifice to defraud or to make any
untrue statement of a material fact or to
omit to state a material fact necessary in
order to make the statements made not misleading, or engage in any act, practice, or
course of business which operates or would
operate as a fraud or deceit upon any persons.
The offering price of securities issued by a
management investment company is premised upon the net asset value of such shares
as determined pursuant to Section 2(a)(39) of
the Act and Rule 2a-4 thereunder and is so
represented in its prospectus. The improper
valuation of restricted securities held by
such a company would distort the net asset
value of the shares being offered or, in the
case of an open-end company, redeemed, and
would therefore constitute a fraud and deceit

within the meaning of Section 10(b) and Rule
10b-5.
An open-end company, of course, represents to investors, in its prospectus, that it
will: as required by Section 22(e) of the Act,
redeem its securities at approximate net asset value within seven days after .tender. To
,the extent a material percentage of the assets of an open-end company consist of re. stricted securities which cannot publicly be
sold without registration under the Securities Act, the ability of the company to comply
with the provisions of the Investment Company Act relating to redemption, and to fulfill the implicit representations made in its
prospectus with respect thereto, may be adversely affected. 6 In any such situation, the
investment company concerned and the persons responsible for the sale of its securities
should give careful consideration to the possible application of the provisions of Section
10(b) of the Exchange Act and Rule 10b-5
thereunder.
6 See Proposed Guidelines For The Preparation Of
Form N-8B-l, Investment Company Act Release No.
5633, p. 7 (March 11, 1969). Note-See Note 1 regarding
the adopted guidelines.
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SECURITIES ACT OF 1933
Release No. 5035

SECURITIES EXCHANGE ACT OF 1934
Release No. 8788
Adoption of Amendments to Rule 6-02-9 of Article 6 of Regulation S-X and Rule 2a-4 under the
Investment Company Act of 1940 with Respect to Provision by Registered Investment Companies
for Federal Income Taxes
On August 20, 1969, the Securities and
Exchange Commission published notice (Investment Company Act Release No. 5780)
that it had under consideration the amendment of Rule 6-02-9 of Article 6 of Regulation
S-X and a related amendment of Rule 2a-4
under the Investment Company Act of 1940
("Act").

Article 6 of Regulation S-X governs the
form and content of financial statements
. s
filed by management investment compame.
(other than those which are issuers of perIodic payment plan certificates) under the
Act, the Securities Act of 1933 and the Secui
rities Exchange Act of 1934. Rule 6-02~9. 0
Article 6 requires that appropriate provISIon
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shall be made in the financial statements of
such companies for Federal income taxes.
Rule 2a-4 under the Act defines the term
"current net asset value" of redeemable securities issued by registered investment
companies us~d in computing periodically
the current price of such securities for the
purpose of distribution, redemption, and repurchase. Subparagraph (a)(4) of Rule 2a-4
provides that in computing such current net
asset value expenses shall be included to the
date of calculation.
The proposed amendment of Rule 6-02-9 of
Regulation S-X would specifically provide
that a company which retains realized capital gains and designates such gains as a
distribution to shareholders in accordance
with Section 852(b)(3)(D) of the Internal Revenue Code ("Code") shall, on the last day of
its taxable year (and not earlier), make provision for taxes on such undistributed capital
gains realized during such year. The amendment would also revise the reference in Rule
6-02-9 to the section of the Code defining a
company's status as a "regulated investment
company" to its present designation of Subtitle A, Chapter 1, Subchapter M. The proposed amendment of Rule 2a-4 under the Act
would add a sentence to subparagraph (a)(4)
to require that appropriate provision shall be
made for Federal income taxes in accordance
w~th Rule 6-02-9 of Regulation S-X.
The primary purpose of the proposed
amendment is to assure that regulated investment companies excepted by provisions
of the Code from payment of Federal income
taxes on net income and realized gains distributed to shareholders will make appropriate provision for taxes on any realized undistributed capital gains designated as
distributions to sharehold,ers under the provisions of the Code. Most regulated investm~nt companies follow the practice of distnbuting
realized
capital
gains
to
s~areholders, thereby relieving such compantes of the payment of Federallncome taxes
o~ Such gains. However, under the pro vi~~ons of S~ction 852(b)(3)(D) of the Code, a
t gulated Investment company which elects
t~l do ~o may retain realized long-term capig . gaIns and, in effect, pay the tax on those
aIns on behalf of the shareholders. Every
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such shareholder at the close of the company's taxable year shall include in his tax
return his pro rata portion of the company's
realized capital gains as if it had been distributed to him, accrue his capital gains tax
thereon, and elsewhere in his tax return is
allowed credit or refund for his pro rata
share of the capital gains tax which has been
paid for his benefit by the company but
which is deemed to have been paid by him.
At the same time, such shareholder shall
increase the tax basis of his shares by the
excess of his pro rata portion of the realized
gains over the tax credit or refund allowed to
him.
The question of the appropriate method of
tax accrual or adjustment of net asset value
by ihvestment companies which retain realized capital gains under Section 852(b)(3)(D)
of the Code was considered by the National
Association of Investment Companies (the
predecessor to the present Investment Company Institute) and the Committee on Relations with the S.E.C. of the American Institute of Accountants in 1956 following the
enactment of the provisions of the Code in its
present form. On November 2, 1956, the Association sent a memorandum to its members stating in part that the question had
been considered by the Committee which was
of the opinion that, since for a company
intending to
proceed
under
Section
852(b)(3)(D) the tax on realized undistributed
capital gains would be on the shareholder
and not the company, no allowance need be
made, either for possible Federal income tax
on unrealized appreciation or for Federal
income tax on capital gains realized during
the year. The memorandum stated that at
the end of a company's taxable year the
Federal income tax to be paid on realized but
undistributed capital gains would be carried
in an accrual account until paid.
The above procedure is followed as the
generally accepted accounting practice by
regulated investment companies which elect
to retain realized capital gains and pay the
tax on behalf of shareholders. Most of such
companies are capital exchange funds which
issued their shares for securities in tax-free
exchanges and which are not making public
offerings of shares. Of a total 34 active ex-
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change funds, 30 elected for their fiscal years
ended in 1968 to retain realized capital gains,
in whole or in part, and pay the tax on behalf
of the shareholders. All except four of these
exchange funds followed the practice of making provision for such taxes on the last day
of the taxable year. The four funds which did
not follow the general practice, made provision for ta;xes on realized undistributed capital gains throughout the year as the gains
were realized.
The proposed amendments to the rules
would codify the generally accepted practice
of making provision, on the last day of the
taxable year of the investment company, for
taxes on realized undistributed capital gains
designated as distributions to shareholders.
The amended rules would not affect the
rights of any person who may have redeemed
shares prior to the adoption of the amendments.
Under the provisions of the Code, the taxes
on realized capital gains retained by the
company are payable by the company only
on behalf of those persons who are shareholders on the last day of the taxable year in
which the gains were realized. It is only
those persons who are shareholders on the
last day of the taxable year who are deemed
under the provisions of the Code to have paid
the tax imposed on the designated capital
gains retained by the company and who,
accordingly, are allowed credit or refund for
the tax so deemed to have been paid by them
and are entitled to increase the tax basis of
their shares by the excess of their pro rata
portion of the realized gains over the tax
credit or refund allowed to them. Accrual of
the tax by the company at any time prior to
the last day of its taxable year therefore
reduces the net asset value of the shares of
~lOlders who redeem or sell their shares durmg the year and who consequently receive
no credit for the tax so accrued.
After consideration of the comments and
suggestions received from interested persons, the Commission has determined to
adopt the amendments to the rules.
The amendment of Rule 6-02-9 of Article 6
of ~egulation S-X is adopted pursuant to
SectIOns 8, 30, 31(c) and 38(a) of the Investment Company Act of 1940; Sections 7 and

19(a) of the Securities Act of 1933; and Sections 12, 13, 15(d), and 23(a) of the Securities
Exchange Act of 1934. The proposed amendment of Rule 2a-4 under the Investment
Company Act of 1940 is adopted pursuant to
Sections 22 and 38(a) of that Act.
The rules as amended are set forth below.
Rule 6-02-9 of Article 6 of Regulation S-X is
amended to read as follows:
9. Federal income taxes.-Appropriate
provision shall be made, on the basis of the
applicable tax laws, for Federal income
taxes that it is reasonably believed are, or
will become, payable in respect of (a) current net income, (b) realized gain on investments and (c) unrealized appreciation
on investments. The company's status as a
"regulated investment company" as defined in Subtitle A, Chapter 1, Subchapter
M of the Internal Revenue Code as
amended shall be stated in a note referred
to in the appropriate statements. Such
note shall also indicate briefly the principal present assumptions on which the company has relied in making or not making
provisions for such taxes. However, a company which retains realized capital gains
and designates such gains as a distribution
to shareholders in accordance with Section
852(b)(3)(D) of the Code shall, on the last
day of its taxable year (and not earlier),
make provision for taxes on such undistributed capital gains during such year.
Subparagraph (a)(4) of Rule 2a-4 under the
Investment Company Act of 1940 is amended
so that paragraph (a) and subparagraph
(a)(4) read as follows:
(a) The current net asset value of any
redeemable security issued by a registered
investment company used in computing periodically the current price for the purpose
of distribution, redemption, and repurchase means an amount which reflects calculations, whether or not recorded on the
books of account, made substantially in
accordance with the following, with estimates used where necessary or appropriate:

* * * * *
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(4) Expenses, including any investment advisory fees, shall be included to
date of calculation. Appropriate provision shall be made for Federal income
taxes in accordance with Rule 6-02-9 of
Regulation:·S-Xo

*****

209

Act shall be effective so that after the date of
adoption of the amendments (December 31,
1969) no further provision shall be made for
taxes in the circumstances stated in the
amendment to Rule 6-02-9 except on the last
day of the taxable year.
By the Commission.

The amendments to Rule 6-02-9 of Article 6
of Regulation S-X and Rule 2a-4 under the

ORVAL L. DuBoIS
Secretary

RELEASE NO. 115
February 19, 1970
SECURITIES ACT OF 1933
Release No. 5049

Certification of Financial Statements
There have recently been filed with the
Commission a number of registration statements under the Securities Act of 1933 which
include accountants' opinions that are qualified as to matters of such significance to the
registrant that there is serious question as
to whether the certificate meets the requirements of Rule 2-02 of Regulation S-X.
The following is the pertinent part of an
accountant's report as to the type of situation to which reference is made:
"Substantial losses have been experienced
during the past four years and nine
months and continuation of the business is
dependent upon the Company's attaining
sufficiently profitable operations and/or
additional capital to satisfy all of its liabilities as they become due.
"In our opinion, subject to the Company's
ability to attain profitable operations and/
or to successfully obtain additional capital,
the
accompanying
financial
statements ... "
,
The Commission, of course, does not expect
~ accountant to express any opinion as to
e future earnings of the registrant. HoweVer
.
m ' wh ere, as here, the financIal
statee~ts
are
prepared
on
a
"going
concern"
baSlS whol
,
1 e at the same tIme the accoun0

tant's opinion is so qualified as to indicate
serious doubt as to whether or not the preparation of financial statements on that basis
is warranted, then a significant question
arises as to whether the financial statements
are certified as required by Schedule A of the
Securities Act of 1933 and the rules and
regulations thereunder.
Rule 2-02(c) of Regulation S-X states that
"The accountant's certificate shall state
clearly: (i) the opinion of the accountant in
respect of the financial statements covered
by the certificate and the accounting principles and practices reflected therein ... "1 In
Accounting Series Release No. 90, the Commission reached a conclusion as to certification requirements as follows:
"If, as a result of the examination and the
conclusions reached, the accountant is not
in a position to express an affirmative
opinion as to the fairness of the presenta-

1 Rule 2-02(c) was subsequently revised in Accounting
Series Release No. 125 (June 23, 1972) and the quoted
portion now reads: "The accountant's reports shall state
clearly: (1) the opinion of the accountant in respect of
the financial statements covered by the report and the
accounting principles and practices reflected therein;
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tion of earnings year by year, the registration statement is defective because the
certificate does not meet the requirements
of Rule 2-02 of Regulation S-X."
The problem is an important one. If the
business will not continue and the proceeds
of the present offering will simply be used to
pay existing creditors, then the offering may
be deceptive to the public. The Commission
does not expect accountants to express opinions that are unwarranted in the circumstances. Indeed, if there is a question as to
whether the business will continue, no
amount of changing the accountant's certificate would appear to solve the underlying
problem.
The Commission has concluded that a registration statement under the 1933 Act will
be considered defective because the certifi-

cate does not meet the requirements of Rule
2-02 of Regulation S-X when the accountant
qualifies his opinion because of doubt as to
whether the company will continue as a
going concern. The Commission does not intend to preclude companies with pressing
financial problems from raising funds by
public offerings of securities. It does, however, believe it clear that an accountant's
report cannot meet the certification requirements of the 1933 Act unless the registrant
can arrange its financial affairs so that the
immediate threat to continuation as a going
business is removed. The independent accountant must be satisfied that it is appropriate to use conventional principles and
practices for stating the accounts on a going
concern basis before a registration statement under the 1933 Act can be declared
effective.

RELEASE NO. JIG
April 13, 1970
INVESTMENT COMPANY ACT OF 1940
Release No. 6026
Disclosure Concerning "Restricted Securities"
On October 21, 1969, the Commission issued a statement (Investment Company Act
Release No. 5847; Accounting Series Release
No. 113) which discusses the problems created by purchasing and holding restricted
securities by such companies. One section of
this release deals with The Problem of Disclosure and enumerates specific information
regarding these securities which should be
included in the financial statements. 1
1 The pertinent language of that Release is:
"It is also clear that an investment company which has
a policy of acquiring restricted securities is responsible
for full and adequate disclosure with respect to all
matters relating to the valuation of such securities.
Specifically, there should be included in a note to the
financial statements, (1) identification' of any restricted
securities and the date of acquisition, (2) disclosure of
the methods used in valuing such securities both at the
date of acquisition and the date of the financial statements, (3) diaclosure of the cost of such securities and

Although the release refers only to disclosures to be made in a prospectus, the principle set forth in the release is also applicable
to lists of portfolio securities contained in
registration statements filed pursuant to
Section 8(b) of the Investment Company Act
of 1940 ("Act"), reports filed with the Commission and reports mailed to shareholders
pursuant to Section 30 of the Act, sales literature distributed to existing and prospective
investors under Section 24(b) of the Act, and
in proxy statements filed pursuant to Section 20 of the Act. Consequently, the disclothe market quotation for unrestricted securities of the
same class both on the day the purchase price was
agreed to (the so-called "handshake date"), and on the
day the investment company first obtained an enforceable right to acquire such securities, and (4) a statement
as to whether the issuer or the registrant will bear
costs, including those involved in registration under the
Securities Act, in connection with the disposition of such
securities."
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sure requirements set forth in its release of
October 21, 1969 will be applied by the Commission to lists of portfolio securities set
forth not only in registration statements, but

also in reports to the Commission and to
shareholders, in sales literature and in proxy
statements. Registered investment companies should act accordingly.

RELEASE NO. 117
October 14, 1970
SECURITIES ACT OF 1933
Release No. 5090

SECURITIES EXCHANGE ACT OF 1934
Release No. 8997

PUBLIC UTILITY HOLDING COMPANY ACT OF 1935
Release No. 16857
Adoption of Article llA of Regulation S-X
The Securities and Exchange Commission
today adopted an amendment to Regulation
S-X consisting of a new section designated
Article llA to govern the content of statements of source and application of funds, for
which a requirement has recently been
adopted in certain registration and reporting
forms under the Securities Act of 1933 and
the Securities Exchange Act of 1934.
The adoption of a requirement for certified
statements of source and application of
funds in the registration and reporting forms
was an implementation of a recommendation
contained in the Disclosure Policy Study report submitted to the Commission last year.
In 1963 the Accounting Principles Board of
the American Institute of Certified Public
Accountants, in its Opinion No.3, stated its
belief that a statement of source and application of funds should be presented as supplemental information in financial reports, but
indicated that inclusion was not mandatory
and coverage of the statement in the report
of the certifying accountant was optional.
The opinion was endorsed by the New York
~~oCk ~xchange and by the Directors of the
Inanclal Analysts Federation. A survey by
t~e Institute (Accounting Trends and Tech~~qUe8, 196~) o~ t~e 1968 annual reports of
. 0 ~ompallles mdIcated that 535 (89%) comPaOIes presented a funds statement with

their financial statements and that such
statements were .covered in the auditor's report in 443 (83%) of the cases.
The amendment was published in preliminary draft form for public comment on September 15, 1969, in Securities Act Release
No. 4998 (Securities Exchange Act Release
No. 8686 and Public Utility Holding Company
Act Release No. 16460). A number of helpful
comments have been received and were carefully considered in the preparation of the
definitive article.
This amendment is adopted pursuant to
authority conferred on the Securities and
Exchange Commission by the Securities Act
of 1933, particularly Sections 6, 7, 8, 10, and
19(a) thereof; the Securities Exchange Act of
1934, particularly Sections 12, 13, 15(d), and
23(a) thereof; and the Public Utility Holding
Company Act of 1935, particularly Sections
5(b), 14, and 20(a) thereof.
(The text of Article llA is omitted.)
The amendment shall be effective with respect to registration statements and reports
filed with the Commission after December
31,1970.
By the Commission.
ORVAL L.

DuBoIS
Secretary

212

SECURITIES AND EXCHANGE COMMISSION

RELEASE NO. 118
December 23, 1970
INVESTMENT COMPANY ACT OF 1940
Release No. 6295

SECURITIES ACT OF 1933
Release No. 5120

SECURITIES EXCHANGE ACT OF 1934
Release No. 9049
Accounting for Investment Securities by Registered Investment Companies
The Securities and Exchange Commission
today announced the publication of its views
relating to some of the more important questions concerning the accounting by registered investment companies for investment
securities in their financial statements and
in the periodic computations of net asset
value for the purpose of pricing their shares.
The questions relate both to the amounts at
which investment securities should be carried and to the circumstances under which
individual securities may be included among
the assets. This release discusses certain accounting matters in order to give additional
guidance to the management of investment
companies, as well as certain related auditing procedures which are considered appropriate for the guidance of independent accountants. A release was issued by the
Commission on October 21, 1969 1 on the specific subject of the problems relating to socalled "restricted securities," i.e., those
which must be registered under Section 5 of
the Securities Act of 1933 prior to public
sales, and the discussion of valuation herein
does not alter any of the special considerations applicable to such securities as discussed in that release.
The financial statements of registered investment companies appearing in registration statements, proxy statements, and annual reports filed with the Commission are
governed by various provisions of the InvestI Investment Company Act Release No. 5847; Accounting Series Release No. 113. See also a supplementary
release issued on April 13, 1970, Investment Company
Act Release No. 6026; Accounting Series Release No.
116.
Note. See letter to the American Institute of Certified
Public Accountants, p. 217, of this publication.

ment Company Act of 1940 (the "Act"), the
rules thereunder, and by Regulation S-X,
Article 6 of which sets forth accounting rules
applicable to such companies. While Regulation S-X does not by its terms apply to periodic reports to stockholders, Section 30(d) of
the Act provides that such reports "shall not
be misleading in any material respect in the
light of the reports" (including annual reports) required to be filed under Section 30(a)
and (b). To the extent that any provisions in
an investment company's articles of incorporation, trust indenture or other governing
legal instruments specify accounting procedures inconsistent with those required by
Regulation S-X, the latter must be followed
in accordance with Rule 6-02-1 thereof.

Inclusion of Securities in the Portfolio
The statement of assets and liabilities of a
registered investment company comprises,
for the most part, not only investments in
securities which are held by a custodian or
are on hand, but also frequently includes
securities as to which contracts to purchase
have been entered into but which have not
been received. Securities held by a custodian
or are on hand, but also frequently includes
securities as to which contracts to purchase
have been entered into but which have not
been received. Securities held by a custodian
or on hand that have been contracted to be
sold are excluded from the investments in
such statement. In the ordinary transaction
through a broker, recording the transaction
on the date the broker advises the investment company that the securities have been
purchased or sold (the "trade da\;e"), rather
than when delivery is made or due (the "settlement date"), is the established and accept-
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able practice in investment company accounting.
In r.he case of purchases or sales of securities other than in the usual brokerage transactior..s, the date on which the investment
company obtains an enforceable right to demand the securities or the payment therefore-the date the transaction should be recorded-is sometimes difficult to determine.
The considerations involved in determining
such transaction date are similar to those
discussed in the aforementioned release No.
113 on restricted securities. When a question
arises as to the date an enforceable right is
obtained by the investment company, an opinion of legal counsel as to when the right occurred should normally be obtained by the
company's management and made available to
the independent accountant. Such an opinion
should be in writing, and a copy should be.ineluded in the accountant's working papers.
Where the propriety or validity of an investment in a security by an investment
company is questionable because of particular provisions of the Act, or state law, or the
company's investment policy or other representations as stated in its filings with the
Commission, or legal obligations in respect of
a contract or transaction, a written opinion
of legal counsel should also be obtained by
the company's management, made available
to the independent accountant, and a copy
included in the working papers. If the questions of propriety or validity are not satisfactorily resolved, the circumstances of the investment should be disclosed in the financial
statements or notes thereto.
Securities held by the company or its custodian should be substantiated by the company's independent accountant in the course
of an audit by inspection Qf such securities or
by obtaining confirmation from a custodian
which maintains the securities in custody
pursuant to clause (1) of Section 17(f) of the
Act. When securities contracted to be purchased but not yet received are included in
the statement of assets and liabilities confirma t·Ion of the contract to purchase should
'
be
obt aIned
.
from the bank,' broker, or other
Person responsible for the delivery of such
hsecu rI't'les. Where satisfactory confirmation
as been received, audit procedures nor-
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mally need not be extended to obtain evidence of subsequent receipt of the securities
by the company or its custodian unless additional substantiation is considered necessary
by the independent accountant under the
circumstances. Where satisfactory confirmation has not been received, subsequent receipt of such securities should be substantiated by other appropriate procedures.
In accordance with Section 30(e) of the Act,
the certificate of the company's independent
accountant should include a brief statement
concerning the substantiation of securities
owned. Except for securities contracted to be
purchased but not received, the certificate
should state that the securities were either
inspected by the independent accountant or,
where the company's securities were maintained in custody pursuant to clause (1) of
Section 17(f) of the Act, were confirmed to
him by the custodian. In the case of securities contracted to be purchased but not received by the company or its custodian, reference should be made to confirmation by
banks, brokers, or others or to alternative
procedures, as appropriate in the circumstances.

Valuation of Securities

Under Rule 6-02-6 of Regulation S-X, the
statements of assets and liabilities of openend investment companies must reflect all
assets at value, showing cost parenthetically, while closed-end companies may elect
to use either this basis or to reflect all assets
at cost, showing value parenthetically.
"Value" is defined in Section 2(a)(39)2 of
the Act. For purposes of determining the
amounts at which securities and other assets
are carried in the statements of assets and
liabilities included in annual and other reports and in registration statements filed by
investment companies, "value" is defined in
pertinent part as: "(i) with respect to securities for which market quotations are readily
available, the market value of such securi2 Section 2(a) (39) was redesignated 2(a) (41), effective
December 14, 1970, Public Law 91-547, sections 2(a)(2), 84
Stat. 1413.
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ties; and (ii) with respect to other securities
and assets, fair value as determined in good
faith by the board of directors ... " This definition is also used in Rule 2a-4 under the Act
as the required basis for computing periodically the current net asset value of redeemable securities of investment companies for
the purpose of pricing their shares.
In some circumstances value can be determined fairly in more than one way. Hence,
the standards set forth below should be considered as guidelines, one or more of which
may be appropriate in the circumstances of a
particular case. These standards should be
followed, and a company's stated valuation
policies should be consistent with them. Any
variation from the standards should be disclosed in the financial statements or notes
thereto even though the variation is in accordance with the company's stated valuation policy. In addition, any deviation from
a stated valuation policy, whether or not in
conformity with the standards, should be
disclosed in the financial statements or notes
thereto.
Securities Listed or Traded on a National
Securities Exchange
Ordinarily, little difficulty should be experienced in valuing securities listed or traded
on one or more national securities exchanges, since quotations of completed
transactions are published daily. If a security was traded on the valuation date, the
last quoted sale price generally is used. In
the case of securities listed on more than one
national securities exchange the last quoted
sale, up to the time of valuation, on the
exchange on which the security is principally
traded should be used or, if there were no
sales on that exchange on the valuation
date, the last quoted sale, up to the time of
valuation, on the other exchanges should be
used. With respect to the time of valuation
Rule 22c-l under the Act requires that current net asset value shall be computed not
less frequently than once daily as of the time
of the close of trading on the N ew York Stock
Exchange.
If there was no sale on the valuation date
but published closing bid and asked prices

are available, the valuation in such circumstances should be within the range of these
quoted prices. Some companies as a matter
of general policy use the bid price, others use
the mean of the bid and asked prices, and
still others use a valuation within the range
considered best to represent value in the
circumstances; each of these policies is acceptable if consistently applied. Normaliy, it
is not acceptable to use the asked price
alone. Where, on the valuation date, only a
bid price or an asked price is quoted or the
spread between bid and asked prices is substantial, quotations for several days should
be reviewed. If sales have been infrequent or
there is a thin market in the security, further consideration should be given to
whether "market 'quotations are readily
available." If it is decided that they are not
readily available, the alternative method of
valuation prescribed by Section 2(a)(39}"fair value as determined in good faith by
the board of directors"-should be used.
Over-the-Counter Securities
Quotations are available from various
sources for most unlisted securities traded
regularly in the over-the-counter market.
These sources include tabulations in the financial press, publications of the National
Quotation Bureau and the "Blue List" of
municipal bond offerings, several financial
reporting services, and individual brokerdealers. These quotations generally are in
the form of inter-dealer bid and asked prices.
Because of the availability of mUltiple
sources, a company frequently has a greater
number of options open to it in valuing securities traded in the over-the-counter market
than it does in valuing listed securities. A
company may adopt a policy of using a mean
of the bid prices, or of the bid and asked
prices, or of the prices of a representative
selection of broker-dealers quoting on a particular security; or it may use a valuation
within the range of bid and asked prices
considered best to represent value in the
circumstances. Any of these policies is acceptable if consistently applied. Normally,
the use of asked prices alone is not acceptable.
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Orqinarily, quotations for a security
should be obtained from more than one broker-dealer, particularly if quotations are
available only from broker-dealers not
known' to be established market-makers for
that security, and quotations for several days
should be reviewed. If the validity of the
quotations appears to be questionable, or if
the number of quotations is such as to indicate that there is a thin market in the security, further consideration should be given to
whether "market quotations are readily
available." If it is decided that they are not
readily available, the security should be considered one required to be valued at "fair
value as determined in good faith by the
board of directors."
Securities Valued "in Good Faith"
To comply with Section 2(a)(39) of the Act
and Rule 2a-4 under the Act, it is incumbent
upon the Board of Directors to satisfy themselves that all appropriate factors relevant
to the value of securities for which market
quotations are not readily available have
been considered and to determine the
method of arriving at the fair value of each
such security. To the extent considered necessary, the board may appoint persons to
assist them in the determination of such
value, and to make the actual calculations
pursuant to the board's direction. The board
must also, consistent with this responsibility,
continuously review the appropriateness of
the method used in valuing each issue of
secudty in the company's portfolio. The directors must recognize their responsibilities
in this matter and whenever technical assistance is requested from individuals who are
not directors, the findings of such individuals
~ust be carefully reviewed by the directors
In order to satisfy themselves that the resulting valuations are fair.
No single standard for determining "fair
v.alue ... in good faith" can be laid down,
SInce fair value depends upon the circumst~nc.es of each individual case. As a general
prInCIple, the current "fair value" of an issue
~~ securities being valued by the Board of
w~,ectors would appear to be the amount
lch the Owner might reasonably expect to
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receive for them upon their current sale.
Methods which are in accord with this principle may, for example, be based on a multiple
of earnings, or a discount from market of a
similar freely traded security, or yield to
maturity with respect to debt issues, or a
combination of these and other methods.
Some of the general factors which the directors should consider in determining a valuation method for an individual issue of. ~ecu~j.: __
ties include: 1) the fundamental analytical
data relating to the investment, 2) the nature and duration of restrictions on disposition of the securities, and 3) an evaluation of
the forces which influence the market in
which these securities are purchased and
sold. Among the more specific factors which
are to be considered are: type of security,
financial statements, cost at date of purchase, size of holding, discount from market
value of unrestricted securities of the same
class at time of purchase, special reports
prepared by analysts, information as to any
transactions or offers with respect to the
security, existence of merger proposals or
tender offers affecting the securities, price
and extent of public trading in similar securities of the issuer or comparable companies,
and other relevant matters.
This release does not purport to delineate
all factors which may be considered. The
directors should take into consideration all
indications of value available to them in
determining the "fair value" assigned to a
particular security. 3 The information so considered together with, to the extent practicable, judgment factors considered by the
board of directors in reaching its decisions
should be documented in the minutes of the
directors' meeting and the supporting data
retained for the inspection of the company's
independent accountant.
Auditing Security Valuations
In the case of securities for which market
quotations are readily available, the inde-

3 With regard to restricted securities, consideration
should be given to the discussion in the release on this
subject (see Note 1 supra),
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pendent accountant should independently
verify all the quotations used by the company at the balance sheet date and satisfy
himself that such quotations may properly
be used under the standards stated above.
In the case of securities carried at "fair
value" as determined by the Board of Directors in "good faith," the accountant does not
function as an appraiser and is not expected
to substitute his judgment for that .of the
company's directors; rather, he should review all information considered by the board
or by analysts reporting to it, read relevant
minutes of directors' meetings, and ascertain
the procedures followed by the directors. If
the accountant is unable to express an unqualified opinion because of the uncertainty
inherent in the valuations of the securities
based on the directors' subjective judgment,
he should nevertheless make appropriate
mention in his certificate whether in the
circumstances the procedures appear to be
reasonable and the underlying documentation appropriate.
When considering values assigned to securities by the company, the independent accountant should consider any investment
limitations or conditions on the acquisition
or holding of such securities which may be
imposed on the company by the Act, by its
certificate or by-laws, by contract, or by its
filings with the Commission. If such restrictions are met by a narrow margin, the independent accountant may need to exercise
extra care in satisfying himself that the evidence indicates that the security valuation
determinations were not biased to meet
those restrictions.

Investments in Affiliates or Affiliated Persons
Various rules of Regulation S-X require
that the financial statements of an investment company state separately investments
in, investment income from, gain or loss on
sales of securities of, and management or
other service fees payable to, (a) controlled
companies and (b) other "affiliates." As

stated in Rule 6-02-4 of Regulation S-X, the
term "affiliate" means an affiliated person
as defined in Section 2(a)(3) of the Act, and
the term "control" has the meaning given in
Section 2(a)(9) of the Act. The term "affiliated person" is defined in Section 2(a)(3) of
the Act in such a manner as to encompass
such control relationships and also the direct
or indirect ownership of five percent or more
of the outstanding voting securities of an
issuer. An affiliated person as there defined
also includes any officer, director, partner,
co-partner, or employee or, with respect to
an investment company, any investment adviser or member of an advisory board
thereof.
In ascertaining the existence of any such
affiliations, the independent accountant
should consider the facts obtained during the
course of an audit and also make inquiries of
the company's management; and his working
papers should include written representations from the management as evidence of
such inquiries. The representations should
be in the form of a statement that the company, except to the extent indicated, (i) does
not own any securities either of persons who
are directly affiliated, or, to the best information and belief of management, of persons
who are indirectly affiliated, (ii) has not received income from or realized gain or loss
on sales of investments in or indebtedness of
such persons, (iii) has not incurred expenses
for management or other service fees payable to such persons, and (iv) has not otherwise engaged in transactions with such persons. Where there is a question as to the
existence of an affiliation, a written opinion
of legal counsel should be obtained by the
company's management, made available to
the independent accountant, and a copy included in the working papers. Regulation SX requires disclosure in the financial statements or notes thereto of details of such
investments and transactions.
By the Commission.
ORVAL

L. DuBoIS
Secretary
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December 16,1970
MR. ROBERT M. MAYNARD, Chairman,
Committee on Investment Companies
American Institute of Certified
.
Public Accountants
666 Fifth Avenue
New York, NY 10019
DEAR MR. MAYNARD:

I want to· thank you and your committee
for the assistance you have given us in developing a much needed Accounting Series Release on Accounting for Investment Securities by Registered Investment Companies
which the Commission has approved for publication.
The Commission has considered your committee's suggestions with particular reference to the circumstances in which a "subject to" opinion would be appropriate. I am
authorized to advise you that the "subject
to" form of qualified opinion may be used
when an investment company's portfolio includes a significant amount represented by
securities for which market quotations are
not readily available and when the auditor is
satisfied that the procedures followed and
the information obtained are adequate to
enable the board of directors to value the
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securities but is unable to form an opinion as'
to the fairness of the specific values deter-'
mined in good faith by the board of directors ..
As developed in our conversations, an opinion in the following form, introduced by the
standard scope paragraph, in the interests of
uniformi.ty of language should be used:
As discussed more fully in Note 1 to the
financial statements, securities amounting
to $
% of net assets) have been
valued at fair value as determined by the
Board of Directors. We have reviewed the
procedures applied by the directors in valuing such securities and have inspected
underlying documentation; while in the
circumstances the procedures appear to.be
reasonable and the documentation appropriate, determination of fair values. involves subjective judgment which is not
susceptible to substantiation by auditing
procedures.
In our opinion, subject to the effect on the
financial statements of the valuation of
securities determined by the Board of Directors as described in the preceding paragraph, the (financial statements) present
fairly ...

<-

Sincerely,

ANDREW BARR,

Chief Accountant

RELEASE NO. 119
June 15, 1971
SECURITlfES ACT OF 1933
Release No. 5158

SECURITIES EXCHANGE ACT OF 1934
Release No. 9210

Computation of Ratio of Earnings to Fixed Charges
"
't~ertain registration forms under the Secushowing of such a ratio. There have recently
~~ les Act of 1933 require, where debt securibeen filed with the Commission a number of
rlet~ are to be registered, a statement of the
registration statements wherein the regis.
trants, in computing the ratio of earnings to
rea 10
. of earnmgs
to filxed charges. Certain
~stration
and
report
forms
under
the
Sefixed charges, have deducted from fixed
Curltie
E
s Xchange Act of 1934 permit the
charges amounts comprising (1) interest in-
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been considered in the light of the purposes
come or investment income earned on funds
for
which ratios of earnings to fixed charges
in excess of the requirements for working .
are
used and the Commission has detercapital and (2) gains on retirement of debt at
mined that the reduction of fixed charges by
less than its principal amount. In some cases
the amount of either actual or imputed interregistrants have, in computing the pro forma
est or investment income or debt retirement
ratio, imputed interest or investment income
gains for the purpose of computing fixed
on amounts of funds to be obtained from the
charge ratios results in incorrect ratios and
registered offering which is in excess of the
is therefore inappropriate. Accordingly, such
immediate requirements for debt retirement
reductions will no longer be deemed acceptaor capital expenditures and have deducted
ble in registration statements or reports
such imputed income from the pro forma
filed with the Commission.
fixed charges in computing the pro forma
ratio of earnings to fixed charges.
By the Commission.
The propriety of reducing fixed charges by
THEODORE L. HUMES
amounts representing interest or investment
Associate Secretary
income or gains on retirement of debt has

RELEASE NO. 120
July 15, 1971
INVESTMENT COMPANY ACT OF 1940
Release No. 6620

SECURITIES EXCHANGE ACT OF 1934
Release No. 9250

Notice of Revision of Annual Report Form N-IR for Management Investment Companies and
Withdrawal of Proposal to Amend Rule 30a-l
NOTICE IS HEREBY GIVEN that the
Securities and Exchange Commission has
adopted certain revisions of Form N-IR for
annual reports of most registered management investment companies and has withdrawn its proposal to amend Rule 30a-1. Notices of the proposed reVISIons were
published in Investment Company Act Release Nos. 6284 on December 16, 1970, and
6349 on February 16, 1971, in which interested persons were invited to submit written
statements of their views and comments.
The revisions of Form N-IR require more
explicit information with respect to the registration of investment company shares; the
processing of orders for sales, redemptions
and repurchases of such shares; and investment company portfolio transactions generally and in "restricted securities." Information relating to the status of shareholder
accounts and the processing of shareholder
inquiries is also required. The Opinion of the
Independent Public Accountant filed with

the annual report on Form N-IR is required
to include comments upon any material inadequacies in the accounting system and the
system of internal accounting control of the
investment company and any corrective action taken or proposed.
Revisions of Form N-IR
Form N-IR, a comprehensive form for annual reports filed by management investment companies, was adopted January 25,
1965 (Investment Company Act Release No.
4151). It was designed to assist the Commission materially in its inspection program and
to achieve a substantial degree of self-inspection by laying before persons responsible for
the management and operations of an investment company information which would
assist them in determining· more readily
whether the investment company is in fact
complying with the statutory standards and
requirements of the Act and rules thereunder.
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When Form N-1R was adopted, the Commission recognized that it might require further revision and supplementation in the
future. It therefore directed its Division of
Corporate Regulation, in light of experience
with the revise.d form, to bring to its attention any special problems encountered in the
reports filed on this form. The Division recommended that those items of the form designed to provide information about the issuance and redemption of investment company
shares, Item 1.07, Issuance and Redemption
of Securities (Sections 22(g) and 23); Item
2.23, Procedures Followed upon Receipt of
Orders for. Purchase, Repurchase, or Redemption of Registrant's Shares; Item 2.24, Time
Lapse between Sale of Shares of, and Receipt
of Proceeds by, Registrant; Item 2.25, Suspension or Postponement of Right of Redemption
(Section 22(e)); and the item relating to "restricted securities," Item 1.27, Holdings of
"Restricted Securities" Other Than Straight
Debt Securities; be revised as indicated below to provide more specific information and
better serve the purposes for which Form N1R was designed. The Division also recommended that three new items be added, Item
2.30, Portfolio Transactions Not Settled by
Specified Settlement Dates; Item 2.31, Correspondence Received by Registrant Relating to
Shareholder Accounts; and Item 2.32, Confirmations and Statements of Shareholders' Accounts; to assist the Commission more effectively in its inspection program and to aid
investment company management in preventing and detecting potential back-office
problems.
The above revisions and additional items
of Form N -lR were proposed by the Commis-
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sion in its Notice of December 16, 1970. In
addition, the Commission's Notice of February 16, 1971 proposed the use in Item 1.27 of
the EDP attachments to Form N-1R (in addition to the use in certain other Commission
reporting forms) of securities identification
numbers assigned by the system developed
under the sponsorship· of the Committee on
Uniform Security Identification Procedures
(CUSIP) of the American Bankers Association.
The Commission has considered the written comments received on the proposed revisions of Form N-1R and has adopted a number of the comments which suggested
changes in the revisions of the form as they
were proposed. It has also withdrawn the
proposed amendment to Rule 30a-1 which
would have reduced the time for filing annual reports on Form N-1R from 120 to 90
days.
(The text of the amended items and related
instructions is omitted.)
The Commission, acting pursuant to Sections 30, 31, 38(a) and 45(a) of the Investment
Company Act of 1940 and Sections 13, 15(d),
23(a) and 24 of the Securities exchange Act of
i934, and deeming it necessary to the functions vested in it, and necessary and appropriate in the public interest and for the
protection of investors, hereby adopts the
revisions of Form N-1R, including the EDP
attachments, effective for all fiscal years
ending on or after December 31, 1971.
By the Commission.
THEODORE L. HUMES

Associate Secretary
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RELEASE NO. 121
July 19, 1971
SECURITIES ACT OF 1933
Release No. 5172

SECURITIES EXCHANGE ACT OF 1934
Release No. 9253

. Adoption of Amendments to Regulation S-X and to Forms 10 and 10-K to Revise the Exemption
from Certification of Financial Statements of Banks Filed Under the Securities Act of 1933 and
the Securities Exchange Act of 1934.
The Securities and Exchange Commission
today adopted amendments of Article 9 of
Regulation S-X and Instructions 13 and 7 of
the Instructions as to Financial Statements
of Forms 10 and 10-K, respectively, which
revise the exemption from certification of
financial statements of banks filed under the
Securities Act of 1933 and the Securities
Exchange Act of 1934.
Proposed amendments of the rules and
forms to delete the exemption from certification of financial statements of banks and life
insurance companies were issued for public
comment on May 17, 1971 in Securities Act
Release No. 5149 (Securities Exchange Act
Release No. 9175). Letters of comment were
received which have been given careful consideration in determining the extent of the
definitive amendments.
The Commission has determined to adopt
the amendments deleting the exemption
from certification of financial statements of
banks. However, such amendments do not
apply to financial statements for periods
ending on or before November 30, 1971, included in registration statements and reports filed with the Commission so that a
reasonable period of time will be provided for
affected registrants to plan and arrange for
appropriate audit work and because of the
difficulties that may be encountered by registrants if retroactive independent audits
for periods ending prior to the effective date
were required.
With respect to life insurance companies,
the exemption from certification of financial
statements for such companies filed under
the Securities Exchange Act of 1934 is retained at this time. This will permit the
accounting profession in collaboration with
the life insurance industry to complete work

now underway to develop and promUlgate
accounting guidelines for life insurance companies which will enable the financial statements of such companies to be certified in
accordance with generally accepted accounting principles.
These amendments are adopted pursuant
to authority conferred on the Securities and
Exchange Commission by the Securities Act
of 1933, particularly Sections 6, 7, 8, 10 and
19(a) thereof and the Securities Exchange
Act of 1934, particularly Sections 12, 13, 15(d)
and 23(a) thereof.
The amendments are set forth below.
I. Paragraph (a) of Rule 9-05 of Regulation
S-X has been amended to read as follows:

"(a) Statements of banks need not be certified for periods ending on or before N ovember 30, 1971."
II. Instructions 13 and 7 of Instructions as
to Financial Statements in Forms 10 and 10K, respectively, have been amended to read
as follows:

Statements of Banks and Life Insurance
Companies
Notwithstanding the requirements of the
foregoing instructions, financial statements
filed for banks for periods ending on or before November 30,1971 and for life insurance
companies need not be certified.

*****
The foregoing amendments shall be effective July 19, 1971.
By the Commission.
THEODORE L. HUMES

Associate Secretary
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RELEASE NO. 122
August 10, 1971
SECURITIES EXCHANGE ACT OF 1934
Release No. 9279

SECURITIES ACT OF 1933
Release No. 5176

Coverage of Fixed Charges
Certain registration forms under the Securities Act of 1933 require, where debt securities are to be registered, a statement of the
ratio of earnings to fixed charges. Certain
registration and report forms under the Securities Exchange Act of 1934 permit the
showing of such ratio. Registration statements have been filed recently with the Commission wherein the ratio of earnings to
fixed charges was computed on the basis of
the revenues and expenses set forth in financial statements which did not reflect the
revenues and expenses of a substantial portion of the enterprise carried on by the registrant. For example, some issuers operate
large affiliated credit companies or supplier
companies which themselves are obligated
for substantial amounts of fixed charges by
reason of debt, leases or other contractual
obligations. In addition, the registrant may
have guaranteed the debt of a supplier company which is not a subsidiary of the registrant or may have entered into contracts
with such supplier which provide for payments designed to service debt of the supplier. The fixed charges of such related com-

panies are frequently not taken into account
in computing the ratio of earnings to fixed
charges for the registrant (or registrant and
consolidated subsidiaries) and, therefore,
such ratio standing by itself may be misleading where consideration of the revenues and
expenses of the total enterprise would produce a materially different result. It is the
position of the Commission that, in such instances, the ratio of earnings to fixed
charges for the registrant must be accompanied by effective disclosure of the significance of fixed charges of other companies
included in the enterprise whether or not the
revenues and expenses of such companies
are set forth in the financial statements of
the registrant. Such disclosure usually
should be accomplished by presenting the
ratio of earnings to fixed charges for the
total enterprise in equivalent prominence
with the ratio for the registrant or registrant and consolidated subsidiaries.
By the Commission.
THEODORE L. HUMES

Associate Secretary

RELEASE NO. 123
March 23, 1972
SECURITIES ACT OF 1933
Release No. 5237

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17514

SECURITIES EXCHANGE ACT OF 1934
Release No. 9548
'

INVESTMENT COMPANY ACT OF 1940
Release No. 7091

Standing Audit Committees Composed of Outside Directors
As far back as 1917 it was urged that
auditors in the United States should be ap-

pointed or selected by the stockholders in
accordance with the practice in Great Brit-
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ain and in Canada, and that state laws or
company by-laws "should contain a provision
for an independent report on the affairs of
the company by an auditor appointed by the
stockholders." 1
Following the McKesson-Robbins investigation, in 1940 the Commission advocated
the adoption of a program for: (1) current
election of auditors at the annual meeting of
stockholders; (2) nomination of auditors and
arranging the details of the audit by a committee of nonofficer members of the board of
directors; (3) addressing of the auditors' certificate, report or opinion to the stockholders; (4) mandatory attendance by auditors at
the annual meetings of stockholders at
which the audit report is presented; and (5)
mandatory submission by auditors of a report on the amount of work done and of the
reasons for noncompletion in situations
where audit engagements are not completed.
The stress of the program was on the responsibility of auditors to public investors.2
More recently others have supported these
suggestions. In 1967 the executive committee
of the American Institute of Certified Public
Accountants recommended that standing audit committees of outside directors should
nominate auditors for the annual audits of
publicly-owned companies and should discuss
the audit work with the auditors appointed
to perform the audit. The Institute considered that such standing audit committees
" ... can be a constructive force in the overall
IJohn Thomas Madden, Accounting Practice and Auditing: Modern Business Texts, Vol. 21 (New York: Alexander Hamilton Institute, 1917, pp. 248-9).
2 Accounting Series Release No. 19, December 5, 1940.

review of internal controls and financial
structure, and give added assurance to stockholders as to the objectivity of corporate
financial statements."3
A 1970 study has concluded that "[t]he
potential for usefulness of corporate audit
committees, ... sufficiently exceeds the possibilities for disturbance that we strongly
recommend that all companies with significant nonmanagement shareholder interests
consider carefully the desirability of establishing an audit committee .... "4
The Commission has a statutory duty to
satisfy itself that the consolidated financial
statements filed with it by publicly-held companies of increasingly sophisticated and interlocking affiliations satisfy the requirements of Rules 2-02(b) and (c) of Regulation
S-X and/or Instruction 5 to Item 6 of Form S1, as appropriate. To this end, the Commission, in the light of the foregoing historical
recital, endorses the establishment by all
publicly-held companies of audit committees
composed of outside directors and urges the
business and financial communities and all
shareholders of such publicly-held companies.
to lend their full and continuing support to
the effective implementation of the abovecited recommendations in order to assist in
affording the greatest possible protection to
investors who rely upon such financial statements.
3"AICPA Executive Committee Statement on Audit
Committees of Boards of Directors," Journal of Accountancy, Vol. 124 (September 1967), p. 10.
4 R. K. Mautz and F. L. Neumann, Corporate Audit
Committees (Urbana, Ill.: Bureau of Economic and Business Research, University of Illinois, 1970), p. 96.
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RELEASE NO. 124
June 1, 1972
SECURITIES ACT OF 1933
Release No. 525~.

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17583

SECURITIES EXCHANGE ACT OF 1934
Release No. 9618

INVESTMENT COMPANY ACT OF 1940
Release No. 7204

Pro Rata Stock Distributions to Shareholders
Several instances have come to the attention of the Commission in which registrants
have made pro rata stock distributions which
were misleading. These situations arise particularly when a registrant makes distributions at a time when its retained earnings or
its current earnings are substantially less
than the fair value of the shares distributed.
Under present generally accepted accounting rules, if the ratio of distribution is less
than 25 percent of shares of the same class
outstanding, the fair value of the shares
issued must be transferred from retained
earnings to other capital accounts. Failure to
make this transfer in connection with a distribution or making a distribution in the
absence of retained or current earnings is
evidence of a misleading practice. Distributions of over 25 percent (which do not normally call for transfers of fair value) may
also lend themselves to such an interpretation if they appear to be part of a program of
recurring distributions designed to mislead
shareholders.
It has long been recognized that no income
accrues to the shareholder as a result of such
stock distributions or dividends, nor is there
any change in either the corporate assets or
the. shareholders' interests therein. However, it is also recognized that many recipients of such stock distributions, which are
called or otherwise characterized as dividends, consider them to be distributions of
corporate earnings equivalent to the fair
value of the additional shares received. In
reco gnl't'Ion of these circumstances the
A.merican Institute of Certified Public AcCOuntants has specified in Accounting Research BUlletin No. 43, Chapter 7, paragraph

10, that " ... the corporation should in the
public interest account for the transaction
by transferring from earned surplus to the
category of permanent capitalization (represented by the capital stock and capital surplus accounts) an amount equal to the fair
value of the additional shares issued. Unless
this is done, the amount of earnings which
the shareholder may believe to have been
distributed will be left, except to the extent
otherwise dictated by legal requirements, in
earned surplus subject to possible further
similar stock issuances or cash distributions." Both the New York and American
Stock Exchanges require adherence to this
policy by their listed companies. 1
The Commission also considers that if such
stock distributions are not accounted for in
this manner the shareholders may be misled.
In a recent stop order proceeding2 the Commission found that a registration statement
was materially misleading because a series
of four stock distributions made between
1966 and 1968 " ... were 'part of a frequent
recurrence
of
issuances
of
shares'
... [and] . .. under generally accepted accounting principles they should have been
accounted for as stock dividends."
If; in addition to failing to account for the
distribution properly, the registrant does not
have sufficient retained earnings or current
income to cover the appropriate transfer to
permanent capital, a question immediately
arises whether these factors may be part of a
1 See New York Stock Exchange Manual, page A-235,
and American Stock Exchange Guide, 1110,046.
2 Monmouth Capital Corporation, Securities Act Release No. 5169 (July 14, 1971).
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manipulative or fraudulent scheme, and as
such are proscribed under Rule 10b-5 of the
Securities Exchange Act of 1934. The Commission has stated in published opinions, 3 in
situations where companies did not have retained or current earnings, that the declaration of a dividend not warranted by the
business condition of a company is characteristic of a manipulative scheme.
The Commission emphasizes that it will

deem the types of transactions noted above
to be misleading if the accounting is improper or disclosure is inadequate, and if
there is a question of whether the condition
of the business warrants the distribution, a
further investigation will be considered to
determine whether' such distribution may be
part of a manipUlative or fraudulent scheme.
By the Commission.
RONALD

"Gob Shops of America, Inc., 39 S.E.C. 92 (1959); Mac
Robbins & Co., Inc., 41 S.E.C. 116 (1962).

F. HUNT
Secretary

RELEASE NO. 125
June 23, 1972
SECURITIES ACT OF 1933
Release No. 5261

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17617

SECURITIES EXCHANGE ACT OF 1934
Release No. 9648

INVESTMENT COMPANY ACT OF 1940
Release No. 7236

Notice of Adoption of Amendments to Regulation S-X
Proposals to amend Articles 1, 2, 3, 4, 5, 9,
11 and Rules 12-01 to 12-16 (exclusive of 1206A), and to omit Rules 12-17 and 12-32 of
Regulation S-X were issued for public comment on August 20, 1971 in Securities Act
Release No. 5177 (Securities Exchange Act
Release No. 9264, Public Utility Holding
Company Act Release No. 17215 and Investment Company Act Release No. 6645).
The letters of comment which were received have been given careful consideration
in determining the definitive amendments of
the above articles and rules. Amendments to
Article 9 and Rule 12-32 have been deferred
temporarily. Rule 12-17 has been retained for
use in other articles of the regulation not
aff~cted by these amendments. Many
changes of an editorial or clarifying nature
have been made. Parts of the index of the
regulation and certain rules in Articles 7 and
7A have been revised to reflect changes in
rule numbers and caption headings. Other
more substantive changes have been made
in rules discussed below. The Commission

also plans to issue in the near future a
proposal to revise the instructions to the
financial statements and summaries of operations in various filing forms to reflect the
changes in terminology and caption headings
adopted in Regulation S-X and to clarify and
modify the instructions in some respects.
Rule 1-OJ. Application of Regulation S-x. Additional cross-referencing to pertinent Accounting Series Releases has been made at
various points in the revised articles and
rules as an aid to utilization of the releases
as part of Regulation S-X. A study of the
releases is being made to provide a codification and to determine whether certain of the
releases should be rescinded.
Rule 1-02. Significant Subsidiary. A
change has been made in the tests in this
definition to base them on the parent's and
the parent's other subsidiaries' proportionate share of revenues and assets of a subsidiary rather than on the total of such revenues
and assets.
h
Rule 2-02. Accountants' Reports, paragrap
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(c), Opinion to be expressed. More general
wording was adopted in part (1) regarding
the financial statements and accounting
principles reflected therein in lieu of parts (1)
and .(2) of the proposal to avoid improper
interpretation~ of what is required by the
rule. Part (4) of the proposal was omitted
because the requirement is no longer considered necessary.
Rule 2-06 (proposed). Examination of Policy Reserves of Life Insurance Companies by
an Actuary. Adoption of the proposed rule
has been deferred pending completion of a
study by the American Institute of Certified
Public Accountants regarding accountants'
responsibility in connection with such examinations.
Rule 3-08. Summary of Accounting Principles and Practices. The original permissive
basis for the presentation of a single statement regarding information on accounting
principles and practices reflected in financial
statements,as specified under other rules of
Article 3, has been restored in view of the
fact that the Accounting Principles Board of
the American Institute of Certified Public
Accountants has recently issued an opinion
on "Disclosure of Accounting Policies."
Rule 3-09. Translation of Items in Foreign
Currencies (as proposed). Paragraph (a) of
the proposal was combined with Rule 3-16(b)
to elimInate some duplication and to place it
more logically under the requirements for
notes to financial statements, and paragraph
(b) which dealt with bases of translation was
omitted pending completion of studies by the
American Institute of Certified Public Accountants on translation of foreign currencies and intercorporate investments.
Rule 3-16(g). Pension and retirement plans.
The original rule was revised to require disclosures specified in the Accounting Principles Board Opinion on "Accounting for the
Cost of Pension Plans" in addition to the
diSclosures originally required, including the
amount of unfunded past service cost.
R~le 3-16(i). Commitments and contingent
ltab lOt O
t t tes. Part (2) of this rule has been
Cfanged to restrict the requirements for disc osure to noncancelable leases which have
not been capitalized.
RUle 3-16(0). Income tax expense. This rule
o
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was adapted from instructions proposed f9r
Rule 5-03-15 and placed with the· require~
ments for notes to the financial statements
to provide more flexibility for presentation of
the data in the body of a financial statement
or in a footnoteo The instruction is intended
to insure that the components of income tax
expense, including taxes currently payable,
are adequately disclosed.
Rule 3-16(p). Warrants or rights outstanding. This rule conforms to the present practice of requiring the data, which is specified
in the schedule under Rule 12-15, to be presented in the notes to the financial statements for more informative disclosure.
Rule 4-02. Consolidated Financial Statements of the Registrant and Subsidiaries.
Additional instructions were included in paragraphs (b) and (c) to clarify the rule, and the
disclosure requirement specified under paragraph (b)(4) of the proposed rule was included with other disclosure requirements in
paragraph (b) of Rule 4-04.
Rule 4-05. Reconciliation of Investment of a
Person in Subsidiaries Not Consolidated and
50 Percent or Less Owned Persons Accounted
for by the Equity Method, and Equity of Such
Person in Their Net Assets. Part (a) of the
proposed rule has been omitted since, with the
advent of the equity method of accounting, the
disclosure specified therein is not meaningful. The second paragraph of part (b) of the
proposed rule has been omitted since substan.,.
tially the same information will be obtained
under a new caption in the income statement.
Rule 4-07. Consolidation of Financial
Statements of a Registrant and Its Subsidiaries Engaged in Diverse Financial Activities. The rule has been revised to clarify the
conditions under which consolidated statements are permissible [paragraph (a)] and
are not permissible [paragraph (b)].
Rule 5-02-20. Deferred research and development expenses, preoperating expenses and
similar deferrals. An instruction was added
to obtain disclosure in the notes to financial
statements of significant data which would
otherwise be disclosed under the schedule
requirements adopted in Rule 12-08 for these
types of expenses. (See comment under Rule
5-04, Schedule VII.)
Rule 5-02-39. Other stockholders' equity.
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The caption of this rule has been changed to
provide a clearer distinction between retained earnings and other types of additional
capital. The proposed requirement in paragraph (a) for disclosure regarding retained
earnings capitalized has been omitted as unnecessary in light of requirements for analyses of the various equity accounts on a continuing basis. The change in terminology has
also been reflected in Article II.
Rule 5-03-17. Equity in earnings of unconsolidated subsidiaries and 50 percent or less
owned persons. An additional instruction has
been included to recognize that in some circumstances this item may be presented in a
different position and in a different manner.
Rule 5-03-20. Cumulative effects of changes
in accounting principles. This new caption
was adopted to provide for the presentation
of cumulative effects of changes in accounting principles in the income statement in the
circumstances specified in Accounting Principles Board Opinion No. 20 of the American
Institute of Certified Public Accountants.
Rule 5-04, Schedule VII. The instructions
and the schedule prescribed in Rule 12-08
have been revised to require inclusion of
data in support of balance sheet caption 20,
Deferred research and development expenses, preoperating expenses and similar
deferrals, comparable to the data presently
required to be reported in the schedule in
support of balance sheet caption 16, Intangible assets. This addition to the schedule provides for more complete disclosure regarding
the caption 20 items than was originally
proposed under Rule 12-16 for research and
development costs. This is considered desirable in light of the importance of expenditures
on these types of activities to the current
and future welfare of a company.
Rule 5-04, Schedules XVII and XVIII. The
in:;;tructions have been changed to relate to
new schedules adopted as Rules 12-42 and 1243 to replace Rules 12-37 and 12-38 which had
been adapted in Form S-l1 from another use
f~r reporting by certain real estate companIes on real estate held for investment and

mortgage loans on real estate. The new
schedules reflect the current structure of the
real estate industry and will enable the companies to provide better disclosure regarding
these important assets. The Instructions as
to Financial Statements of Form S-l1 will be
amended in the near future to conform those
instructions to these changes.
Rule 12-16. Supplementary Income Statement Information. In order to simplify and
reduce the overall requirements of the
schedule, the requirement for disclosure of
charges to other than income accounts for all
items listed and the item Management and
service contract fees have been omitted; the
two elements of the item Rents and royalties
have been listed separately; and a restricting definition for the item Advertising costs
has been included.
The amendments to Regulation S-X are
adopted pursuant to authority conferred on
the Securities and Exchange Commission by
the Securities Act of 1933, particularly Sections 6, 7, 8, 10 and 19(a) thereof; the Securities Exchange Act of 1934, particularly Sections 12, 13, 15(d) and 23(a) thereof; the
Public Utility Holding Company Act of 1935,
particularly Sections 5(b), 14 and 20(a)
thereof; and the Investment Company Act of
1940, particularly Sections 8, 30, 31(c) and
38(a) thereof.
(The text of the amendn:tents revising Articles 1, 2, 3, 4, 5, 11 and Rules 12-01 to 12-16
(exclusive of 12-06A) and rescinding Rule 1217, all of Regulation S-X, is omitted.)
These amendments shall be effective with
respect to financial statements for periods
ending on or after December 31, 1972, except
that the inclusion
of professional employees
I
in the definition of "member" in Rule 2-01(b)
is effective commencing January 1, 1973, in
registration statements and reports filed
with the Commission.
By the Commission.

RONALD

F. HUNT
Secretary
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RELEASE NO. 126
July 5, 1972
SECURITIES ACT OF 1933
Release No. 527.9

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17636

SECURITIES EXCHANGE ACT OF 1934
Release No. 9662

INVESTMENT COMPANY ACT OF 1940
Release No. 7264

Independence of Accountants; Guidelines and Examples of Situations Involving the
Independence of Accountants
The Securities and Exchange Commission
today amiounced the publication of an additional release in its Accounting Series on the
subject of the independence of the certifying
accountant. The primary purpose of this release is to set forth presently existing guidelines employed by the Commission in resolving the various independence questions that
come before it. This release, therefore, is not
intended to supersede Accounting Series Release No. 47 issued on January 25, 1944, or
No. 81 issued on December 11, 1958, but
should be read as complementing and implementing further the policy developed in
those prior releases. However, to the extent
that any inconsistency exists between these
prior releases and the release presented
herein, the latter should be regarded as indicative of the Commission's current position.
The Commission's authority and responsibility for determining that accountants are
independent are found in the statutory language of the acts it administers. These acts,
and the rules adopted pursuant to them,
principally provide for the adequate and accurate disclosure of all material facts to the
pUblic. The concept of independence, as it
relates to the accountant, is fundamental to
this purpose because it implies an objective
analysis of the situation by a disinterested
third party. In order to assure ppblic confidence in the objective reporting of these
material facts, certain rules, particularly
~ule 2(e)1 of the Commission's Rules of Prac~e and Rule 2-012 of Regulation SoX, were

adopted. Under Rule 2(e) "the Commission
may 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 notice of and opportunity
for hE'aring in the matter (i) not to possess
the requisite qualifications to represent others, or (ii) to be .lacking in character or integrity or to have engaged in unethical or improper professional conduct, or (iii) to have
willfully violated, or willfully aided and abetted the violation of any provision of the
federal securities laws, or the rules and regulations thereunder."3 Contrasted with Rule
2(e), under which the Commission may impose sanctions once the issue of lack of independence or other improper professional conduct has been determined, is Rule 2-01 of
Regulation SoX which deals with the qualifications of accountants and broadly illustrates how the qualification of independence
can be impaired. Audited financial statements which are used in connection with an
offering of securities within the Commission's jurisdiction, including those offerings
which are exempted from certification under
the Securities Act of 1933, must be audited
by an accountant who satisfies the independence requirements of this rule.
In Rule 2-01(b) the use of the introductory
words "[fJor example" implies that situations
involving possible loss of independence include, but are not limited to, the relationships set forth therein. Rule 2-01(b) as
amended states that " ... an accountant will
be considered not independent with respect

~ 17 CFR 201.2(e).
17 CFR 210.2-01.

317 CFR 201.2(e)(1).
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to any person or any of its parents, its subsidiaries, or other affiliates (1) in which, during the period of his professional engagement or at the date of his report, he or his
firm or a member 4 thereof, had, or was committed to acquire, any direct financial interest or any material indirect financial interest; or (2) with which, during the period of
his professional engagement, at the date of
his report or during the period covered by
the financial statements, he or his firm or a
member thereof, was connected as a promoter, underwriter, voting trustee, director,
officer, or employee."5 The Accounting Series
Releases issued on the subject of independence attempt to clarify the intent of Rule 201 by applying these abstract principles to
concrete factual situations.
The critical distinction which must be recognized at the outset is that the concept of
independence is more easily defined than
applied. As a result, the guidelines and illustrations presented in these releases cannot
be, nor are they intended to be, definitive
answers on any aspect of this subject.
Rather, they are designed to apprise the
practitioner of typical situations which have
involved loss of independence, whether in
appearance or in fact, and by so doing to
place him on notice of these and similar
potential threats to his independence.
An important consideration in determining
whether an accountant is independent is the
relationship between the company, its stockholders and the accountants. Ratification of
accountants by stockholder vote and attendance of accountants at the company's annual
meeting to answer stockholder questions are
desirable actions to strengthen the accountant's independent position. The existence of
an audit committee of the board of directors,
particularly if composed of outside directors,
should also strengthen such independence. 6
• For the purposes of Rule 2-01 [17 CFR 210.2-01(b)] the
term "member" means "all partners in the firm and all
professional employees participating in the audit or
located in an office of the firm participating in a significant portion of the audit."
517 CFR 210.2-01(b).
"Securities Act Release No. 5237 (March 23. 1972);
Accounting Series Release No. 123.

In Accounting Series Release No. 81 it was
said that the growth of the accounting
profession and the number of inquiries received from public accountants necessitated
the publication of rulings in this category.
We find ourselves today in a similar situation. Since the publication of Accounting Series Release No. 81 in 1958 technological
advances have been considerable and have
resulted in not only faster and more efficient
means of rendering the customary services
to clients but also in an expanded range of
possible services which could be rendered.
Consequently, although the principles affecting the determination of independence have
remained unchanged, the application of
these principles has been complicated by the
difficulty in properly delineating the permissible scope of these expanded services. The
Ethics Division of the American Institute of
Certified Public Accountants has also recognized the need for further guidelines in this
area. In April 1971 it issued Ethics Opinion
No. 22, which deals with the "impact of data
processing services on audit independence."
This opinion supports the Commission's philosophy that "the fundamental and primary
responsibility for the accuracy of information filed with the Commission and disseminated among investors rests upon management."7 It also recognizes that when
"securities issued by the client are offered to
the public and become subject to regulation
by the Securities and Exchange Commission
or other federal or state regulatory bodies,
the matter of appearance, in addition to independence in fact, becomes more significant."B
A part of the rationale which underlies any
rule on independence is that managerial and
decision-making functions are the responsibility of the client and not of the independent
accountant. It is felt that if the independent
accountant were to perform functions of this
nature, he would develop, or appear to develop, a mutuality of interest with his client
which would differ only in degree, but not in
7

Interstate Hosiery Mills. Inc., 4 S.E.C. 706, 721 (1939).

Ethics Opinion No. 22: "Impact of Data Processing
Services on Audit Independence," American Institute of
Certified Public Accountants (April 1971).
8
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kind, ,from that of an employee. And where
this' relationship appears to exist, it may be
logically inferred that the accountant's
professional judgment toward the particular
client might be p.rejudiced in that he would,
in effect, be audIting the results of his own
work, thereby destroying the objectivity
sought by shareholders. Consequently, the
performance of such functions is fundamentally inconsistent with an impartial examination. However, it is the role of the accoUntant to advise management and to offer
professional advice on their problems. Therefore, the problem posed by this dilemma is to
ascertain the point where advice ends and
managerial responsibility begins.
In this context, managerial responsibility
begins when the accountant becomes, or appears to become, so identified with the
cli~nt's management as to be indistinguishable from it. In making a determination of
whether this degree of identification has
been reached, the basic consideration is
whether, to a third party, the client appears
to be totally dependent upon the accountant's skill and judgment in its financial
operations or to be reliant only to the extent
of the customary type of consultation or advice. A particularly difficult situation arises
when a small client for whom accounting
services were performed desires to go public
to meet the needs ofits expanding business.
If any of these services involved managerial
functions or the maintenance of basic accounting records, the accountant may find
himself unqualified to render an independent opinion on the financial statement for
any period in which these services were performed. The financial statements are the
responsibility of the client and all decisions
with respect to them must ultimately be
assumed by the client. Consequently, it is
essential that the company and its account~nt allow for an adequate transitional pe..
rtod to avoid this problem.
The Commission has said that the question
Of. independence is one of fact, to be determIned in the light of all the pertinent circumstances in a particular case. 9 No set of

---9

Accounting Series Release No. 47, January 25,1944.
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rules or compilation of representative situations can embrace all the circumstances
which could affect such a determination. But
what they can do, and what they are intended to do, is act as a general notification
which simultaneously educates the practitioner and places on him the responsibility
for recognizing these general areas of potential loss of independence. The Commission is
aware of the fact that situations arise which
require judgment in determining whether
the Commission's standards of independence
have been met and that a company or its
accountants may wish assurance that no
question as to independence will be raised if
the company files financial statements with
the Commission. Where this is the case, the
Commission urges the parties concerned to
bring the problem to its attention so that a
timely and informed decision on the matter
may be made.
EDP AND BOOKKEEPING SERVICES
The Commission is of the opinion that an
accountant cannot objectively audit books
and records which he has maintained for a
client. The performance of these services,
whether accomplished manually or by means
of computers and other mechanized instruments, ultimately places the accountant in
the position of evaluating and attesting to
his own recordkeeping. In some cases the
amount of recordkeeping by the accountant
may be limited and a strict application of the
recordkeeping prohibition may cause an unreasonable hardship on companies going
public for the first time. When no question
relating to recordkeeping exists in the latest
full year certified, the Commission may, in
some' cases, not raise a question as to independence in the earlier periods.
a. Systems design is a proper function for
the qualified public accountant. Computer programming is an aspect of systems design and does not constitute a
bookkeeping service.
b. Where source data is provided by the
client and the accountant's work is limited to processing and production of listings and reports, independence will be
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adversely affected if the listings and reports become part of the basic accounting records on which, at least in part,
the accountant would base his opinion.
In this situation the accountant, by preparing basic accounting records, has placed himself in a position where he would
be reviewing his own recordkeeping and
could therefore appear to a reasonable
third party to lack the objectivity and
impartiality with respect to that client
which an independent audit requires. On
the other hand, if the processing results
in the production of statistical summaries and analyses which do not become
part of the basic accounting records, independence would not be adversely affected because the accountant, in the
course of his audit, would not be put in
the position, actual or apparent, of evaluating and attesting to the accuracy of
his own recordkeeping.
Examples based upon situations brought
to the attention of the staff are set forth
below:
1. Accounting firm provided services to
the client which included writing up the
books, making adjusting entries, and preparing financial statements. Audited statements prepared under these circumstances
are acceptable to the State Attorney General
under that state's financing act. Conclusion,
independence is adversely affected since the
aggregate of these activities appears to place
the basic responsibility for the accounting
records and financial statements with the
same accounting firm which is expected to
perform an objective audit.
2. Accounting firm, through the use of
their data processing equipment, maintained
the sales, purchase, cash receipts and disb1:lrsements, and general journals for five of
the client's subsidiaries. In addition, they
posted the general ledger, coded and reclassified voucher checks, and reconciled certain
accounts. The financial statements for the
most recent year are to be audited by another accounting firm and those of the prior
y~ar by the subject accounting firm. Conclu8'Wn, the extent of the services performed is
such as to cause the subject firm to be not

independent either with regard to the parent
or its subsidiaries.
3. In order to keep certain information
confidential the client has asked the accuunting firm to perform the following work:
(1) Preparation of executive payroll.
(2) Maintenance of selected general ledger
accounts in a private ledger. "

Conclusion, the performance of the foregoing
work would adversely affect independence.
4. Client personnel will prepare from the
books of original entry printed tapes that
can be read on an optical scanner and will
send the tapes to the accountant's office. The
accountants will forward the tapes to a service bureau. The accountants will receive the
print-outs of the financial statements and
general ledgers and will send them to the
client. The accountants will not edit input
data prior to transmission to the service
bureau. Conclusion, independence would be
adversely affected. Although the function of
the accountant appears totally mecha~ical,
the service bureau appears to be acting as an
agent of the accountant and this relationship
should be changed so that the printed tapes
will be transmitted directly to the service
bureau by the client and the resulting printout returned directly to the client.
5. Bookkeeping department of public accounting firm has .kept and posted the
client's general ledger "from the start of the
client's business. All other bookkeeping work
has been done by the client's employees.
Conclusion, since the accounting firm had
control of the general ledger for the life of
the company, their independence is adversely affected. However, another public accounting firm, if engaged to audit the company, could reduce its work by reference to
the work papers and schedules of the present
accountants but only to the extent that they
could" be accepted as the work of the client's
bookkeeping staff.
6. Public accounting firm recorded the
client's books of original entry, posted the
general ledger, and determined the account
classification of expenditures. The client waS
in the preoperating stage when this work
was done and consequently had no need for a
full-time bookkeeper. A controller has re-
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cently been hired by the client. Conclusion,
accounting firm could not be considered independent for the purpose of auditing financial
statements to be filed with the Commission.
The maintenance of records in the absence of
qualified personnel, as in this case, would not
be considered an emergency situation which
would permit such services.
7. Accounting firm proposed, by use of its
computer, to perform certain data processing
activities in connection with the client's
stockholder ledger. Programming, keypunching and computer processing would be performed by personnel of the data processing
department who are separate from the audit
staff. The work proposed would consist of a
complete restatement of the stockholder's
ledger and its subsequent maintenance and
updating to reflect future transactions. In
the course of restating the ledger accounts
certain audit procedures would be applied
which would lead to the correction of errors
in the restated accounts. Conclusion, these
services would adversely affect independence. The accountant has assumed the responsibility for maintaining the client's stock
records.
8. Accounting firm did certain computer
servicing work for a client during the period
to be covered by their opinion. The client is
not using the computer services of the accounting firm for the current fiscal year but
still employs this firm as its accountants.
The client's personnel had complete control
over the preparation and coding of the
vouchers. These vouchers were sent to the
accounting firm but were not accompanied
by the source data. These vouchers were fed
into the computer and voucher registers and
~eneral journals were printed. All corrections were made by the client. The accountants performed only those services necessary to prepare the data for the computer.
Conclusion, no question of independence will
. d because these services have been
bd"e raIse
lscontinued prior to the current fiscal year
:nd ~ppear to have been mechanical in naUre Involving neither the exercise of judgment nor the making of any decisions by the
aCCOunt"
.was
'subje
t
Ing filrm, and the processmg
c to controls of the client. .
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FINANCIAL INTEREST
Rule 2-01(b) states that an accountant will
be considered not independent if "he or his
firm or a member thereof had, or was committed to acquire, any direct financial interest or any material indirect financial interest" in a client. For purposes of interpreting
this section, any financial interest in a client
owned by the accountant, or by the accountant's spouse is considered to be a direct
interest. Also, any financial interest in a
client by someone other than the accountant
may be treated as a direct financial interest
of the accountant himself if, under the circumstances, . it appears that the holder is
subject to the accountant's supervision or
control. On the other hand, if the interest is
considered indirect, it is necessary to determine wheth~r or not it is also material. And,
in this context, the determination is primarily made with reference to the net worth of
the accountant, his firm, and the net worth
of his client.
9. Corporation A is acquiring Corporation
B in a merger to be accounted for as a
pooling of interests and proposes to pay the
accountant for Corporation B for his audit
services with stock of Corporation A. The
accountant for Corporation B will not audit
future reports of the acquiring company.
Conclusion, independence would be adversely affected because of the receipt of
stock.
10. Accounting Firm A is considering a
merger with Firm B, one of whose partners
owns stock in a client of Firm A. The partner
proposed to put the stock in an, irrevocable
trust for the benefit of his children and controlled by two un associated trustees. Conclusion! independence would be adversely affected if the shares were not sold. Putting
the shares in an irrevocable trust would not
be sufficient.
11. A partner in the accounting firm,
whose proposed client was a wholly owned
subsidiary of the registrant, owned one percent of the stock of the parent company.
Conclusion, not independent.
12. A partner in an accounting firm owns
stock in a company which has recently asked
his firm to perform the audit for the current
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year. The partner would sell his stock prior
to accepting the engagement. Conclusion, no
question of independence would be raised.
13. Accounting firm received a five percent, ten-year debenture of the client in settlement of accounting fees pursuant to a
plan of reorganization approved by the U. S.
District Court. The firm intends to sell the
debenture as soon as possible after issuance,
providing any reasonable market exists.
Conclusion, if securities taken in reorganization are disposed of promptly, no question as
to independence will be raised. Although this
is not an equity security, the debentures
should be disposed of promptly.
14. A partner in an accounting firm is a
member of an investment club. The club
owns stock in a company which is a client of
the accounting firm. Neither the number nor
the value of the shares purchased is material
to the club or the company. Conclusion, the
firm's independence would be adversely affected as a result of the partner's interest in
the investment club. In this regard, an investment club does not stand on the same
footing as a mutual fund because the former
is comprised of relatively few members and
each member plays an active part in the
selection of investments.

Accountant as Creditor of Client
When the fees for an audit or other professional service remain unpaid over an extended period of time and become material in
relation to the current audit fee, it may raise
questions concerning the accountant's independence because he appears to have a financial interest in his client. While no precise rules can be set forth, normally the fees
for the prior year's audit should be paid prior
to the commencement of the current engagement. When such unpaid fees become material the accountant cannot be considered independent because he may appear to have a
direct interest in the results of operations of
the company for the period to be audited.
15. Recent operations of a client company
have not been profitable and in order to
impr?ve. its current working capital ratio it
has. InVIted unsecured creditors to extend
theIr settlement dates and subordinate their

interests in exchange for receiving the first
proceeds from a proposed offering. The accounting firm's fee was one of the debts to be
subordinated. Conclusion, if the accounting
firm subordinates the amount due them its
independence would be adversely affected.
16. Pursuant to a plan of recapitalization,
the existing debt of the company was to be
exchanged for five-year promissory notes.
The accounting firm was to receive! these
promissory notes in payment of its audit fee;
Conclusion, accountant should dispose of
such notes as promptly as possible and, if
material, before undertaking any additional
auditing work for this company.
FAMILY RELATIONSHIPS
As a general rule, an accountant cannot be
considered independent where the family relationship existing between the accountant
or member of his firm and the client is such
that, because of the strong bond which customarily exists in such a relationship, an
outside party could reasonably question the
accountant's impartial examination. In this
context and in the absence of any other
factors, the presumption of impairment to
independence is greater in husband-wife or
father-son relationships than in that of, for
example, an uncle-nephew. In other words,
the presumption is directly related to the
presumed strength of the family bond. But,
in resolving cases of this nature, attention is
directed not only to the nature of the family
relationship involved but also to such other
factors, particularly the positions occupied
by the parties in their respective employment, as may make the related parties appear to have the opportunity to mold the
shape of the financial statements.
17. A is the controller of Company Z. He is
not an elected officer nor does he have any
stock holdings in Company Z. A's brother, B,
is a partner in the public accounting firm
that audits Company Z's books. However, B
is not the partner in charge of this client.
Conclusion, the accountant could not be considered independent because of this relation~
ship.
18. Partner in a national public accounting
firm has a brother-in-law who is sales vice
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president for a recently acquired client company. The brother-in-law is not directly involved in the financial affairs of the company
and the partner would not be connected with
the audit in any way. Conclusion, no question Of independence would be raised because
of this relationship.
19. An accountant has a sister-in-law
whose husband is a 40 percent stockholder of
a client company. There is no other business
connection between the company, the stockholder, the accountant or his wife. Conclusion, independence is adversely affected because of the family relationship between the
accountant and a major stockholder in a
client company.
20. An attorney's father and brother are
partners in an accounting firm. The law firm
in which the attorney is a partner acts as
counsel for several companies which are also
clients of the accounting firm. As partial
compensation for legal services, the law firm
receives securities from the client. The attorney does not live in the same home or dwelling as either the father or brother and does
not have any financial interest in their accounting firm. Nor .do the accountants have
any interests in the law firm. Conclusion, no
question of independence will be raised.
21. The father of a partner in a public
accounting firm was the chairman of the
board and chief executive officer of a client
company. The accounting firm had approximately 400 general partners and had offices
throughout the U. S. The client was a large
and diverse company with many consolidated subsidiaries. The partner's office was
located over 500 miles from the client's home
office and the partner was totally isolated
from the audit engagement. This situation
and the independence issue involved were
presented to and reviewed by the company's
board of directors. This body, which performs
the functions typically delegated to an audit
committee of directors, decided 'that if the
son would not be involved in the audit in any
way his association with the accounting firm
Would not be incompatible with the indep.endent relationship. Conclusion, no questIon
f' d
.
0 In ependence was raised under these
cIrcumstances.
L.
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22. A client of the accounting firm acquired a 20 percent interest in a publicly
held- company and consequently could elect
two members of the board of directors. One
of the individuals they proposed to elect is
the brother of a partner in the accounting
firm as well as a senior partner in the law
firm which acts as general counsel for the
client. The offices of the law firm and accounting firm are located in the same city
and, in addition, both brothers, their affiliations and relationships are well known in the
community. Conclusion, independence would
be adversely affected.

BUSINESS RELATIONSHIPS WITH
CLIENT
Direct and material indirect business relationships, other than as a consumer in the
normal course of business, with a client or
with persons associated with the client in a
decision-making capacity, such as officers,
directors or substantial stockholders, will adversely affect the accountant's independence
with respect to that client. Such a mutuality
or identity of interests with the client would
cause the accountant to lose the appearance
of objectivity and impartiality in the performance of his audit because the advancement of his interest would, to some extent,
be dependent upon the client. In addition to
the relationships specifically prohibited by
Rule 2-01(b), joint business ventures, limited
partnership agreements, investments in supplier or customer companies, leasing interests, except for immaterial landlord-tenant
relationships, and sales by the accountant of
items other than professional services are
examples of other connections which are also
included within this classification.
23. Accounting firm will process the
client's data on the firm's computer if the
client's computer becomes inoperable. Conclusion, accountant's independence is not adversely affected if he assisted a client by
maintaining books and records for a short
period because of an emergency. The inoperability of the client's computer may be considered such an emergency.
24. Accounting firm plans to rent block
time on its computer to a client if the client's
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computer becomes overburdened. Conclusion, renting excess computer time to a
client, except in emergency or temporary
situations, is a business transaction with a
client beyond the customary professional relationship and would therefore adversely affect independence.
25. An individual owns 100 percent of the
stock of a corporation which acts as the
general partner in the limited partnership A
and 51 percent of the stock of another corporation which acts as general partner for limited partnership B. The accounting firm,
which has a one percent interest in partnership B, has been asked to audit partnership
A. Conclusion, independence as to partnership A is adversely affected because partnership B, in which the accounting firm has an
interest, was promoted under the same sponsorship as A. However, if the one percent
interest is disposed of, no question will be
raised.
26. Client of an accounting firm is engaged
in the business of selling franchises. Two
partners of this firm have invested approxi- _
mately five percent of their personal fortunes to buy one half of the stock of a corporation which holds a franchise granted by
this client. Except for the payment of a percentage of sales to the franchisor, the franchisee operates independently. Conclusion,
the firm cannot be considered independent
because the partners have a material investment in the franchise which has a close
identity in fact and in appearance with the
client.
27. A retired partner of an accounting firm
plans to accept election as a director of one of
the firm's clients. Under the terms of the
partnership agreement this partner will continue to share in the earnings of the firm at
a reducing rate but would be precluded from
participating in the fees from this client if he
were to become associated with it either as
an employee, officer, director, or shareholder. Conclusion, when a retired partner of
an accounting firm accepts a position with a
client of that firm, all active connections
with the firm must be severed if the firm is
to remain independent. If this partner is still
receiving retirement benefits from the firm,
this severance requirement can be met only

if the benefits flow from a fixed settlement
payable in predetermined annual amounts.
28. Partner in accounting firm is also a
financial vice president and stockholder of a
real estate investment trust. In addition, he
is a limited partner in a company which
manages the trust. A client of his firm has
asked him to help them get a loan from the
investment trust. Conclusion, independence
for future periods would be adversely affected if the company were to obtain the loan
from the real estate investment trust. However, no question would be raised as to periods prior to the commencement of negotiations for the loan.
29. An accounting firm's client, a realtor
corporation, is the general partner and ten
percent owner in a limited partnership which
owns unimproved land for appreciation. The
accounting firm also owns a five percent
interest in this limited partnership and a
partner in the firm has a two percent interest. Conclusion, independence is adversely
affected because of this joint investment
with the client.
30. Partners in the accounting firm have a
common investment with stockholders of a
prospective client. These partners own approximately 11 percent of Company A and
the other investors, who own approximately
78.5 percent of Company A, also own 22 percent of the prospective client. Conclusion,
independence is adversely affected because
the common investment which the partners
of the firm have with the substantial minority shareholders of the prospective client is
such a circumstance as could lead a third
party to question the firm's 'objectivity.
31. A partner in an accounting firm manages a building owned by an audit client.
Conclusion, independence is adversely affected.
32. An employee of an accounting firm was
asked by an audit client to assume part-time
management functions for the client. These
services would be provided with the full
knowledge and consent of the accounting
firm and the employee would be pal·d a
monthly retainer directly by the client. 0nelusion , this would create an inapproprIate
. derelationship and would adversely affect In
pendence.

c'

ACCOUNTING SERIES RELEASES

33. A broker-dealer, an audit client,
planned to manage a discretionary account
. for principals of the accounting firm. The
accouht would be opened as a margin account with a different broker who is not a
client. The client, however, would have discretionary authority to execute transactions
for the account. No investment in this account could exceed $25,000 nor would it represent a material portion of any of the participants'
net
worth.
Conclusion,
independence is adversely affected in those
cases where the broker has extended credit
to his accountant or where the accountant
has given his client-broker discretionary authority to execute transactions for his account. However, no objection will be raised
where an accountant executes his securities
transactions in a regular cash account with a
, broker who is also his audit client if neither
cash nor securities are left with the broker
beyond a normal settlement period.
34. An accounting firm planned to construct office buildings in which it would occupy relatively small portion of the space
and would rent the remainder to other tenants, some of whom might be clients of the
firm. Conclusion, the activity of owning and
managing real property is more in the nature of a commercial business activity than
of a professional service. Rental of a material
amount of space to a client would raise a
question of independence since the accounting firm would appear to have a material
. business relationship with the client. Some
reasonable tests which would be applied in
determining what constitutes a rental of material amount might be the relationship of a
single lease to the fees earned in the office
located in the building concerned, total lease
rentals from all clients to' the firm's total
fees, and lease rentals from a particular
client to the auditing fee paid by that client
for the same period.
35. An accounting firm has itS' office in a
bUilding which is owned by a client. The
aCCounting firm, which occupied approxilllately 25 percent of the available office
sPace in the building, was the only tenant
~~her than the client. Conclusion, the fact
t at the accounting firm was the only other
enant in the client's building and leased a

a
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substantial portion of the available office
space are circumstances that would lead a
reasonable third party to question the firm's
objectivity. Therefore, independence is adversely affected.
OCCUPATIONS WITH CONFLICTING
INTERESTS
Certain concurrent occupations of certified
public accountants engaged in the practice of
public accounting involve relationships with
clients which may jeopardize the certified
public accountant's objectivity and, therefore, his independence. In general, this situation arises because the relationships and activities customarily associated with this
occupation are not compatible with the auditor's appearance of complete objectivity or
because the primary objectives of such occupations are fundamentally different from
those of a public accountant. Acting as counsel or as a broker-dealer, or actively engaging in direct competition in a commercial
enterprise are examples of occupations so
classified and the following discussion relating thereto is intended to be illustrative
only. The principles involved are equally applicable to any other undertaking which is
similarly referable to them.
Accountant-Attorney
A legal counsel enters into a personal relationship with a client and is primarily concerned with the personal rights and interests
of such client. An independent accountant is
precluded from such a relationship under the
securities acts because the role is inconsistent with the appearance of independence
required of accountants in reporting to public investors.
36. A partner in an accounting firm also
acted as legal counsel for. an audit client. He
received fees for such legal services and,
through the accounting partnership, for accounting services rendered concurrently.
Conclusion, independence is adversely affected.
Accountant-Broker-Dealer
Concurrent engagement as a broker-dealer
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is incompatible with the practice of public
accounting. The functions customarily performed in such employment include the recommendation of securities, the solicitation of
customers and the execution of orders, any
one of which could involve securities transactions of clients either as issuer or investor
and provide third parties with sufficient reason to question the accountant's ability to be
impartial and objective.
37. A practicing accountant is also a broker-dealer and, functioning as a brokerdealer, makes a market in the stock of an
audit client. Conclusion, accountant is not
independent.
38. A partner in an accounting firm is also
a principal for broker-dealer A. The accounting firm has been engaged to perform the
audit for broker-dealer B. Firm A, which is
primarily involved in mutual fund sales,
clears some transactions through Firm B.
Conclusion, the accounting firm is not independent.
Accountant-Commercial Competitor
Occasionally accountants engage in a com- .

mercial business concurrently with the practice of public accounting. Where such commercial business is directly competitive with
that of a client, there would appear to third
parties to be a conflict of interests which
might influence the firm's objectivity since
the public accounting firm would have access
to the records, policies and practices of a
business competitor of that firm.
39. Four partners in im accounting firm
were among the six founders of a company
which was engaged in the same type of business and was directly competitive with an
audit client. In addition to owning stock,
they also served as directors and officers of
this company. The accountants informed the
president of the client-company of their investment in a business competitor but he did
not object to the business venture and permitted them to continue as auditors. Both
companies were located in the same geographical area. Conclusion, the accountants
were not independent.
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APPENDIX
Principal References Concerning the Practice of Accountants Before the
Commission
OPINIONS AND ORDERS OF THE COMMISSION
Cornucopia Gold Mines, 1 S.E.C. (1936)
American Terminals and Transit Company, 1 S.E.C.
701 (1936)
National Boston Montana Mines Corporation, 2
S.E.C. 226 (1937)
Richard Ramore Gold Mines, Ltd., 2 S.E.C. 377 (1937)
Metropolitan Personal Loan Company, 2 S.E.C. 803
(1937)
Interstate Hosiery Mills, Inc., 4 S.E.C. 706 (1939)
margin
A. Hollander & Son, Inc., 8 S.E.C. 586 (1941)
Abraham H. Puder and Puder and Puder, Securities
Exchange Act of 1934 Release No. 3073 (1941)
Southeastern Industrial Loan Company, 10 S.E.C.
617 (1941)
Kenneth N. Logan, 10 S.E.C. 982 (1942) (Accounting
Series Release No. 28)
Associated Gas and Electric Company, 11 S.E.C. 975
(1942)
C. Cecil Bryant, 15 S.E:C. 400 (1944) (Accounting
Series Release No. 48)
Red Bank Oil Company, 21 S.E.C. 695 (1946)
Drayer-Hanson, Incorporated, 27 S.E.C. 838 (1948)
Cristina Copper Mines, Inc., 33 S.E.C. 397 (1952)
Coastal Finance Corporation, 37 S.E.C. 699 (1957)
Sports Arenas (Delaware) Inc., 39 S.E.C. 463 (1959)
American Finance Company, 40 S.E.C. 1043 (1962)
Advanced Research Associates, Inc., 41 S.E.C. 579
(1963)
South Bay Industries, Inc., Securities Act of 1933
Release No. 4702 (1964)
Idaho Acceptance Corp,-, Securities Exchange Act of
1934 Release No. 7383 (1964)
Dixie Land and Timber Corporation, Securities Act
of 1933 Release No. 4841 (1966) [For details see
initial decision of Hearing Examiner,
Administrative Proceeding File No. 3-215.]
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No.2 (1937) Independence of accountantsRelationship to registrant
No. 19 (1940) McKesson & Robbins, Inc.
No. 22 (1941) Independence of accountantsIndemnification by registrant
No. 28 (1942) Kenneth N. Logan, 10 S.E.C. 982
No. 47 (1944) Independence of certifying
accountants-Summary of past rltleases of the
Commission and a compilation of hitherto
unpublished cases or inquiries
No. 48 (1944) C. Cecil Bryant, 15 S.E.C. 400
No. 51 (1945) Disposition of Rule II(e) proceedings
against certifying accountant
No. 59 (1947) Williams and Kingsolver

No. 64 (1948) Drayer-Hanson, Incorporated, 27
S.E.C.838
No. 67 (1949) Barrow, Wade, Guthrie & Co., Henry H.
Dalton and Everett L. Mangam
No. 68 (1949) F. G. Masquelette & Co., and J. E.
Cassel
'
No. 73 (1952) Haskins & Sells and Andrew Stewart
No. 77 (1954) Disposition of Rule lI(e) proceedings
against certifying accountant
No. 78 (1957) Touche, Niven, Bailey & Smart, et al.,
37 S.E.C. 629
No. 81 (1958) Independence of Certifying
accountants-Compilation of representative
administrative rulings in cases involving the
independence of accountants.
No. 82 (1959) BoHt and Shapiro, 38 S.E.C. 815
No. 88 (1961) Myron Swartz, 41 S.E.C. 53
No. 91 (1962) Arthur Levison and Levison and
Company, 41 S.E.C. 150
No. 92 (1962) Morton I. Myers, 41 S.E.C. 156
No. 97 (1963) Harmon R. Stone
No. 105 (1966) Homer E. Kerlin
No. 108 (1967) Nicholas J. Raftery [Misspelled in
release]
No. 110 (1968) Meyer Weiner
No. 112 (1968) Independence of accountants
, examining a nonmaterial segment of an
international business
CHANGES IN THE INDEPENDENCE RULE
Article 14, Rules and Regulations under the
Securities Act of 1933,' Federal Trade
Commission, July 6,1933
Article 41, Rules, Regulations and Opinions under
the Securities Act of 1933 as Amended, April 29,
1935
Rule 650, General Rules and Regulations under the
Securities Act of 1933, January 21,1936
Rule 2-01, Regulation SoX, Adopted February 21,
1940, Accounting Series Release No. 12
Amendments of Rule 2-01:
Accounting Series Release No. 37, November 7,
1942
Accounting Series Release No. 44, May 24, 1943
Accounting Series Release No. 70, December 20,
1950
Accounting Series Release No. 79, April 8, 1958
Accounting Series Release No. 125, June 23,1972

1 The Securities and Exchange ComIlJission was established under provisions of the Securities Exchange Act
of 1934 and was authorized to continue in effect until
modified all rules and regulations issued by the Federal
Trade Commission under the Securities Act of 1933.
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RELEASE NO. 127
September 11, 1972
Notice that initial decision has become final in the Matter of Martin L. Sanchez.
(Rules of Practice-Rule 2(e»
In these proceedings pursuant to Rule
2(e)(3) of the Commission's Rules of Practice,
no petition for review of the hearing examiner's initial decision with respect to Martin
L. Sanchez has been filed. The examiner
found that Sanchez was permanently enjoined by a court of competent jurisdiction
from further violations of certain provisions
of the securities laws, and he ordered that
Sanchez be permanently disqualified from
appearing or practicing before the Commission. The time for filing any such petition
has expired, and the Commission has not
determined to review the matter on its own
initiative.

Accordingly, notice is hereby given, pursuant to Rule 17(0 of the Commission's Rules
of Practice, that the hearing examiner's initial decision with respect to Martin L. Sanchez has become the final decision of the
Commission. The examiner's order disqualifying Sanchez from appearing or practicing
before the Commission is hereby declared
effective.

RONALD

F. HUNT,
Secretary

RELEASE NO. 128
September 20, 1972
SECURITIES ACT OF 1933
Release No. 5301

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17698

SECURITIES EXCHANGE ACT OF 1934
Release No. 9776

INVESTMENT COMPANY ACT OF 1940
Release No. 7360

Notice of Adoption of Revision of Article 9 of Regulation S-X
The Commission today adopted a general
revision of Article 9 of Regulation S-X pertaining to the form and content of financial
statements of bank holding companies and
banks. The revision was issued for public
comment on August 20, 1971 1 as part of a
general revision of Regulation S-X but, because a number of unexpected problems
arose, its adoption was deferred when other

I Securities Act Release No. 5177, Securities Exchange
Act Release No. 9264, Public Utility Holding Company
Act Release No, 17215 and Investment Company Act
Release No. 6645.

portions of the proposed revision were
adopted on June 23, 1972.2
Letters commenting on the proposal were
given careful consideration in determining
the final form of the revision of Article 9. The
more significant changes from the existing
Article 9 are discussed below:
Rule 9-01. Application of Article 9. A. requirement has been added that in preparing
consolidated statements, holding companies
2 Securities Act Release No. 5261, Securities Exchange
Act Release No. 9648, Public Utility Holding CompanY
Act Release No. 17617, Investment Company Act Release No. 7236 and Accounting Series Release No. 125.
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shall.give consideration to utilization of the
form and content of financial statements
prescribed for banks.
Rule 9-02. Balance Sheets of Bank Holding
Companies. The ~ormer special requirements
for holding company balance sheets pertaining to disclosure of balances with affiliated
banks have been eliminated.
Rule 9-03. Income Statements of Bank
Holding Companies. This rule was revised to
provide for use of the equity method of reflecting income of subsidiaries and for separate reporting of income from operations,
securities gains and losses and extraordinary items.
Rule 9-04. What Schedules Are To Be Filed
for Bank Holding Companies. The requirement for filing the schedule of investments
in securities of affiliate banks, Rule 12-32,
has been deleted.
Rule 9-05. Financial Statements and Schedules of Banks. This rule has been revised to
require that statements of banks shall generally follow the form and content prescribed
in Regulation F of the Board of Governors of
the Federal Reserve System. These statements shall be supplemented by a statement
of source and application of funds, information as to market value of investment securi-

ties, a schedule of amounts receivable from
directors, officers and certain other persons,
and a schedule of supplementary income
statement information. Requirements for filing schedules have been provided.
The amendments to Regulation S-X are
adopted pursuant to authority conferred on
the Securities and Exchange Commission by
the Securities Act of 1933, particularly Sections 6, 7, 8, 10 and 19(a) thereof; the Securities Exchange Act of 1934, particularly Sections 12, 13, 15(d) and 23(a) thereof; the
Public Utility Holding Company Act of 1935,
particularly Sections 5(b), 14 and 20(a)
thereof; and the Investment Company Act of
1940, particularly Sections 8, 30, 31(c) and
38(a) thereof.
(The text of the amendments revising Article 9 of Regulation S-X is omitted.)
Rule 12-32 of Regulation S-X is hereby
deleted.
The amendments shall be effective with
respect to financial statements for periods
ending on or after December 31, 1972.
By the Commission.
RONALD F. HUNT

Secretary

RELEASE NO. 129
September 26, 1972
Order accepting resignation from Commission practice in the Matter of Barry L. Kessler.
(Rules of Practice-Rule 2(e»
On April 6, 1972, the Commission instituted
an injunctive action in the United States
District Court for the Northeastern District
of Ohio alleging, among other things, that
Barry L. Kessler, an accountant, violated
antifraud provisions of the Securities Exc~ange Act of 1934 by recommending to his
chents and others the purchase of orange
grove investment contracts of American
A~onomics Corporation (" Agronomics")
WIthout disclosing that he was paid a substant·IaI fee for each sale consummated. 1
-~--

I S.E.c
.
A gronOmtC8
.
C orp., et a.,
l C··1
Act·
. v. A mertcan
IVI
IOn No. C72-331.

Without admitting or denying the allegations in the Commission's complaint, Kessler
consented to entry of a permanent injunction in that action enjoining him from fraudulent conduct in connection with the purchase and sale of securities of Agronomics or
any other issuer.2
Having been advised that the Commission
was contemplating the institution of administrative proceedings pursuant to Rule 2(e) of
its Rules of Practice, based on the allegations in the injunctive action, to determine
2The injunction was entered on September 14, 1972.
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whether he should be temporarily or permanently denied the privilege of appearing or
practicing before it as an accountant, Kessler agreed to resign from Commission practice on condition that no administrative action be brought against him. He further
agreed that if he subsequently applies for
readmission to such practice, the allegations
in the injunctive action shall, for purposes of
any such application only, be deemed proven.
After due consideration, and upon the recommendation of its staff, the Commission
determined to accept Kessler's resignation
from Commission practice.

Accordingly, IT IS ORDERED that the
resignation of Barry L. Kessler from appearing or practicing before the Commission be,
and it hereby is, accepted, and he shall no
longer have the privilege of so appearing or
practicing.
'
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

RONALD F. HUNT

Secretary

RELEASE NO. 130
September 29, 1972
SECURITIES ACT OF 1933
Release No. 5312

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17712

SECURITIES EXCHANGE ACT OF 1934
Release No. 9798

INVESTMENT COMPANY ACT OF 1940
Release No. 7395

Pooling-of-Interests Accounting
In recent months, the Commission has
noted an increasing number of business combinations which appear to meet the individual requirements for pooling-of-interests accounting set forth in Accounting Principles
Board Opinion No. 16 but which do not conform with the overriding thrust of that Opinion which requires that a combination represent a sharing of rights and risks among
constituent stockholder groups if it is to be a
pooiing of interests. Paragraphs 28, 45 and 47
of that Opinion clearly provide that such a
sharing of risk is an essential element in
poolings, and the specific requirements set
forth in paragraphs 46, 47 and 48 should
certainly not be construed as a formula
which, if followed with precision, may be
used to overcome an essential concept which
underlies the entire Opinion. Despite the
clarity of the Opinion in articulating the
need for a sharing of risk, a number of registrants and their auditors have proposed to

account for combinations which did not meet
this basic requirement as poolings.
Accordingly, the Commission has concluded that any confusion regarding this
matter should be laid to rest. It is the Commission's understanding that the Accounting
Principles Board has authorized its staff to
issue an interpretation providing that a business combination should be accounted for as
a purchase if its consummation is contingent
upon the purchase by a third party of any of
the common stocks to be issued. Including
such a contingency in the arrangement of
the combination, either explicitly or by intent, would be considered a financial arrangement which is precluded in a pooling
under Opinion 16.
The Commission endorses this interpretation. Recent questions by registrants indicate that maximum prompt exposure should
be given to this interpretation and to the
Commission's policies for dealing with qu es -
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tions which arise under it both in the interim
period during which the interpretation is
being assimilated by the financial community and on a continuing basis thereafter.
As. a matter of policy, the Commission believes that it is. unwise to set forth absolute
rules in such 'an accounting matter which
will be followed regardless of all other factual situations which may surround a particular transaction. To do so would be to encourage the application of form over
substance. Nevertheless, it appears reasonable for the Commission to establish guidelines which it will use in making determinations as to disposition of various individual
cases brought before it and to make these
guidelines known to registrants and independent public accountants.
The Commission will henceforth consider
that the risk sharing required for the applicability of pooling-of-interests accounting will
have occurred if no affiliate of either company in the business combination sells or in
any other way reduces his risk relative to
any common shares received in the business
combination until such time as financial results covering at least 30 days of post merger
combined operations have been published.
This would include all sales whether private
or public. Publication of combined financial
results can take the form of a post-effective
amendment, a Form 10-Q or 8-K filing, the
issuance of a quarterly earnings report, or
any other public issuance which includes
combined sales and net income. 1

This release is not intended to restrict sale
of stock at the option of the stockholders .
subsequent to the pooling as long as a sharing of risks for the period of time indicated
above has taken place. An arrangement to
register shares subsequent to the combination would therefore not bar pooling. However, an agreement which requires sale of
shares after such a period would preclude
pooling treatment as would any agreement
to reduce the risk borne by the stockholders
subsequent to the transaction.
During an interim period of 75 days while
this release and interpretation are being as~
similated and where transactions previously
negotiated are being filed with the Commission, it seems reasonable to apply a less
rigorous risk-sharing test while at the same
time recognizing that in the Commission's
general view a transaction in which no risk
is shared is not appropriately treated as a
pooling. During this interim period, therefore, the Commission will raise no questions
as to the appropriateness of pooling accounting in transactions where at least 25% of the
stock issued in the pooling is retained at risk
by shareholders of the pooled company and
where effective date of any registration
statement covering sale of the stock to be
sold is subsequent to the date the combination is consummated.
By the Commission.

RONALD

t This paragraph reflects amendment in Accounting
Series Release No. 135 (January 5, 1973.)

F.

HUNT

Secretary

RELEASE NO. 131
October 19, 1972
Order accepting resignation from Commission practice in the Matter of Robert Trivison.
(Rules of Practice-Rule 2(e».

:aobert Trivison, an accountant, has sub1l1Itted an offer to resign from practice before
~~e CO~~ission. Having been advised by the
. ~mlsslon that it was contemplating the
InStitution of administrative proceedings
Pursuant to Rule 2(e) of its Rules of Practice,

based on the allegations in a pending injunction action,1 to determine whether he should
be temporarily or permanently denied the
privilege of appearing or practicing before it,
t S.E.C. v. American Agronomics Corp., et al., Civil
Action No. C72-331 (N.E.D. Ohio).
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Trivison agreed to resign on condition· that
no administrative action be brought against
him, and that, if his offer of resignation were
accepted, he would, without admitting or denying the allegations in the injunctive action, consent to a permanent injunction
therein. 2
Trivison further agreed that if he subsequently applies for readmission to Commission practice, the allegations in the injunctive action shall, for purposes of any such
application only, be deemed proven. Those
allegations charged that Trivison violated
antifraud provisions of the Securities Exchange Act of 1934 by recommending to his
clients and others the purchase of orange
2 The injunction, enjoining Trivison from fraudulent
conduct in connection with the purchase or sale of
securities of American Agronomics Corporation or any
other issuer, was entered on September 1, 1972.

grove investment contracts of American
Agronomics c:orporation without disclosing
that he was paid a substantial· fee· for each
sale consummated.
After due consideration, and upon the recommendation of its staff, the Commission
determined to accept Trivison's resignation
from Commission practice.
Accordingly, IT IS ORDERED that the
resignation of Robert Trivison from appearing or practicing before the Commission be,
and it hereby is, accepted, and he shall no
longer have the privilege of so appearing or
practicing.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.
RONALD

F.

HUNT

Secretary

RELEASE NO. 132
November 17, 1972
SECURITIES ACT OF 1933
Release No. 5333

SECURITIES EXCHANGE ACT OF 1934
Release No. 9867

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17772
Reporting of Leases in Financial Statements of Lessees
It has recently come to the Commission's
attention that some confusion exists as to
the proper accounting treatment to be followed by a lessee in certain lease transactions. These are transactions in which a lessor is created with no real economic
substance other than to serve a conduit by
which debt financing can be obtained by the
"lessee." The cases which have called this
practice to our attention have been arrangelnents by which a nuclear fuel core is financed by a public utility, but the principle
is a general one.
Lease accounting principles are presently
set forth in Accounting Principles Board
Opinion No.5 issued in 1964. The thrust of
this opinion provides that when a lease is
equivalent to an installment purchase, it

should be accounted for as a purchase. The
opinion also provides that "in such cases, the
substance of the arrangement, rather than
its legal form, should determine the accounting treatment."
The opinion deals (in paragraph 12) with
the situation in which a lessor without independent economic substance exists:
"In cases where the lessee and the lessor
are rel~ted, ... a lease should be recorded
as a purchase if a primary purpose of ownership of the property by the lessor is to
lease it to the lessee and (1) the lease
payments are pledged to secure the debt~
of the lessor or (2) the lessee is able, dIrectly or indirectly, to control or influe~ce
significantly the actions of the lessor wIth
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respect to the lease. The following illustrate situations in which these conditions
are frequently present:

*****
c. The lesstlr has been created, directly
or indirectly, by the lessee and is substantially dependent on the lessee for its operations."
It is apparent from the overall thrust of
the opinion and the frequent use of the
phrase "directly or indirectly" that the relationship described between lessor and lessee
need not be one of equity ownership. When a
lessor is created at the direction of the lessee
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and exists as an economic entity because of
the lease agreement entered into with the
lessee, there can be no question that the
lessor and the lessee "are related."
Accordingly, the Commission reaffirms
that when lease transactions are entered
into with lessors without material independent economic substance, the transaction
should be accounted for as a purchase in
accordance with the procedures described in
Accounting Principles Board Opinion No.5.
Because many questions have come up in
regard to lease accounting, the Commission
has urged that the new Financial Accounting Standards Board place this item high on
its agenda for consideration early in 1973.

RELEASE NO. 135*
January 5, 1973
SECURITIES ACT OF 1933
Release No. 5348

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17841

SECURITIES EXCHANGE ACT OF 1934
Release No. 9927

INVESTMENT COMPANY ACT OF 1940
Release No. 7606

Revised Guidelines for the Application of Accounting Series Release No. 130

RELEASE NO. 136*
January 11, 1973
SECURITIES ACT OF 1933
Release No. 5351

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17854

SECURITIES EXCHANGE ACT OF 1934
Release No. 9937

INVESTMENT COMPANY ACT OF 1940
Release No. 7616

Notice of Adoption of Amendment to Regulation S-X Deferring Effective Date of Rule 5-02-1 as it
Relates to Disclosure of Compensating Balances
'.

------

.. Text of release omitted.
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RELEASE NO. 138
January 12, 1973
SECURITIES ACT OF 1933
Release No. 5354

SECURITIES EXCHANGE ACT OF 1934
Release No. 9944

Notice of Adoption of Amendments to Forms 8-K, 10-K, 12-K, S-l, S-7, S-8, S-9, S-l1, 10 and 12
Requiring Increased Disclosure of Unusual Charges and Credits to Income
The Securities and Exchange Commission
today adopted amendments to its registration and reporting forms to require more
detailed and timely reporting, and timely
review by independent accountants of extraordinary or material unusual charges and
credits to income or material provisions for
losses effected by registrants. Proposals to
amend these forms, as well as Forms 7-Q and
10-Q, for these purposes were published for
comment in Securities Act Release No. 5313
(Securities Exchange Act Release No. 9801)
on October 2, 1972. Form 8-K is the form for
reporting certain specified material events
and transactions pursuant to Sections 13 and
15(d) of the Securities Exchange Act of 1934
(Exchange Act); Forms 10-K and 12-K are
the forms for annual reports pursuant to
those sections of the Exchange Act; Forms S1, S-7, S-8, S-9, and S-l1 are forms for registration of securities pursuant to the Securities Act of 1933; and Forms 10 and 12 are
forms for registration of securities pursuant
to the Exchange Act.
The Commission noted when it proposed
amendments to these forms that it had observed an increasing number of large
charges to income which often appeared
without warning and were not generally
understood by investors. The Commission is
concerned that this trend seems to have
accelerated in recent months. While many of
such charges result from an identifiable
event, many also appear to be made on the
basis of a discretionary decision to dispose of
marginal facilities or operations or to write
off deferred development or excess production costs. In the latter situations, where
facilities or operations gradually deteriorate
or the outlook for a contract or program
gradually worsens to the point where a
write-off is deemed necessary, registrants

have an obligation to forewarn public investors of the deterioratIng conditions which
unless reversed may result in a subsequent
write-off. ThIs includes an obligation to provide information regarding the magnitude of
exposure to loss.
The Commission, therefore, reiterates its
view that registrants should make special
efforts to recognize incipient problems that
might lead to such charges and to identify
them clearly at the earliest possible time in
financial statements and other forms of public disclosure, including public reports filed
with the Commission, so that public investors may recognize the risks involved. In this
connection, registrants should consider disclosure of the investment involved in divisions operating at a loss; the undepreciated
cost of plant and equipment currently considered to be obsolete or of marginal utility;
the extent of deferred research and development costs incurred in connection with products whose success is not reasonably assured; and other similar items where
significant uncertainties exist as to realization.
The Commission has previously urged
more comprehensive disclosure of progress
and problems encountered in defense and
other long-term contracts whiGh may also
give rise to major charges against income
(Securities Act Release No. 5263 dated June
22, 1972) and has urged greater diligence in
the release of quarterly and other interim
reports of operations (Securities Exchange
Act Release No. 9559 dated April 5, 1972).
In addition to disclosure of incipient problems, the Commission believes that substantial additional disclosure in regard to eXi
traordinary items and material unusu~
. P ro Vr!charges and credits to income or major
sions for loss is necessary to enable pub!e
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invest9rs to assess the impact of such items.
This' would include transactions that are
classified as extraordinary items under generally ~ccepted accounting principles and
other unusual or nonrecurring material
transactions or provisions for loss, such as
(but not restricted to) material write-downs
of inventories, receivables, or deferred research and development costs, provisions for
loss on major long-term contracts or purchase commitments, and losses on disposition of assets or business segments. The release of October 2 (33-5313 and 34-9801)
contained' proposals for such disclosure. The
comments received on these proposals have
been given careful consideration in determining the amendments to adopt.
The Commission has determined not to
adopt the proposed amendment calling for
pro forma statements to reflect allocation of
charges and credits to prior years since, on
the basis of comments received, it concluded
that the proposed pro forma disclosure might
leave the improper implication that past historical statements were in error as well as
imposing substantial clerical burdens on registrants. The amendments adopted herein
call, for disclosure of the years in which the
costs being included in the charge were or
are expected to be incurred and the amount
of cost in each year by major category of
cost.
The Commission has further determined
not to adopt the proposed amendments to
Forms 7-Q and 10-Q and other related
amendments which would have required an
estimate of losses by quarters and a subsequent quarterly reconciliation of reserves
provided. Comments indicated that quarterly
estimates and reconciliations would be difficult to make within acceptable limits of accu~acy, would not supply significant data for
InVestors, and would impose a clerical burden on registrants. The amendments
~doPted herein require an estimate,of losses
t.Y year and a subsequent annual explanaIOn of differences between estimated and
actual amounts and a reconciliation of any
reserve provided.
tn!n addition, the Commission has deterlned to omit the definition of "material"
COntained in the proposed note to Item 10(a)

245

of Form 8-K. Comments indicated that a
definition which relates materiality to a criterion based on separate reporting of an item
to stockholders might have the effect of discouraging such disclosure rather than improving the quality thereof. Materiality,
therefore, must be considered within the context of the definition contained in Rule 1-02
of Regulation 8-X.
(The text of the amendments of Forms 10K, 12-K, 8-1, 8-7, 8-8, 8-9, 8-11, 10 and 12 is
omitted.)

A. Form 8-K
I. The caption of Item 10 and paragraph
(a) have been amended as follows:
Item 10. Extraordinary Item Charges and
Credits, Other Material Charges
and Credits to Income of an Unusual Nature, Material Provisions
for Loss, and Restatements of
Capital Share Account.
(a) If there have been any extraordinary
item charges or credits, any other material
charges or credits to income of an unusual
nature, or any material provisions for loss,
the following shall be furnished for each
such charge, credit, or provision:
(1) The date of the registrant's determination to make the charge, credit, or provision;
(2) A statement of the reasons for making the charge, credit, or provision;
(3) An analysis of the components (in
dollar amounts) of the charge, credit, or
provision, which includes
(i) A description of the various types of
items written down or off;
(ii) A description of any provision for
losses on liquidation of assets or for
other losses including a detailed schedule showing the components of any
losses provided for, which schedule
shows the amount of administrative and
fixed costs, if any, allocated to the loss;
(iii) A description of any estimated recoveries or costs netted against the
charge or credit;
(4) A statement setting forth the years
in which costs being reflected in the charge
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(or net credit) being described were or are
expected to be incurred and the amount of
cost for each year by major category (e.g.,
fixed assets, research and development
costs, operating losses);
(5) A statement setting forth the estimated amount of net cash outlays (or inflows) associated with the charge (or
credit) in the year the charge (or credit) is
made and in each subsequent year in
which such estimate of the cash amount
differs from the amount of total costs
stated in part (4) for that year;
(6) A description of the accounting principles or practices followed and any
changes therein or in the methods of applying such principles or practices which
was made in connection with the transaction; and
(7) A report from the registrant's independent accountants in which they state
that they have read the description in the
Form 8-K of the facts set forth therein and
of the accounting principles applied and
whether they believe that on the basis of
the facts so set forth that such accounting

principles are fairly applied in conformity
with generally accepted accounting principles or, if not, the respects in which they
believe the principles do not conform to
generally accepted accounting principles.
II. The following new instruction 8 has
been added under EXHIBITS of Form 8-K.
8. Reports from the independent accountants furnished pursuant to Item 10.

*****
The amendments are adopted pursuant to
Sections 6, 7, 8, 10 and 19(a) of the Securities
Act of 1933 and Sections 13, 15(d) and 23(a) of
the Securities Exchange Act of 1934. The
amendments shall be effective with respect
to reports on Form 8-K and registration
statements on Forms S-l, S-7, S-8, S-9, S-11,
10 and 12, and with respect to annual reports
on Forms 10-K and 12-K filed on or after
February 28, 1973.
By the Commission.
RONALD

F.

HUNT

Secretary

RELEASE NO. 139
January 17, 1973
Order accepting resignation from Commission practice in the Matter of Ralph Duckworth.
(Rules of Practice-Rule 2 (e»
Following the entry of an injunction pernlanently enjoining Ralph Duckworth, an accountant, from violating the antifraud provisions of Section 10(b) of the Securities
Exchange Act of 1934 and Rule 10b-5 thereunder,I he submitted an offer to resign from
appearing or practicing before the Commission in settlement of any possible adminis. trative proceeding based on the injunction or
the activities involved. The injunction, which
was issued with Duckworth's consent and
without his admitting or denying the allega-

1 S.E.C.
v. American Agronomics Corp., et al., Civil
Action No. C72-331 (N.D. Ohio, August 8, 1972).

tions of the Commission's complaint, enjoined him in connection with the purchase
or sale of the securities of American Agronomics Corporation or any other issuer from
engaging in certain fraudulent activities including recommending the purchase of securities without disclosing his receipt of compensation with respect to each such
purchase consummated.
Duckworth represented that he had never
practiced before the Commission, and be
agreed that, should he apply for reinsta~e
ment of the privilege of appearing or practIcing before the Commission pursuant to R.ul e
2(e) of the Commission's Rules of PractIce,
the allegations in the injunctive action may
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be deemed proven only for purposes of such
application.
After due consideration, and upon the recommendation of its staff, the Commission
determined to accept Duckworth's resignation from Commission practice.
Accordingly, IT IS ORDERED that the
resignation of Ralph Duckworth from appearing or practicing before the Commission
be, and it hereby is, accepted, and he shall no

longer have the privilege of so appearing or
, practicing.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

RONAW

F. HUNT
Secretary

RELEASE NO. 141
February 15, 1973
SECURITIES ACT OF 1933
Release No. 5373

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 17882

SECURITIES EXCHANGE ACT OF 1934
Release No. 10006

INVESTMENT COMPANY ACT OF 1940
Release No. 7673

Interpretations and Minor Amendments Applicable to Certain Revisions of Regulation S-X
The Commission adopted amendments to
Regulation S-X in Accounting Series Release
Nos. 125 (June 23, 1972) and 128 (September
20, 1972) in which various sections of the
Regulation were extensively revised. The
amendments were made effective with respect to financial statements for periods ending on or after December 31, 1972.*
Subsequent to the issuance of the releases
a number of inquiries have been received by
the staff regarding the meaning or interpretation of new terms, instructions or rules in
the revised regulations. Interpretations of
sU~h items on the basis of the questions
raIsed are given in Part A of this release. In
~art B, a number of minor amendments have
een adopted to correct errors of a typographical or editorial nature which have
been noted or to clarify certain items.

-

in .. The
b ef£ec t'lye date of the requirement for compensatbeg, a!ance disclosure was deferred to cover periods
gInnIng
'
Seri
R on or a f ter Decerrlber 30, 1972 (Accountmg
es elease No. 136).

PART A-INTERPRETATIONS
General
Financial statements, notes and schedules
filed for fiscal periods ending before December 31, 1972, the effective date specified in
Accounting Series Release Nos. 125 and 128,
need not, but may if a registrant prefers, be
conformed to the amendments to Regulation
S-X adopted in those releases.
In instances where, because of the new
test for a significant subsidiary, the separate
financial statements of additional subsidiaries are required in filings which had not
been required in prior filings on the basis of
the old tests of significance, the requirements in the filing forms for audited financial statements of such subsidiaries for earlier periods will be applicable. However, a
request for waiver of the audit requirement
for the financial statements for the earlier
periods will be considered if such requirement is impracticable or would cause undue
hardship.
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Rule 1-02. Definitions of Terms Used in Regulation S-X.
In making the tests for significance called
for in the definition of "significant subsidiary" in this rule the proportionate share of
the assets or sales of the subsidiary after
intercompany eliminations would be compared to the consolidated assets or sales
after normal intercompany eliminations but
without elimination of the investments and
advances to subsidiaries and 50 percent or
less owned persons. With respect to application of the test to unconsolidated subsidiaries or other persons who also have equity
interests in other subsidiaries or other persons, the proportionate share of the assets
(in lieu of the investment and advances) or of
sales of such other subsidiary or other persons should not be added to the assets or
sales of the unconsolidated subsidiary or 50
percent or less owned person for the purpose
of this test.
Rule 3-16(iJ. Commitments and contingent
liabilities.
The disclosure regarding noncancelable
leases specified in part (2) of this rule may be
limited to such leases which have a noncancelable term of one year or longer.
Rules 3-16(j) and (n).
The term "key employees" used in those
rules is interpreted in the sense of "selected
employees or the employees to which a bonus
plan or plan for the sale of stock is applicable
when' such plan is not available to all employees on a pro rata basis.
Rule 3-16(0). Income tax expense.
With regard to the separate disclosure of
other income taxes specified in this rule,
state and foreign income taxes should be
reported separately if either item amounts to
five percent of the component.
Rule 4-03. Group Financial Statements of
Subsidiaries Not Consolidated and 50 Percent or Less Owned Persons.
Under this rule, significant majorityowned unconsolidated subsidiaries may not
be combined with 50 percent or less owned
persons and significant 50 percent or less
owned persons may not be combined with
majority-owned unconsolidated subsidiaries.

However, if all such persons are not significant individually or as a group, they may be
combined in one statement.

Rule 4-07. Consolidation of Financial Statements of a Registrant and Its Subsidiaries
Engaged in Diverse Financial Activities.
With regard to the separate audited financial statements for each significant financial
subsidiary or each significant group of financial subsidiaries required under part (a) of
this rule, different types of insurance companies (e.g., life; fire and casualty) may not be
considered together as one group of financial
subsidiaries.
With regard to whether specific subsidiaries are financial or nonfinancial activities
for purposes of part (b) of this. rule, the
circumstances in each case would have to be
considered. For example, it is considered
that a leasing subsidiary with both financing
and nonfinancing types of leases is a financial activity; an investment banking subsidiary or a broker-dealer subsidiary is a financial activity; and a real estate subsidiary
whose primary business is holding mortgage
loans would be considered a financial activity, while such subsidiary whose primary
business is constructing homes or developing
land would be a nonfinancial activity. Other
examples of nonfinancial activities are subsidiaries which sell mutual fund securities or
are advisers to mutual funds or to real estate
companies which are not related to the parent or its subsidiaries.
In the determination of whether an activity is principally for the benefit of the operations of the major group as specified in part
(b) of this rule, if 50 percent or more of the
activity benefits or supports the major group
all of the activity would be so classified.
Rule 5-02-6. Inventories.
In the determination of replacement or
current cost for the purpose of disclosing the
excess of that amount over the stated LIFO
value, any inventory method may be used
(such as FIFO or average cost) which derives
a figure approximating current cost.
Rule 5-02-39. Other stockholders' equity.
In providing the disclosure regarding the
undistributed earnings of unconsolidated
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subsidiaries and 50 percent or less owned
persons as specified in part (b) of this rule,
the amount to be disclosed would be the
difference between the cumulative equity in
earnings of the unconsolidated persons reflected in con!'jolidated retained earnings and
the cumulative dividends received from such
persons by the consolidated group. Dividends
paid to shareholders of the consolidated
group should not be considered in the calculation since they are not relevant to the
undistributed earnings of such persons.

Rule 9-05. Financial Statements and Schedules of Banks.
When Schedule VIII, specified in part (b)(4)
of this rule, is filed with the consolidated
financial statements of a registrant bank
holding company, the directors, officers and
principal holders of equity securities of the
registrant and its affiliates shall be considered as persons in those relationships with
the registrant bank holding company and
each bank and other affiliate, and the
amounts to be reported shall be aggregate
indebtedness of each of those persons to all
companies in the consolidated group. Writeoffs of any such indebtedness during the
period being reported on shall be separately
disclosed. Information need not be reported
concerning indebtedness to the consolidated
group from an otherwise unaffiliated person
in which one or more of the persons in the
categories specified above are directors, officers or principal holders of equity securities
of the otherwise unaffiliated persons or its
affiliates.
In connection with unconsolidated financial statements of a parent bank holding
company, the schedule requirements of Rule
5-04 are applicable and the schedule prescribed by Rule 12-03 shall be filed.
RUle 12-16. Supplementary Income Statement
Information.
The totals shown in this schedule should
be .the amounts described by each caption
h1Ch are included in the income statement
Or the period covered.
The rents applicable to leased personal
iroperty to be included under Item 5 of Rule
2-16, in accordance with Instruction 4, would

7
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be rents for personal property which is used
for an extended period of time (generally
more than one year) and which the company
elects to rent or lease rather than to buy
such as postage meters, computers and
trucks. The expected period of use of the
asset rather than the legal term of the lease
should govern. Temporary rentals such as a
daily car rental or the rental of display space
at a convention would be excluded.
Instruction 5 explaining "Advertising
Costs" calls for the inclusion of "all costs
related to advertising the company's name,
products or services in newspapers, periodicals or other advertising media." Such costs
would include the indirect cost expended in
support of advertising such as the cost of an
advertising department, a market research
group which specializes in evaluation of advertising and promotional efforts (but not all
market research), a media buying department, or a graphic arts department that
specializes in the preparation of advertising
copy, as well as the direct costs of advertising space. In addition, the cost of "other
advertising media" would generally include
expenditures for preparing and mailing sales
brochures and direct mail advertising materials. In cases where a company or division is
primarily in the mail order business, however, the costs of preparing a catalog would
be a selling cost similar to that of a salesman
in most industrial concerns, and such catalog
costs should not be included in "advertising
costs." The cost of employing salesmen, preparing product display signs, printing price
lists and standard product catalogs, and reports to stockholders should also not be considered advertising costs for purposes of this
rule.
It is recognized that the distinction between advertising costs and other selling
expenses is frequently not clear cut. Where
the guidance set forth herein is not sufficient
to enable the registrant to determine the
appropriateness of including or excluding
certain classifications of significant costs,
disclosure of the type of costs included or
excluded from the captiOn will be a satisfactory solution.
Under Item 8, Research and development
costs, all costs charged to expense as in-
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curred in the current period for the benefit
of the company in these account classifica~
tions should be reported. These would in~
elude company sponsored projects of pure
and practical research as well as the develop~
ment of new products or services or new or
better production machinery and equipment
and for the improvement of existing products
and services. The amortization of deferred
research and development costs should not
be included herein since this amount is de~
scribed in Item 3 of the schedule.
PART B-CORRECTIONS,
CLARIFICATIONS AND EDITORIAL
CHANGES

.

12~06, 12~13, 12~16, 12-42 and 12-43 of Regulation S-X is omitted.)
The amendments to Regulation S-X are
adopted pursuant to authority conferred on
the Securities and Exchange Commission by
the Securities Act of 1933, particularly Sec~
tions 6, 7, 8, 10 and 19(a} thereof; the Securities Exchange Act of 1934, particularly Sections 12, 13, 15(d) and 23(a) thereof; the
Public Utility Holding Company Act of 1935,
particularly Sections 5(b), 14 and 20(a)
thereof; and the Investment Company Act of
1940, particularly Sections 8, 30, 31(c) and
38(a) thereof.

By the Commission.

(The text of the amendments of Rules 1~02,
5-04, 9~05, 12~02, 12~04,

RONALD F. HUNT

3~15, 5~02~23, 5-03~17,

Secretary

RELEASE NO. 142
March 15, 1973
SECURITIES ACT OF 1933
Release No. 5377

SECURITIES EXCHANGE ACT OF 1934
Release No. 10041

Reporting Cash Flow and Other Related Data
Introduction
The Commission has recently received preliminary registration statements which include "cash flow per share" data in the narrative section of the prospectus. Use of such
data has also been noted in annual reports to
shareholders, particularly in the "Financial
Highlights" or "President's Letter" section.
These and other means of presenting financial data appear designed to decrease the
credibility of conventional financial statements as a measure of business activity.
The variation in form and purposes of such
. data creates confusion. The term "Cash
Flow" and similar formulations such as
"Earnings Before Non-Cash Charges," "Adjusted Net Income," "Net Operating Income" and "Operating Funds Generated" do
not have precise definitions and may mean
different things to different people. In addition to this definitional problem, there are

different purposes for presenting these data.
One is to present an apparent alternative to
net income as a measure of performance. A
second is to present information about liquid
or near-liquid assets provided by operations
which may be available for reinvestment or
distribution to shareholders.
While differing definitions and purposes
are basic sources of the confusion investors
and registrants are experiencing with "cash
flow" data, the presentation of such data on
a per share basis compounds this confusion.
Numerous questions have been received in
regard to the Commission's policy in these
matters. This release is being issued to out~
line the Commission's views.
"Cash Flow" as a Proxy for Income
Measurement
One of the principal reasons given for presenting "cash flow" is that the income rnea s -
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urement model currently prescribed by generally accepted accounting principles does
not accurately reflect the economic performance of certain types of companies, typically
those with substantial assets which arguably
do ·not depreciate or require replacement.
While the Commission recognizes that there
are problems of income measurement for
some industries, the unilateral development
and presentation on an unaudited basis of
various measures of performance by different companies which constitute departures
from the generally understood accounting
model has led to conflicting results and confusion for investors. Additionally, it is not
clear that the simple omission of depreciation and other non-cash charges deducted in
the computation of net income provides an
appropriate alt'ernative measure of performance for any industry either in theory or in
practice. This problem was recognized by the
Accounting Principles Board in Opinion No.
19 where it was noted that "the amount of
working capital or cash provided from operations is not a substitute for or an improvement upon properly determined net income
as a measure of results of operations .... "
If accounting net income computed in conformity with generally accepted accounting
principles is not an accurate reflection of
economic performance for a company or an
industry, it is not an appropriate solution to
have each corp.pany independently decide
what the best measure of its performance
should be and present that figure to its
shareholders as Truth. This would result in
many different concepts and numbers which
could not be used meaningfully by investors
to compare different candidates for their investment dollars.
Where the measurement of economic performance is an industry-wide problem, representatives of the industry and the accounting profession should present the problem
and suggested solutions to the Financial Accounting Standards. Board which is the body
charged with responsibility for '-researching
and defining principles of financial measurement. Until new and uniform measurement
~rinciples are developed and approved for an
Industry, the presentation of measures of
performance other than net income should
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be approached with extreme caution. Such
measures should not be presented in a manner which gives them greater authority or
prominence than conventionally computed
earnings.
Where management believes that the existing conventional income model does not
present the results of operations realistically
or fully, an explanation of the reasons and a
description of possible alternatives which
might be used to. measure results may be
presented to shareholders and potential
investors to supplement conventional financial data. The presentation of additional data
in tabular form is also acceptable. Such tables should be accompanied by a careful explanation of the data presented. The adding
together of figures derived by different
measurement techniques (such as net income and cash flow) should be avoided as
should per share data relating to measures
other than net income (see discussion below).
In addition, when various measurement
models are used for different lines of business, there should be a consistent application
of such models to all similar segments of the
firm's operations. Also, results for all segments included in consolidated statements of
net income should be included in any tabular
or summary presentation.
Annual reports to shareholders as well as
filings with the Commission should include
explanations and data as discussed above
whenever measurement models other than
conventionally computed income are used.
Such additional information and data would
typically be presented in the "Financial
Highlights," the "President's Letter," or the
text of the report and should not be presented without also presenting net income.
Terms such as "N et Operating Income"
which leave the impression that a figure
other than net income is really income
should not be used.
In cases where a measurement problem
exists for an individual company rather than
in an entire industry, a solution already exists in the procedures of the accounting
profession. Under the newI.y adopted Code of
Ethics of the American Institute of CPA's,
an auditor is permitted to render an opinion
approving statements prepared even though
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they deviate from the principles adopted by
the Accounting Principles Board (or its successor body) if he believes and can support
the assertion that due to unusual circumstances the financial statements would otherwise be misleading. Under such circumstances, full disclosure must be made by both
company and auditor, and the basic statements must be prepared in accordance with
the principles determined to present operating results most meaningfully. In such
cases, the staff of the Commission will naturally consider the circumstances which gave
rise to the situation, but it will normally give
great weight to the judgment of the registrants and their independent accountants.
The above discussion is designed to assist
companies which believe the conventional
income measurement model is unsatisfactory
in providing disciosure which is useful and
not misleading. This discussion is not intended to support or reject any particular
new measurement model and the Commission strongly urges the accounting profession and other interested parties to consider
the development of new techniques for the
measurement of results in industries where
the current model seems deficient.
"Cash Flow" as a Measurement of Funds
Generated from Operations
A second basic reason for highlighting
cash or funds generated from operations
data in financial summaries is to show the
liquid or near-liquid resources generated
from operations which may be available for
the discretionary use of management. Analysts have suggested that this is a useful
measure of the ability of the entity to accept
new investment opportunities, to maintain
its current productive capacity by replacement of fixed assets and to make distributions to shareholders without drawing on
new external sources of capital.
While presentation of "funds generated
from operations" is useful, these data should
be considered in the framework of a source
and application of funds statement which
reflects management's decisions as to the
use of these funds and the external sources
of capital used. The implication of a presen-

tation which shows only the funds generated
from operations portion of a funds statement
is that the use of such funds is entirely at
the discretion of management. In fact certain obligations (e.g., mortgage payments)
may exist even if replacement of non-depreciating assets is considered unnecessary.
Therefore presentation of one part of a funds
statement should be avoided.
The Commission has also noted situations
where investors were misled by cash distributions which were in excess of net income
and were not accompanied by disclosure indicating clearly that part of the distribution
represented a return of capital. To highlight
this fact in cases where funds distributed
exceed net income, the Commission developed the "Funds Generated and Funds Disbursed" statement in Form 7-Q which begins
with the caption "Income (Loss) Before Realized Gain or Loss on Investments." From
that amount the first deduction is "Cash
Distributed to Shareholders." The statement
then provides for adding non-cash charges
and deducting debt repayments to arrive at
the "Excess (Deficiency) of Funds Generated
Over Distributions." This indicates whether
operations generated the cash to make distributions or whether distributions are made
from borrowing or other sources.
Cash flow presentations designed to reflect
the liquid assets or working capital generated by the firm should be consistent with
the principles outlined in this section.
Per Share Information
Many of the problems outlined above are
accentuated when "cash flow" data is presented on a per share basis. Most importantly, such a presentation emphasizes the
implication that cash flow is more meaningful than net income as a measure of performance, particularly when a per share figure is
included in the "Financial Highlights" section of a report".
The first major problem in the presentation of cash flow per share data is that of
investor understanding. Investors over
many years have grown accustomed t~
seeing operating per share data compu~e
only in the case of net income. AccountlDg
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authorities have considered and largely settled the measurement problems associated
with the presentation of net income on a per
share basis. If other data are presented in
this way, there is a danger that the investor
will think .that what he is seeing is the
conventional accounting measure of earning
power when in fact this is not the case. In a
number of reports, cash flow per share data
have been presented in such a manner as to
lead to this inference despite the strong recommendation of the Accounting Principles
Board in Opinion No. 19 that "isolated statistics of working capital or cash provided from
operations, especially per share amounts, not
be presented in annual reports to shareholders." Such presentations run a high risk of
materially misleading investors and companies are urged to avoid this type of disclosure.
Beyond the problem of understandability
is the question of relevance. The investment
community generally recognizes the relevance of "earnings per share" as a measure of
the historically achieved earning power of an
economic entity in terms of a unit which is
being bought, sold and quoted in the market
place, the share of common stock. The earning power represented by that share has
generally been considered a significant element in the determination of its worth. Net
income, as a measure of ultimate result, may
reasonably be interpreted on a per share
basis since no significant claims stand between it and the common stock owner. Where
there are senior equity claims, these are
deducted before computing the per share
figure. Dividends are similarly logically presented in terms of the individual share, as
are net assets.
Significant questions as to relevance arise,
however, when other data are presented on a
per share basis. Sales, current assets, funds
flow, total assets, cash and other similar
figures cannot logically be related to the
common shareholder without' adjustment.

These are aggregate data which are of great
importance to analysts and management
alike in understanding the operations of the
total economic entity, but they are not items
which accrue directly to the benefit of the
owner of a part of the common equity.
Charges and claims must be considered before the owner is benefited. To reflect such
items on a per share basis may mislead the
unsophisticated, since there is an implication
that the shareholder is directly affected. In
fact, such data are only meaningful from an
operating viewpoint and not from that of an
external investment unit.
Accordingly, per share data other than
that relating to net income, net assets and
dividends should be avoided in reporting financial results.
Conclusion
In this release, the Commission has reiterated and explained its view as expressed to
individual registrants for many years that
certain approaches to "cash flow" reporting
may be misleading to investors. All registrants are urged to examine their reporting
practices in light of the problems and guidance set forth in this release and to amend
them where appropriate.
The Commission recognizes that reporting
financial results cannot be a static phenomenon, and it continues to examine its views
and policies to determine in what respects
change is desirable. In this connection, it
welcomes comments and suggestions regarding its policies from registrants and other
knowledgeable parties. If any parties have
comments on the views and policies set forth
in this release, they should be addressed to
the Chief Accountant of the Commission.
By the Commission.
RONALD

F. HUNT
Secretary
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RELEASE NO. 143
March 20, 1973
Findings and Order imposing remedial sanction in the Matter of Robert Lynn Burroughs.
In these proceedings pursuant to Rule 2(e)
of the Commission's Rules of Practice to determine whether Robert Lynn Burroughs,
an accountant, should be temporarily or permanently denied the privilege of appearing
or practicing before the Commission,l he submitted an offer of settlement.
Under the terms of the offer, respondent,
solely for the purpose of these proceedings
and without admitting or denying the allegations of the order for proceedings, consented
to findings in accordance with the allegations in that order and to the entry of an
order censuring him.
After due consideration of the offer of settlement and upon the recommendation of its
staff, the Commission determined to accept
such offer.
On the basis of the order for proceedings
and the offer of settlement, it is found that: 2
1. Respondent, an
accounting firm,
supervision of a
the audit of the
broker-dealer.

employee of a public
participated, under the
partner in the firm, in
records of a registered

1 Rule 2(e) provides in pOlrt that the Commission may
deny the privilege of appearing or practicing before it to
any person who is found, after notice of and opportunity
for hearing, to have engaged in unethical or improper
professional conduct.
2 The findings herein are not binding upon any other
respondents named in these proceedings.

2. In connection with such audit and the
certification of the broker-dealer's financial statement as of September 39,
1971, which was filed with the Commission on Form X-17a-5 pursuant to Rule
17 a-5 under the Securities Exchange
Act of 1934, respondent failed to comply
with generally accepted auditing standards and the Commission's instructions
for the Form. Respondent failed to evaluate the effectiveness of the brokerdealer's existing internal controls to determine the need for extending the
scope of the examination, to inquire into
material poststatement events, and to
obtain sufficient evidence to afford a
reasonable basis for the unqualified
opinion given to the broker-dealer.
Under the circumstances, it is appropriate
to impose the sanction specified in respondent's offer of settlement.
Accordingly, IT IS ORDERED that Robert
Lynn Burroughs -be, and he hereby is, censured.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

RONALD

F. HUNT
Secretary

RELEASE NO. 144
May 23,1973
Order instituting proceedings and imposing remedial sanctions in the Matter of Laventhol
Krekstein Horwath & Horwath.
Laventhol Krekstein Horwath & Horwath
("LKH&H"), a partnership engaged in the

practice of accounting, has submitted an. offer of settlement for the purpose of dispOSIng
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of issues raised under Rule 2(e) of the Commission's Rules of Practice concerning
LKH&H's right to appear and practice before the Commission, based upon the entry
on May 23, 1973, of a consent judgment of
permanent injunction against LKH&H in an
action commenced by the Commission. 1 The
Commission's complaint alleged, with respect
to LKH&H, that it had participated in violations of Section 17(a) of the Securities Act of
1933, Section 10(b) of the Securities Exchange Act of 1934 ("Exchange Act") and
Rule 10b-5 thereunder, and Sections 206(1)
and (2) of the Investment Advisers Act of
1940 ("Advisers. Act"), in that, in early 1970 it
was involved in the dissemination of false
and misleading certified financial statements of Takara Partners, a limited partnership engaged in investment activities, and in
early 1971-in the dissemination of materially
false and misleading information concerning
Takara's investment performance during
1970. 2 The complaint also alleged that
LKH&H was not independent and was not
qualified to certify the financial statements
of Takara because partners or employees of
LKH&H's East Brunswick, New Jersey
branch office, during the period of time when
they were working on the preparation of
such financial statements, received payments from the general partners of Takara
totalling approximately $17,000 in the guise
of profits from participation in the purchase
and sale of "hot issues."
LKH&H, without admitting or denying the
allegations of the complaint, consented to
the entry of the permanent injunction enjoining it from violating the cited provisions
of the Securities Act and the Exchange Act
and rule thereunder in connection with the
purchase or sale of securities of Takara, and
fr~m aiding and abetting any investment
adviser to Takara in violations of the cited
provisions of the Advisers Act, and ordering

,
S.~S.E.C. v. E!v.erest Management. f!0rJJ.0ration, et ai.,
520· N .y ., 71 CivIl 4932. See SEC LItigatIOn Release No.
(Novembe: 11, 1971).
v'd he complamt also names as respondents three indit~ ~al_s Who were partners or employees of LKH&H, and
e InJunctive action is still pending against them.

2;
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it to adopt and maintain procedures to prevent future violations of those provisions
and to take all reasonable steps to conduct
its professional practice in compliance with
such procedures and ordering further relief.
In view of the permanent injunction, and
upon the recommendation of its staff, the
Commission deems it necessary that proceedings be instituted against LKH&H pursuant
to Rule 2(e) of the Commission's Rules of
Practice with respect to its qualifications to
appear and practice before the Commission.
Under the terms of its offer of settlement,
LKH&H, without admitting or denying the
allegations of the Commission's complaint in
the injunctive action and solely for the purpose of settlement, consented to a finding
that LKH&H has been permanently enjoined
as set forth above, and to the entry of an
Order:
1. Requiring LKH&H to permit an investi-

gation, within 15 months from the date
of the entry of the injunction, in order
to ascertain whether it is conducting its
professional practice in compliance with
the standards and procedures which it
is required to adopt and maintain by the
terms of the injunctive decree. This investigation is to be conducted in accordance with methods and procedures generally adopted or approved by the
Commission for such investigations and
at the expense of LKH&H. At the option
of the Commission, such investigation is
to be conducted by:
(a) A team of qualified professional accountants composed of persons selected for such purpose by the American Institute of Certified Public
Accountants (AI CPA); or
(b) A team of qualified professional accountants composed of persons selected for such purpose by the Chief
Accountant of the Commission: (i)
from among _persons designated by
the AI CPA, or (ii) in the event that
the AICPA does not designate such
persons within 12 months from the
date of the injunction, from among
members of the AICPA; or
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(c) Members of the staff of the Commission. 3
2. Prohibiting LKH&H, for a period of one
year from the date of entry of the permanent injunction, from effecting any
merger with or acquisition of any other
accounting firm without first submitting to the Chief Accountant of the Commission evidence that LKH&H's procedures
respecting
mergers
or
acquisitions adopted pursuant to the injunction are being followed.
3. Prohibiting it, for a period of 30 days,
commencing five days after the date
hereof, from accepting or undertaking
any new professional engagement which
can be expected to result, within one
year from the date of such engagement,
in filings, submissions or certifications
with or to the Commission. 4
After due consideration, the Commission
determined to accept the offer of.settlenent.
In arriving at this determination, the Commission considered the facts that LKH&H, in
order to prevent a recurrence of the violative
activity alleged, revised its supervisory and
3 Pursuant to the judgment of permanent injunction,
which includes similar provisions for an investigation of
LKH&H, in those instances where the persons conducting the investigation are other than members of the
Commission's staff, such persons shall be given a copy of
that judgment and of the consent attached thereto, are
to hold in confidence the fact that they are engaged in
such investigation as well as all information, books,
papers, records, documents or other materials obtained
or utilized during the course of such investigation and
relating to the clients, procedures, systems or methods
of LKH&H, and shall submit their report of investigation to the Commission only, which report shall be the
sole property of the Commission. It is understood that
LKH&H may have access to such a report on the premises of the Commission.
• For the purpose of this Order, "new professional
engagement" is defined to mean an engagement by
clients, which include any persons or corporations subject to the disclosure requirements of the Securities Act,
the Exchange Act, the Investment Company Act, the
Advisers Act and the Trust Indenture Act of 1939, who,
five days after the effective date of this Order, do not
engage the services of LKH&H. LKH&H's right or obligation to perform its normal functions and services for
existing clients (including activities requiring filings;
submissions or certifications with or to the Commission),
shall not be affected during this period.

control procedures, reviewed such procedures with the Chief Accountant of the Commission and, in order 0 insure that these
procedures are being complied with, agreed
to permit the above-described investigation.
Further, the Commission noted that LKH&H
had never before been a respondent in an
administrative proceeding instituted pursuant to Rule 2(e) of the Commission's Rules
of Practice or a defendant in an injunctive
action brought by the Commission. In addition, the Commission considered sworn representations made by LKH&H that no partner or employee of LKH&H, other than those
located in the East Brunswick office of the
firm, participated in the activities alleged in
the Commission's complaint or received any
direct or indirect benefit from such activities
other than such as pertain to fees charged
for services rendered. LKH&H represented
that its East Brunswick office was acquired
on February 1, 1968, through a merger with
a small certified public accounting firm in
that city which was merged intact into
LKH&H, and that LKH&H made an inquiry
into, among other things, the professional
competence and reputation of that firm prior
to such merger.
Accordingly, IT IS ORDERED that proceedings pursuant to Rule 2(e) of the Commission's Rules of Practice be, and they hereby are, instituted against Laventhol
Krekstein Horwath & Horwath.
IT IS FURTHER ORDERED that, subject
to the terms and conditions provided in the
offer of settlement as set forth above, Laventhol Krekstein Horwath & Horwath be, and
it hereby is: (1) prohibited, for a period of 30
days, commencing five days after the date
hereof, from accepting new professional engagements for new clients which can be expected to result, within one year from the
date of such engagement, in filings, submissions or certifications with or to the Commission; (2) prohibited, for a period of one year
from the date of entry of the judgment of
permanent injunction, from effecting any
merger with or acquisition of any other accounting firm without first submitting to th~
Chief Accountant of the Commission ev1dence that its procedures respecting mergers
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or acquisitions are being followed; and (3)
required, within fifteen months from the
date of entry of that injunction, to permit an
investigation to ascertain whether it is conducting its professional practice in compliance with the standards and procedures
which it is required to adopt and maintain by
the terms of said injunction.
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For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

RONAW

F.

HUNT

Secretary

RELEASE NO. 146
August 24, 1973
SECURITIES ACT OF 1933
Release No. 5416

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Reiease No. 18067

SECURITIES EXCHANGE ACT OF 1934
Release No. 10363

INVESTMENT COMPANY ACT OF 1940
Release No. 7955

Effect of Treasury Stock Transactions on Accounting for Business Combinations 1
In August 1970 the Accounting Principles
Board (APB) of the American Institute of
Certified Public Accountants (AI CPA) issued
Opinion No. 16, "Business Combinations,"
which identifies certain conditions which
must be present (or in some cases absent) if a
business combination is to be accounted for
as a pooling of interests. Two of these conditions, which are set forth in paragraphs 47-c
and 47-d, include provisions related to the
reacquisition of voting common stock within
two years prior to initiation and between
initiation and consummation of a business
combination which is planned to be accounted for by the pooling-of-interests
method. The Commission has observed that
these provisions have been subject to varying interpretations in practice, and has conc~ded that certain of these interpretations
are not compatible with concepts underlying
the Opinion. Accordingly, this release sets
forth the Commission's conclusions as to certain problems relating to the eff~ct of treas~ry. stock transactions on accounting for
USlDess combinations.
Of'~e~

also Release No. 146A (April 11, 1974) Statement
S .ohcy and Interpretations in Regard to Accounting
enes Release No. 146.

When cash or other assets are used or
liabilities are incurred to effect a business
combination, APB Opinion No. 16 concludes
that the combination should be accounted for
as a purchase. This concept might be circumvented if cash or other assets were used or
liabilities were incurred to reacquire common shares and common shares were then
exchanged to consummate the combination.
Therefore, for the
pooling-of-interests
method to apply, paragraph 47-c of the Opinion requires that "none of the combining
companies changes the equity interest of the
voting common stock in contemplation of effecting the combination either within two
years before the plan of combination is initiated or between the dates the combination is
initiated and consummated; .... " Further,
paragraph 47-d stipulates that "each of the
combining companies [may reacquire] shares
of voting common stock only for purposes
other than business combinations .... " J
In some cases it is difficult to determine
the purposes of treasury stock acquisitions.
An AICPA Accounting Interpretation of
Opinion No. 16 (No. 20 issued September
1971) states: "In the absence of persuasive
evidence to the contrary, however, it should
be presumed that all acquisitions of treasury
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stock during the two years preceding the
date a plan of combination is initiated (or
from October 31, 1970 to the date of initiation
if that period is less than two years) and
between initiation and consummation were
made in contemplation of effecting business
combinations to be accounted for as a pooling
of interests. Thus, lacking such evidence,
this compination would be accounted for by
the purchase method regardless of whether
treasury stock or unissued shares or both
are issued in the combination." The Commission believes that this presumption and conclusion should be followed.
In determining the purposes of treasury
stock acquisitions, it is ordinarily appropriate to focus on the intended subsequent distribution of common shares rather than on
the business reasons for acquiring treasury
shares. For example, shares may be reacquired because management believes the
company is overcapitalized or considers that
"the price is right," but such reasons do not
overcome the presumption that they were
acquired in contemplation of effecting business combinations to be accounted for as
poolings of interests. On the other hand, the
presumption may be overcome when shares
are acquired for a specific use unrelated to
business combinations such as stock option
or purchase plans or stock dividends, are
associated with a combination accounted for
as a purchase, or are acquired to resolve an
existing contingent share agreement. However, the mere assertion that common shares
are reacquired for such purposes, even
where the assertion is formalized by action
of the board of directors reserving the treasury shares, does not provide persuasive evidence that they were not reacquired in contemplation of pooling-of-interests combinations. If a resolution of the board of directors
or -other statement of intent were sufficient
to l;!,rovide persuasive contrary evidence, the
resfrictions on treasury stock acquisitions
would be totally ineffective. Accordingly,
while a board resolution made prior to acquisition of treasury shares may be useful evidence as to corporate intent, reference also
must be made to the actual or probable issuance of shares for purposes unrelated to
pooling-of-interests business combinations.

When treasury shares are acquired during
a period beginning two years prior to initiation and ending at the date of consummation
of a business combination to be accounted for
as a pooling of interests (hereinafter referred
to as the "restricted period") the issuance of
an equivalent number of shares prior to the
date of consummation would generally provide persuasive evidence that the treasury
shares were not acquired in contemplation of
the combination. The shares issued may be
treasury shares or previously unissued
shares since, with regard to the equity interests of the common shareholders, there is no
substantive difference between the two.
Thus, a company might "cure" a condition
which would preclude pooling-of-interests accounting by selling common shares prior to
consummation of the combination. The
"cure" could not be effected by merely retir-.
ing treasury shares.
.
Paragraph 47-d of APB Opinion No. 16
includes the statement that "treasury stock
acquired for purposes other than business
combinations includes shares for stock option and compensation plans and other recurring distributions provided a systematic
pattern of reacquisitions is established at
least two years before the plan of combination is initiated." Further, "a systematic pattern of reacquisitions may be established for
less than two years if it coincides with the
adoption of a new stock option or compensation plan." In AICPA Accounting Interpretation No. 20 of Opinion No. 16, no reference is
made to a systematic pattern of reacquisition, and some accountants have asserted
that this test has been . effectively
superseded. ·The Commission does not accept
this assertion. Accordingly, the Commission
concludes that treasury shares acquired in
the restricted period for recurring distributions should be considered "tainted" unless
they are acquired in a systematic pattern of
reacquisitions established at least two years
before the plan of combination is initiated (or
coincidentally with the adoption of a neW
stock option or compensation plan) and there
is reasonable expectation that shares will be
issued for such purposes.
A systematic pattern of reacquisitions
might be demonstrated by the reacquisition
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of a specified number of shares in successive
time periods, e.g., 1,000 shares per month. A
systematic pattern might also be demonstrated where, pursuant to a formal reacquisition plan, shares are acquired based on
specified criteria such as the market price of
the stock and cash availability. The criteria
of the reacquisition plan must be sufficiently
explicit so that the pattern of reacquisitions
may be objectively compared to the plan.
Unanticipated interruptions caused by legal
constraints on a company's ability to reacquire shares would not upset an otherwise
systematic pattern of reacquisitions.
The determination of whether there is reasonable expectation that shares will be issued for the stated purposes of acquiring the
shares is a matter of judgment. Generally,
there would appear to be such reasonable
expectation where the following circumstances exist at the time a reacquisition plan is
adopted or shares are reacquired:
1. As to stock option plans, warrants or
convertible securities, the quoted price
of the common shares is not less than 75
percent of the exercise or conversion
price.
2. As to stock purchase or bonus plans or
stock dividends, either (a) shares are
reacquired to fulfill existing commitments or dividends declared or (b) based
on a pattern of issuing shares for such
purposes in the prior two years, the
shares are reacquired to fulfill anticipated requirements in the succeeding
year.

A systematic pattern of reacquisitions test
would not apply to treasury shares acquired
for issuance in a specific "purchase" business combination or to resolve an existing
contingent share agreement from a prior
business combination, as these issuances

would not be regarded as recurring distributions. Thus, shares acquired and reserved for
these purposes at the date a pooling-of-interests business combination <is consummated
would not be regarded as "tainted" when,
based on current negotiations, presently existing earnings levels or market price of
shares, etc., there is reasonable expectation
that shares will be issued for the stated
purposes.
APB Opinion No. 16 does not discuss treasury share acquisitions subsequent to consummation of a husiness combination. In
specific fact situations, subsequent reacquisitions may be so closely related to the prior
combination that they should be considered
part of the combination plan. Thus significant reacquisitions closely following a combination which otherwise qualifies as a pooling
of interests may invalidate the applicability
of that method. Conversely, significant reacquisitions following a combination accounted
for as a purchase might be associated with
that purchase and would not adversely affect
subsequent pooling combinations.
Because of the varying interpretations
which have existed in practice, and the confusion which restated financial statements
may cause to investors, the Commission has
concluded that tne accounting for business
combinations which were completed prior to
the issuance of this release should not be
revised. The interpretation set forth herein
should be applied to all subsequent business
combinations even though shares issued in
these combinations may have been reacquired prior to the date of this release.
By the Commission.

RONALD

F. HUNT
Secretary
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RELEASE NO. 146-A
'April 11, 1974
SECURITIES ACT OF 1933
Release No. 5416A.

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 18067A

SECURITIES EXCHANGE ACT OF 1934
Release No. 10363A

INVESTMENT COMPANY ACT OF 1940
Release No. 7955A

Statement of ~olicy and Interpretations in Regard to Accounting Series Release No. 146
tions accounting is now on the agenda of the
On October 5, 1973, in Securities Act ReFinancial Accounting Standards Board, and
lease No. 5429, the COl'~mission requested
it does not intend by adopting this release to
comments on the substance of Accounting
prejudge the issues now being considered by
Series Release No. 146 and stated that until
the Board. The Commission believes that the
these comments were considered the Comprinciples set forth in APB Opinion No. 16
m!s,sion )Vould accept filings from registrants
should not be eroded while the F ASB is
using. principles of accounting for business
considering this matter.
combinations in accordance with pra~tice
d'eemed acceptable by public accountants
prior'to A.SR 146. Comments were. ~eceiv~d; ,
Interpretations
from, num~rous. individuals, c()mpanies ..and
.A number of comment letters indicated a
groups. , ..
need for the clarification of certain aspects of
. _.
-ASR 146. The following interpretive comStatement of Policy
ments are designed to guide registrants and
After considering these comments, the
their independent public accountants.
Commission lias concluded that the state1. Purpose of acquisition of shares
ment of policy set forth in ASR 146 repre"
sents a proper interpretation of Accounting
In determining the purposes, of treasury
Principles Board Opinion No. 16 which deals
stock acquisitions, it is ordinarily appropriwith accounting for business combinations.
ate to focuso~ the intended subsequent dis,It has concluded, therefore, that it will apply
tribution of shares, e.g., exercise pf options,
this policy to all business combinations and
conversion of preferred stock, etc. APB Opintreasury stock acquisitions which occur subion No. 16, AICPA Accounting Interpretasequent to the date of this release. The policy
tion No. 20 thereof, and ASR 146 all discuss
will not apply in the case of subsequent
and emphasize subsequent distribution in
business combinations which are consumassessing purpose of acquisition. It must be
mated by companies which have acquired
recognized, however, that . circumstances
treasury shares' prior to the date of this
may exist where a co-mpany is obliged by
release so long as such shares are not
contract to reacquire specific shares or must
"tainted" under the criteria deemed acceptareacquire specific shares to settle outstandble by public accountants prior to the issuing claims. For example, reacquisition might
ance of ASR 146 and so long as treasury
be made to (1) comply with an agreement to
purchase stock upon the death of a stockshares tainted under ASR 146 have not been
holder, (2) settle a claim or lawsuit involving
acquired subsequent to the date of this realleged misrepresentation or other acts release.
lating to the original issuance of stock, (3)
Several commentators were critical of the
repossess stock pledged as collateral fo! a
arbitrariness of some of the criteria set out
receivable or other contractual obligatIOn,
in APB Opinion No. 16. The Commission
and (4) repurchase stock from employees pu r notes that the subject of business combina,
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suant to contractual rights or obligations.
Such contracts or claims provide persuasive
evidence that resulting reacquisitions were
not made in contemplation of a business
~ombination to be treated as a pooling of
interests. ~ccordingly, unless it appears that
such rights or obligations are contrived to
skirt the requirements of APB Opinion No.
16, resulting reacquisitions would not result
in "tainted" shares.
2. Reasonable expectation of reissuance
Many of those commenting on ASR 146
expressed concern that the guidelines relating to reasonable expectation of issuance of
shares for stock option plans, warrants or
convertible securities, i.e., the quoted price of
" common shares is not less than 75 percent of
the exercise or conversion price, would be
applied as an immutable rule. The Commission does not intend that this guideline be a
rule. Reasonable expectation is a matter of
judgment. Some of the other factors which
may affect that judgment are the volatility
of quoted prices, the remaining time period
before conversion or exercise rights expire,
and price and earnings trends. The Commission intends that the 75 percent guideline be
viewed as a presumption which may be rebutted by relevant, probative evidence.
3. Acquisitions subsequent to consummation
Several of those commenting on ASR 146
were concerned about the lack of specific
guidelines for determining when there are
"significant reacquisitions closely following a
combination." The Commission does not intend to establish an additional criterion for

determining the accounting treatment of a
business combination. Rather, it intended
simply to caution registrants and auditors
that the substance of reacquisitions close.1Y
following consummation of a combination
should not be ignored. For example, if a
company wished to replace untainted shares
issued in a purchase by acquiring an equivalent number of shares closely following ;its
consummation, such shares would not" be
tainted. Conversely, if an enterprise were to
complete a pooling and a very short time
thereafter repurchase an equivalent number
of shares, such a purchase could affect the
status of the combination and bar pooling
accounting.
4. Materiality
AICPA Interpretation No. 20 of APB Opinion No. 16 indicates that the presence of
"tainted" treasury shares will not" preclude
pooling-of-interests accounting if the number
of shares is not material in relation to the
total" number of shares issued to effect the
combination. In practice, "tainted" shares
are apparently being considered together
with other items under paragraph 47-b. This
would limit "tainted" shares to a maximum
of 10% of the total number of shares issued
to effect the combination. ASR 146 does not
address this matter because practice appears
reasonable and reasonably uniform.
By the Commission.
GEORGE

A. FITZSIMMONS
Secretary
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RELEASE NO. 147
October 5, 1973
SECURITIES EXCHANGE ACT OF 1934
Release No. 10421

SECURITIES ACT OF 1933
Release No. 5428
PUBLIC UTILITY HOLDING
ACT OF 1935
Release No. 1811J

COMPANY

Notice of Adoption of Amendments to Regulation S-X Requiring Improved
A. INTRODUCTION
The Securities and Exchange Commission
today adopted amendments to Rule 3-16 of
Regulation S-X which require increased disclosure of lease commitments by lessees in
the footnotes to financial statements filed
with the Commission. The proposal to amend
Regulation S.:X for this purpose was pubIi.shed for comment in Securities Act Release
No. 5401 (Securities Exchange Act· Release
No. 10203, Public Utility lIolding Company
Act Release.N"Q.17987).onJune 6,1973. Many
letters of comment have been received and
considered.
In its release proposing these amendments
the Commission noted that it was acting to
provide adequate information to investors in
regard to an important and dramatically
growing form of asset acquisition and financing. It also observed that it had referred the
basic problem of accounting measurement of
leases to the Financial Accounting Standards Board in Accounting Series Release No.
132.
Subsequent to the date of the Commission's proposal the Accounting Principles
Board of the American Institute of Certified
Public Accountants reversed its previously
announced decision to take no action on
lease disclosure and issued its Opinion No. 31
d~aling with this subject. The disclosure
called for in this Opinion was substantially
less than that identified in the Commission's
release as needed by investors. The Commission has carefu_lly considered the contents of
Opinion No. 31 to determine whether it provided for sufficient disclosure to meet the
needs of investors and has concluded that it
does not, although much of the disclosure

Discl~sure of Le~~s

called for by the Opinion will be useful to
investors. Specifically, the Commission believes that disclosure of the present value of
financing leases and of .the impact on net
income of capitalization of such leases, neither of which is required by Opinion No. 31,
are essential to investors. Accordingly, the
amendments adopted herein require such
disclosure. In other respects, the disclosure
requirements herein have been substantially
. conformed to those in the Opinion so as to
minimize duplication of effort by registrants.
The additional disclosures required by the
amendments are felt necessary to enable
investors to compare meaningfully the capital and asset structures and the operating
results of companies making use of different
methods of acquiring and financing assets.
. The Commission does not intend by adoptmg these amendments to prejudge the issues
of lease accounting now being considered by
the Financial Accounting Standards Board.
At such time as that body develops improved
standards of accounting for leases the Com. .
'
mISSIOn expects to reconsider the disclosure
requirements set forth herein.
B. INTERPRETATIONS AND COMMENTS
In the comments received on the proposal
a number of questions were raised. Some of
these were the basis for certain changes in
the proposals, while others seemed to call for
clarifying interpretive comments which did
not warrant inclusion in the text of the rule.
These items are discussed below in the order
in which they appear in Rule 3-16(q).
1. Renewal options-It was pointed out by
many commentators that renewal op-
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tions are generally a matter of prudent
business precaution by lessees and do
'not necessarily constitute a"n assured
stream of financial payments to the lessor. "The Commission "accepted these
comments a.ud deleted renewal options
from the period to be used in determining whether the lease covers 75 percent
of the economic life of" the property.
However, if the terms of the renewal'
option (or the nature and useful life of
any lessee-provided improvements to
the leased property) are such that the
probability of the option being exercised
is extremely high, the renewal period
may In substance be part of the noncan, eel able period and it should be treated
as such in applying the 75 percent tef)t.
In the normal case renewal options with
such terms are likely to require capitalization of leases under the ·building up
equity test of APB Opinion N~. 5. ,

2. Recovery of the lessor's investmerit-.:..A
number of questions were' raised as t9

whether it lease (such asa leveraged
lease), where both the'lessor's recovery
of investment and his return are based
on the timing of tax benefits which he'
receives as well as lease p~yp1ents,
should be considered as one ,which
meets the second criterion of a financing lease even though the lease payments alone would not have that effect.
The Commission believes that such a
lease does meet the test set forth since
it does have terms which assure the
lessor a recovery of his investment and
an economic return. In measuring the
lessor's investment any investment
credit received by him should be treated
as a reduction of investment.
3. Fair market value of leased asset-It
was pointed out that a lessor may sometimes have acquired an asset at a date
far preceding the date a lease is entered
into and, accordingly, his iIi'vestment
may be an unrealistic basis for determining whether a financing lease is
being entered into. Accordingly, the proPOsed rule's definition' of a financing
lease was changed to provide that the
lessor should be assured recovery of the
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fair market value of the property. In the
normal case the lessor's cost will represent fair market value unless a substantial time period has passed between acquisition and the date of lease except
·that in the case of a manufacturerdealer lessor who meets the tests of
Accounting Principles Board Opinion
No. 27 for revenue recognition at the
date of lease, the amount of revenue
recognized may be used as a measure of
fair market v'alue.
4. Minimum rentals-It was pointed out
that in a number of circumstances contractual minimum rentals were not a
good measure of the cash inflows anticipated by the lessor. In some such cases
contractual minimum rentals would not
recover the lessor's investment, but contingent rentals are set at such a level
that the lessor is virtually certain to
recover his investment plus a fair return. While the rule adopted deals only
, 'with minimum 'lease commitments, registrants are urged to look at the economic substance underlying the lease
agreement. In cases where a lessor's
recovery is in fact but not contractually
assured, present value computations
may be most meaningfully made on the
, basis of expected rental payments. Such
a practice would be consistent with the
rule adopted.
Other cases were cited where no minimum rental was called for in the lease
agreement but the lessor's debt service
was guaranteed by the lessee. In such a
case it would normally be expected that
the asset and related liability would be
reflected on the balance sheet. If the
t9tallease terms did not require capitalization, the guaranteed payments would
constitute the minimum rentals required to be disclosed at their present
value under this rule.
5. Net lease payments-Many comments
were received as to the difficulty in determining amounts included in lease
payments applicable to taxes, insurance, maintenance and other operating
expenses. In the case of financing
leases, these items are frequently ex-
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plicitly set forth or excluded from lease - c. AMENDMENTS TO REGULATION S-X
payments. The rule as adopted provides
The following amendments to Rule 3-16 are
that an estimate of such costs be subadopted.
The introductory paragraph of Rule
tracted if practicable. If costs cannot be
3-16
is
amended
as follows:
reasonably
estimated for some leases , it
. .
is acceptable to disclose. the present
Insert at the end of the second sentence
value of those lease payments on a gross
"and for item (q) as specified therein"
basis, with disclosure of the amount so
Rule 3-16(i). Commitments and contingent
computed.
liabilities.6. Interest rate impli.cit in the terms of the
lease-In most cases such interest rates
(1) No change
are explicitly negotiated in financing
(2) Is deleted
leases. Where this is not the case, inter(3) Becomes (2)
est rates applicable to the financing of
Rule 3-16(q). Leased assets and lease compurchases of similar types of properties
mitments.-Any contractual arrangement
by the lessees at the times of entering
which
has the economic characteristics of a
into the lease agreements may be indiclease,
such
as a "heat supply contract" for
ative of the interest rates implicit in the
nuclear
fuel,
shall be considered a lease for
terms of the lease. Paragraphs 13 and 14
purposes
of
this
rule. Leases covering oil and
of Accounting Principles Board Opinion
gas
production
rights
and mineral and timNo. 21 also discuss this problem.
ber
rights
are
not
to
be
considered leases for
In some cases interest rates negotipurposes
of
this
rule
..
For
purpose~ of this
ated in leasing arrangements are variarule,
a
financing
lease
is
defined
as a lease
ble and depend upon the rates for the
which,
during
the.
noncancelable
lease peshort-term paper used to finance leased
either
(i)
covers
75
percent
or
more of
riod,
assets. In such situations present value
the
economic
life
of
the
property
or
(ii) has
must be calculated through the use of
terms
which
assure
the
lessor
a
full
recovery
an estimated rate over the life of the
lease, but calculations of the current of the fair market value (which would normally be represented by his investment) of
impact on net income should use the
the
property at the inception of the lease
current interest rate in determining the
plus
a reasonable return on the use of the
interest charge.
assets
invested subject only to limited risk in
7. Materiality-Comments indicated that
the originally proposed test of material- the realization of the residual interest in the
ity for present value disclosure which property and the credit risks generally assowas based on debt and the present value ciated with secured loans. The disclosures
of leases discriminated against the com- set forth under sections (1) and (2) below are
only required if gross rental expense in the
pany with little or no debt. In response,
the Commission has changed the test to most recent fiscal year exceeds one percent
require disclosure of present value only of consolidated revenues.
when the amount exceeds five percent
(1) Total rental expense (reduced by rentof long-term capitalization (the sum of
als from subleases, with discl'"osure of
long-term debt, stockholders' equity and
such amounts) entering into the deterthe present value of leases) or when the
mination of results of operations for
effect on net income of capitalizing
each period for which an income statement is presented shall be disclosed.
leases is greater than three percent of
Rental payments under short-term
average· net income for the most recent
three years. In calculating average net
leases for a month or less which are not
expected to be renewed need not be
income, loss years should be excluded. If
included. Contingent rentals, such as
losses were incurred in each of the most
recent three years, the average loss
those based upon usage or sales, shall
shall be used for purposes of this test.
be reported separately from the basic
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or minimum ·rentals. Rentals on' noncapitalized financing leases shall be
shown separately for both categories of
rentals reported.
(2), The minimum rental commitments under all noncancelable leases shall be
disclosed, as of the date of the latest
balance sheet presented, in the aggregate (with disclosure of the amounts
applicable to noncapitalized financing
leases) for (i) each of the five succeeding fiscal years; (ii) each of the next
three five year periods; and (iii) the
remainder as a single amount. The
amounts so determined should be reduced by rentals to be received from
existing. noncancelable subleases (with
disclosure of the amounts of such rentals). For purposes. of this rule, a noncancelable lease is defined as one that
has an initial or remaining· term of
more· than one year and is noncancelable, or is cancelable only upon the occurrence of some remote contingency
or upon the payment of a substantial
penalty.
•
(3) Additional disclosures shall 'be made to
report in general terms: (i) the basis for
calculating rental payments if dependent upon factors other than the lapse of
time; (ii) existence and terms of renewal or purchase options, escalation
clauses, etc.; . (iii) the nature and
amount of related guarantees made or
obligations assumed; (iv)' restrictions
on paying dividends, incurring additional debt, further leasing, etc.; and (v)
any other information necessary to assess the effect of lease commitments
upon the financial position, results of
operations, and changes in financial position of the lessee ..
(4) For all noncapitalized financing leases
there shall be disclosed:
(i) The present values of the minimum lease commitments in" the aggregate and by major categories of properties, such as real estate, aircraft, truck
fleets and other equipment. Present
values shall be computed by discounting net lease payments (after subtracting, if practicable, estimated, or actual

amounts, if any, applicable to taxes,
Insurance,' niaintenanceand other operating expenses) at the interest rate
implicit in the terms of each lease at
the time of entering into the. lease.
Such disclosure shall be made as of the
date of any balance sheet presented. If
the present value of the minimum lease
commitments is less than five percent
of the sum of long-term debt, stockholders' equity and the present value of the .
minimum lease commitments, and if
the impact on net income required to be
.disclosed under (iv) below is less than
three percent of the average net income for the most recent three years,
this disclosure is not required.
(ii) Either the weighted average interest rate (based on present value)
and range of rates or specific interest
rates for all lease commitments included in the amount disclosed under (i)
above.
(iii) The present value of rentals to
be received from existing noncancelable subleases of property included under (i) above based on the interest rates
implicit in the terms of the subleases at
the times of entering into the subleases.
" (iv) The impact upon net income for
each period for which an income statement is presented if all noncapitalized
.financing leases were capitalized, related assets were amortized on a
straight-line basis and interest 'cost
was accrued on the basis Of the out~
standil1-g lease liability. The amounts of
amortization and interest cost included
in the computation shall be separately
identified. If the impact on net income
is less than three percent of the average net income for the most recent·
three years,' that fact may be stated in
lieu 'of this disclosure. In calculating
average net income, loss years should
. be excluded. If losses were incurred in
each of the most recent three years, the
average loss shall be used for purposes
of this test.

*****
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The foregoing amendments are. adopted
pursuant to Sections 6, 7;8, 10 a!ld, 19(a) of
the Securities Act of 1933; .Sections 12, 13,
15(d) and 23(a) of the Securities Exchange
Act of 1934; and Sections 5(b), 14 and 20(a) of
the Public Utility Holding Company Act of
1935. The amendments shall be. effective
with respect to financial statements filed

with the' Commission subsequent to' November 30, 1973.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 148
November 13, 1973
SECURmES ACT OF 1933
Release'No.5436

-

SECURITIES EXCHANGE ACT OF 1934
Release No. 10493

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 18168
INvESTMENT COMPANY ACT OF 1940
Release No. 8082

Notice of Adoption of Amendments to Regulation SoX and Related Interpretations and Guidelines
Regarding Disclosure of Compensat~g Balances and Short~term Borrowing Arrangements
A. INTRODUCTION
One of the amendments in Accounting Series Release No. 125, adopted by the Commission on June 23, 1972, changed Rule 5-02-1 of
Regulation S-X relating to .cash and cash
items to require disclosure of funds subject
to withdrawal or usage restrictions such as
compensating balances. Since then the Commission has received many inquiries concerning the form of disclosure contemplated
by this amendment. Preliminary interpretations and guidelines were drawn up and exposed in November 1972 to interested
groups. Based on comments received from
industry and professional groups at that
time, it became apparent that additional
amendments to the rules were required in
~ddition to interpretations and guidelines.
Accordingly, on April 12, 1973, proposed revisions to Regulation S-X Rules 5-02-1, 5-02-25,
5-02-29, 5-02-30 and 5-02-32 along with associated interpretations and guidelines were issued for public comment. These revisions
attempted to refine the requirements for,
and to facilitate understanding and implementation of, disclosure relating to re-

stricted funds and the effective cost of borrowing.
Comments Received and Revisions Adopted
The letters of comment received oil the
April 12, 1973, proposal raised a number of
problems which have been carefully considered in developing the final requirements,
interpretations and guidelines set forth in
this release. The principal changes in the
original proposal that have been incorporated into the current release are as follows:
1. Compensating balances are to be segregated on the balance sheet only if they
are legally restricted under the terms of
the arrangement while any oth~'r determinable amounts of funds which are held
as compensating balances are to be disclosed in the notes to the financial statements. Segregation recognizes that certain
cash balances at the balance sheet date
are not readily available for discretionary
use by management. Footnote disclos~re
emphasizes information about finanCIal
management decisions which effectively
restrict the availability of cash funds over
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time for alternative income yielding opportunities even though no legal restrictions
exist which preclude such use.
2. The proposed requirement that the
,effective int~rest rate (including the impact of compensating balances, fees, etc.)
on borrowings be disclosed has been eliminated. Comments received indicated many
practical difficulties in determining such a
rate and the Commission has concluded
that such problems make it impractical to
require this disclosure' in financial statements as a general rule although the Commission encourages such disclosure when
significant and practicable. The other proposed disclosure requirements relating to
short-term borrowings have been adopted.
In addition to these major changes, a number of other technical changes' have been
made in the rules, interpretations and guidelines in response to specific substantive difficulties raised or requests for clarifications of
terms used. None of these changes constitutes a substantive increas~ in previously
proposed requirements. Specifically, Rules 502-1, 5-02-18, 5-02-25, 5-02-29 and 5-02-32 of
Regulation S-X are amended by this release.

Reasons for Requirements
The management of liquidity is an impor~
tant part of the financial management of a
business entity. The maintenance of shortterm borrowing capacity and the ability to
obtain such funds at reasonable cost are
major elements of Such a management responsibility. If investors are to understand
the financial policies of mariagement, disclosure relative to these elements is necessary.
It is generally recognized in the financial
community that one of the htajor elements in
short-term financing policy is the maintenance of compensating balances supporting
present and future credit from financial institutions. Such balances affect liquidity and
t~e effective cost of borrowing. N~vertheless;
dISclosure of the essential details of such
:~angements has. been infrequent. When
I~closure has occurred, the information supPI~ed has generally been insufficient to per~lt stat~ment users to deal analytically with
e subJect. Lack of disclosure of amounts

affecting liquidity such' as ~omp~~sati~g'bal
ances has been justHi~don th~ grounds that
s'uch arrangements were generally . unwritten, informal and riot subject to precise
quantification. None of these' re"asonsare
sufficient to support a policy of nondisclosure
of situations which are recognized to be both
real and significant. They do, however, support the need for rule changes and disclosure
guidelines so that reasonably uniform and
understood standards for disclosure can be
applied. They also indicate that disclosure
must be based in many circumstances on
reasonable estimates and that precision of
measurement cannot be expected.
The interest rate paid for short-term borrowings is also of significance in appraising
the financial policies and operating r~sults of
business entities. Changes in this rate over
time may have a significant impact on profitability. The relationship of the rate paid at
year end to short-term rates generally being
charged at that date to corporate borrowers
may be indicative of the future level of interest costs to be incurred by the corporation
under varying conditions in the credit markets. In addition, information as to the magnitude of such borrowings during a fiscal
period should further assist investors in determining the impact of changing credit conditions oil businessoperitions.
it is recognized that disclosures such as
those set forth herein are of primary interest
to those users of financial statements who
wish to undertake detailed analysis of corporate 'acti~ities and may not be required in
financial disclosure oriented solely to the
needs of the average investor.

B. AMENDMENTS TO REGULATION S-X
Rules 5-02-1, 1>-02-18, 5-02-25, 5-02-29 and 502-32 are amended as follows:
Rule 5-02-1. Cash and cash items.
State separately (a) cash on hand and unrestricted demand deposits; (b) restricted deposits held as compensating balances against
short-term borrowing arrangements; (c) time
deposits and certificates of deposit (excluding amounts included in (b) above or Rule 502-18(c) below); (d) funds subject to repayment on call or immediately after the date of
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the balance sheet required to be filed; and (e)
other funds, the amounts of which are known
to be subject to withdrawal or usage restrictions, e.g., special purpose funds. The general
terms and nature of such repayment provisions in (d) and withdrawal or usage restrictions in (e) shall be described in a note referred
to
herein.
In
cases
where
compensating balance arrangements exist
but are not agreements which restrict the
use of cash amounts shown on the balance
sheet, describe these arrangements and the
amounts involved, if determinable, in the
notes to the financial statements. Compensating balances that are maintained under
an agreement to assure future credit availability shall be separately disclosed in the
notes to the financial statements along with
the amount and terms of such agreement.

Rule 5-02-18. Other assets.
State separately (a) noncurrent receivables from persons specified in captions 3(a)(1)
and (4) above; (b) each pension or other special fund; (c) deposits held as compensating
balances ag~inst long-term borrowing arrangements; and (d) any other item not properly classed in one of the preceding asset
captions which is in excess of five percent of
total assets.
Rule 5-02-25. Accounts and notes payable.
(a) State separately amounts payable to
(1) banks for borrowings; (2) holders of commercial paper; (3) trade creditors; (4) parents
and subsidiaries; (5) other affiliates and
other persons the investments in which are
accounted for by the equity method; (6) underwriters, promoters, directors, officers, employees and principal holders (other than
affiliates) of equity securities of the person
and its affiliates; and (7) others. Exclude
from (6) amounts for purchases from such
p.erson subject to usual trade terms, for ordinary travel expenses, and for other such
items arising in the ordinary course of business. With respect to (4) and (5), state separately in the registrant's balance sheet the
amounts which in the related consolidated
balance sheet are (i) eliminated and (ii) not
eliminated.
(b) The average interest rate and general
terms (as well as formal provisions for the

extension of the maturity) of each category
of aggregate short-term borrowings (the sum
of items (a)(l) and (a)(2) above) reflected on
the balance sheet at the end of the period
shall be disclosed along with the maximum
amount of aggregate short-term borrowings
outstanding at any month end (or similar
accounting period) during the period. In addition, the approximate average aggregate
short-term borrowings outstanding during
the year and the approximate weighted average interest rate (and a brief description of
the means used to compute such averages)
for such aggregate short-term borrowings
shall be disclosed in the notes to the financial statements.
(c) The amount and terms (including commitment fees and the conditions under which
lines may be withdrawn) of unused lines of
credit for short-term financing shall be disclosed, if significant, in the notes to the
financial statements. The amouJlt of these
lines of credit which support a commercial
paper borrowing arrangement or similar arrangements shall be separately identified.

Rule 5-02-29. Bonds, mortgages and similar
~M.
(a) State separately here, or in a note referred to herein, each issue or type of obligation and such information as will indicate
(see Rule 3-13) (1) the general character of
each type of debt including the rate of interest; (2) the date of maturity, or if maturing
serially, a brief indication of the serial maturities, such as "maturing serially from
1980 to 1990"; (3) if the payment of principal
or interest is contingent, an appropriate indication of such contingency; (4) a brief indication of priority; (5) if convertible, the basis;
and (6) the combined aggregate amount of
maturities and sinking fund requirements
for all issues, each year for the five years
following the date of the balance sheet. For
amounts owed to affiliates, state separately
in the registrant's balance sheet the
amounts which in the related consolidated
balance sheet are (i) eliminated and (ii) not
eliminated.
(b) The amount and terms (including commitment fees and the conditions under which
commitments may be withdrawn) of unused
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com:mitment;::; for long-term financing arrangements that. woulq. pe disclosed under
this rule if used shall be disclosed in the
note!3 to the financial statements if siguificant.'

Rule 5-02-32. Other long-term debt.
(a) Include under this caption all amounts
of long-term debt not provided for under
captions 29(a) and 31 above. State separately
allJ.ounts payable to (1) persons specified in
captions 25(a)(1), (2) arid (5); and (2) others
specifying any material item. Indicate th~
extent that the debt is collateralized. Show
here, or in a note referred to herein, the
information required under caption 29.
(b) The amount and terms (including commitment fees and the conditions under which
commitments may be withdrawn) of unused
commitments fot: long-term financing arrangements not provided for under caption
29(b) above shall be disclosed in the notes to
the financial statements if significant.
C. GUIDELINES AND INTERPRETATIONS
Guidelines and interpretations are presented below to facilitate understanding and
application of the revised rules as amended.
Com~ensating Balances'

Rules 5-02-1 and 5-02-18· have been expanded to require disclosure of compensating
balances in order to avoid undisclosed commingling of such balances with other funds
having different liquidity characteristics and
bearing no determinable relationship to borrowing arrangements. Rule 5-02-1 also requires footnote disclosure distinguishing the
amounts of such balances maintained under
a formal agreement to assure future credit
availability. While these rule changes eliminate certain inconsistencies previously
~~ted, comments received indicate considerae uncertainty in the application of any rule
reI
.'
. a t"mg to compensatmg
balanees. Accord~~gly, the Commission has 'concluded that
. e following guidelines are necessary to asSIS t registrants.
Definition
A compensating balance is defined as that
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portion of any demand deposit (or any time
deposit .or certificate of deposit) maintained
by a corporation (or by any other person on
behalf of the corporation) which constitutes
support for existing borrowing arrangements of the corporation (or any other person) with a lending institution. Such arrangements would include both outstanding
borrowings and the· assurance .of .future
credit availability.
Form of Disclosure
The manner of disclosure cannot be specified with precision since it will vary according to the factual situation involved. These
rules call for disclosure of compensating bal~
ance arrangements. Such disclosure will involve segregation on the face of the balance
sheet whenever such balances are maintained under an agreement which legally
restricts the use of such funds. Examples of
such arrangements would include situations
where a certificate of deposit must be held
while a loan is outstanding or where a minimum balance must be maintained at all
times while credit is extended or available.
Footnote disclosure will be appropriate in
other circumstances where such balances
are determinable amounts although not legally restricted as to withdrawal. Footnote
disclosure would be required. even though
the arrangement is not reduced to writing if
determinable amounts (e.g., a percentage of
short-term borrowings, a percentage of unused lines of credit, an agreed average balance) have been agreed upon by both parties
involved. An .arrangement where the balance
required is expressed as an average over
time would ordinarily lead to additional footnote disclosure of the average amount required to be maintained for arrangements in
existence at the reporting date since the
amount held at the close of the reporting
period might vary significantly from the average balance held during the period and
bear little relationship to the amount required to be maintained over time. If arrangements requiring maintenance of compensating balances during the year were
materially greater than those at year end
that fact should be disclosed. Disclosure rna;
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also include a statement, if appropriate, that
the amounts are legally subject to withdrawal with or without sanctions, as applicable. If many banks are involved, the disclosure should summarize the most common
arrangements and aggregate the compensating balances involved.
Where a company is not in compliance with
a compensating balance requirement, that
fact generally should be disclosed along with
stated or possible sanctions whenever such
possible sanctions may be immediate (not
vague or unpredictable) and material.
In determining whether compensating balance arrangements are sufficiently material
to require segregation or disclosure, various
factors should be considered. Among these
may be the relationship of the amount of the
balances to total cash, total liquid assets and
net working capital, and the impact of the
balances on the effective cost of financing. In
the usual case, reportable compensating balances which in the aggregate "amount" to
more than. 15 percent of liquid assets (current cash balances, restricted and unrestricted, plu'3 marketable securities) would
be considered to be material. Lesser amounts
may be material if they have a significant
impact on the cost of financing.
Compensating balances maintained by the
company for the benefit of affiliates, officers,
directors, principal stockholders or other
similar parties may be of particular significance to investors. Separate disclosure of
such balances may be required under other
Commission rules and regulations even if
they are not of a magnitude such that they
would meet the materiality guidelines set
forth above.
Measurement Problems
A number of problems arise in the process

of determining the amount of compensating
balances. It is recognized that precision of
measurement may not be practicable, but
that fact should not limit the disclosure of
material arrangements since reasonable estimates can be made. Since several of the
problems of measurement occur frequently,
and since it is desirable that they be similarly solved to assure uniformity of practice

among companies, the following guidelines
have been developed to assist regIstrants. It
is recognized that every situation cannot be
anticipated, and the need for judgment on
the part of registrants and their auditors
cannot and should not be avoided.
1. Minimum operating balance.-All corporations require some minimum amount of
cash on "which to operate. The amount will
depend upon the extent of seasonal and random fluctuations in short-term cash demand
as well as management judgment regarding
necessary safety factors. It has been argued
that, in those cases where" part of the" compensating balance reflects funds that would
be held anyway as a minimum operating
balance, such funds should be subtracted
from compensating balances since the maintenance of such a compensating balance has
no incremental cost to the borrower.. For
purposes of these disclosure requirements,
such a subtraction is not appropriate. The
concept of subtraction implies that the" com"pensating balance" is of secondary "iniportance and this is by no means apparent. It
would be equally reasonable to contend that
operating funds are free of cost because compensating balances must be maintai~ed. In
any event, the utilization of such amounts
for compensating balances precludes the
sound cash management alternat"ive. of investing available cash in highly liquid interest bearing securities. It may be desirable,
however, for companies to supplement disciosure with statements regarding the dual
purpose of such amounts.
2. Float.-The balance" shown on the
bank's ledgers and the company's books will
differ due to delays in presentment of checks
and deposits in transit. In addition . some
amounts included in the bank ledger' figure
may include funds subject to collection which
may not be considered as meeting compensating balance requirements." These factors
complicate the calculation of the amount of
compensating balance to be disclosed both
conceptually and empirically. The compensating balance arrangements negotiated between a company and its bank are normally
expressed in terms of the collected bank
ledger balance, but the financial statements
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are pr:esented on the basis of the company's
books. hi order to make the disclosure of
compensating balance amounts segregated
on the balance sheet consistent with the
cash amounts reflected in the financial statements, the balance figure agreed upon by the
bank and the company should be adjusted if
possible by the estimated "float" so that
such an adjusted amount shown on the balance sheet will properly relate to company
book amounts for total cash. Both the agreed
upon collected balance at the bank and the
adjusted balance relating to the corporation's books should be disclosed along with a
brief description of the criteria used to make
the adjustment. Similar adjustments and
disclosure should be made for arrangements
disclosed only in the footnotes if practicable
and relevant to the arrangements described.
A reasonable estimate of "float" based on
the information management uses to manage its bank relationships will be satisfactory.
3. Compensation for other bank services.Balances are maintained not only in connection with financing arrangements but also to
compensate the bank for its account handling function and in some cases to· pay for
other services such as lock boxes and account reconcilement. Balances maintained
for these purposes should not be included in
the disclosed compensating balances and
would not be construed as special funds per
5-02-1(e) since such funds are available for
use upon payment of a service charge and
would not affect the cost of borrowing. If a
bank allows balances to serve both purposes,
the balances should be' considered as a compensating balance and should be disclosed in
accordance with Rules 5-02-1 or 5-02-18 as
appropriate. Supplemental', disclosure by
companies of the dual purpose of such
amounts may be desirable.
4. Reporting periods.-In general, com pens~ting balance arrangements should only be
?Isclosed for the latest fiscal year and later
Interim period for which statements are presented. If the terms of the arrangements
re .
t <;Iulre balance sheet segregation, however,
hIs should be reflected in all balance sheets
presented. In addition, if the change in the
arrangements from one period to the next is
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so great as to constitute a fact of unusual
significance to the investor in appraising the
company, the change should be disclosed.
Time Deposits and Certificates of Deposit
Rule 5-02-1 calls for separate disclosure of
time deposits and certificates of deposit
where not included elsewhere as part of compensating balances. Where all or a material
part of such separately disclosed deposits are
interest bearing, this fact along with the
total interest-bearing amount should be disclosed parenthetically or in the footnotes in
order to appropriately reflect cash management policies.
Special Purpose Funds
Rule 5-02-1 also requires the disclosure of
I"other funds, the amounts of which are
known to be subject to withdrawal or usage
restrictions." Restrictions on the use of
funds may include contracts entered into
with others or company statements of intention with regard to particular deposits. Examples of the former might be letters of
credit and escrow accounts. Examples of the
latter are cash balances set aside for use in a
capital expenditure program or to meet a
particular debt obligation when it comes due.
Cash balances related to statements of intention should only be segregated when particular deposits or balances have been earmarked for such special purposes. Board
approval of a capital budget calling for the
expenditure of certain amounts would not be
the basis for segregation unless the specific
amounts of cash to be spent are identified
and set aside.
Funds Maintained for Future Credit
Availability
Rule 5-02-1 requires disclosure of funds
maintained under an agreement for the purpose of assuring future credit availability.
These funds would be included as part of
compensating balances disclosed separately
on the balance sheet or in the footnotes in
accordance with Rule 5-02-1. This requirement contemplates separate disclosure of
such amounts and the related terms for both
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long- and short-term future credit availability in the notes to the financial statements.
Separate disclosure provides important and
useful information to the investor about policies regarding cash management and future
financing.
. Commercial Paper and Debt Roll-Over
Rule 5-02-25 has been expanded to provide
information to the investor regarding borrowing policies and their cost. The separate
~tatement ~~ commercial paper outstanding
IS a recogmtIon of the increasing importance
of this form Of short-term borrowing in corporate . financial management. Commercial
paper represents short-term unsecured notes
issued for cash by the corporation, generally
supported in whole or part by outstanding
lines of credit extended by financial institutions.
Commercial paper and other short-term
debt should be classified as a current liability even though the issuer's intention is to
roll over such debt at its maturity. The fact
that art issuer has both financial strength
and a past borrowing record such that sale of
new paper appears reasonably assured does
not constitute a basis for long-term classification,\ since the power to terminate the
credit remains with the creditor. Only (1)
when a borrower has a noncancelable binding agreement from a creditor to refinance
the paper (or other short-term debt) and (2)
when the refinancing extends the maturity
date beyond one year or the current operating cycle of the business (whichever is
longer) and (3) when the borrower's intention
is to exercise this right, should borrowings
under such an agreement be shown as a
long-term liability (along with disclosure of
the above facts). 1
Unused Lines of Credit or Commitments
Rules 5-02-25, 5-02-29 and 5-02-32 also call
for the disclosure of the amount and terms of
unused lines of credit and commitments if
significant. Various factors should be consid-

ered in determining significance such as total debt by term of such debt, total capital,
total cash requirements, and the like.
The disclosure of unused lines and commitments supplies the investor with information
regarding borrowing potential and future
liquidity under varying money market conditions. It is recognized that lines of credit or
commitments are frequently extended to a
borrower subject to the condition that the
borrower maintain certain standards of
credit worthiness, and that the existence of
such lines or commitments therefore does
not assure the availability of credit under
conditions of deteriorating financial position.
Accordingly, the rule provides that disclosure be made of the conditions under which
lines or commitments may be withdrawn. It
is also recognized that such lines and commitments are occasionally offered by financial institutions as a marketing device and
accepted by corporations -without any intention of use and not as part of their financing
plan. Disclosure of such lines is not contemplated by this rule.
Unused lines disclosed as supporting commercial paper or other debt arrangements
should include only usable lines. For this
purpose usable lines are construed to be
total lines used to support commercial paper
less lines needed to meet "clean-up" provis~o?s of a bo.rrowing arrangement. Such proVISIons reqUIre borrowers to retire credit ex~ended at a bank or banks at some specified
mterval for a specified period. Total lines
outstanding are therefore not necessarily a
measure of the total credit available on a
continuing basis. Similarly, if a corporation
has lines arranged with several banks which
in total exceed borrowing levels permitted
under existing lending agreement~, disclosure should be limited to usable amounts.
Rules 5-02-29 and 5-02-32 would include
disclosure of commitments such as standby
commitments, commitments for future disbursements, and unused revolving credits
maturing after one year.
Responsibilities

I This paragraph was subsequently rescinded in Accounting Series Release No. 172, June 13, 1975.

The registrant is responsible for preparing
financial statement disclosure of short-term

273

ACCOUNTING SERIES RELEASES

interest rates, compensating balances, unused confirmed lines of credit, commercial
paper and other disclosures as specified in
these rules' and guidelines. The independent
accountant has the responsibility of satisfying himself that the disclosure is adequate.
When arrangements such as" compensating
balances and unused confirmed lines of
credit exist, their determination and verification would be facilitated and more readily
substantiated if the borrower set forth the
bases of the mutual understanding in a letter submitted to the lender (or potential
lender) with a 'request for confirmation.

* * * * *
The amendmel)ts to Regulation S-X. have
been adopted pursuant to authority conferred on the Commission by the Securities
Act of 1933, particularly Sections 6, 7, 8, 10
and 19(a) thereof; the Securities Exchange

Act of 1934, particularly Sections 12, 13, 15(d)
and 23(a) thereof; the Public Utility Holding
Company Act of 1935, particularly Sections
5(b), 14 and 20(a) thereof; and the Investment Company Act of 1940, particularly Sections 8, 30, 31(c) and 38(a) thereof.
The above amendments to Rules 5-02-1, 502-18, 5-02-25, 5-02-29 and 5-02-32 of Regulation S-X shall be applicable to financial
statements filed after December 31, i973, for
periods beginning on or after December 30,
1972. Requirements for disclosure of compensating balances as stated in Rule 5-02-1 prior
to this release are deferred until December
31, 1973, at which time these amendments
shall take effect.
By the Commission.
GEORGE

A. FITZSIMMONS

Secretary

RELEASE NO. 149
November 28, 1973
SECURITIES ACT OF 1933
Release No. 5441

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 18190

SECURITIES EXCHANGE ACT OF 1934.
Release No. 10523

INVESTMENT COMPANY ACT OF 1940
Release No. 8104

Notice of Adoption of Amendment to Regulation S-X to Provide for Improved Disclosure of
. Income Tax Expense
The Securities and Exchange Commission
today adopted amendments to Rule 3-16(0) of
Regulation S-X calling for improved disclosure of income tax expense in financial statements filed With . the Commission. These
amendments were originally proposed on December 18, 1972 (Securities Act Release No.
5344) and then were reissued in revised form
for additional comment on September 12,
1973 (Securities Act Release No. 5421).
The final rule includes a number of
ch~nges made in response to comments receIVed although the basic requirements of
the ..
orIgmal proposal which called for discloSUre of the components of tax expense, the

reasons for timing differences between book
and tax reporting resulting in deferred income taxes, and a reconciliation between the
effective income tax rate indicated by the
income statement and the statutory Federal
income tax rate have been retained and are
adopted hereby. The proposal that the
amount of deferred taxes shown on the most
recent balance sheet which will be reflected
in tax expense reported in income statements for each of the next five years be
disclosed has been revised. The revision requires d:sclosure of deferred tax reversals
only in cases where the registrant expects
that the cash outlay for income taxes with
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r~spect to any of the succeeding three years
will substantially exceed income tax expense
for such year.
..
The objectives of th~se disclosure requirements are to enable users of financial statements to' understand better the basis for the
registrant's tax accounting and the degree to
which and the reasons why it is able to
operate -at a different level -of tax expense
~han that, which would be .incurred at the
sta~utory tax rate. )3y developing such an
understanding, users
be able to distinguish more easily between one time and continuingtax advantage~_ enjoyed by a company and· to appraise the significance of
changing effective tax rates. In addition,
users wiUbe able to gain additional insights
into the current and prospective cash· drain
associated with payment of income taxes.

will.

Discussion of Comments Received
Numerous comments were received in' response to the exposure of this rule. I~ general, analysts and other users indicated that
the required disclosure would,be very helpful
to them in the process of analyzing results
and determining the earning power of a corporation.' Financial executives generally op:
posed the disclosure on the grounds that it
would be costly to produce and would provide
details which would, be of little value- to the
average investor. The Commission has concluded that the benefits of the disclosure are
sufficient to require. its presentation in financial statements filed with the Commission but it recognizes that the detailed disclosure provided herein will be primarily of
interest to professional analysts who have
the obligation to develop an understandIng
in depth of corporate results and may not be
required in financial disclosure designed for
the average investor. The Commission notes,
however, that financial statements prepared
. in conformity with generally accepted accounting principles as set forth in Accounting Principles Board Opinion No. 11 require
disclosure of the "reasons for significant variations in the customary relationships between income tax expense and pretax accounting income if they are not otherwise
apparent from the financial statements or

from the nature of the entity's business" and
it oelieves that m~ny of the disclosures required by Rule 3-16(0) may be necessary in
order to reflect the spirit of Opinion No. 1I.
A number of commentators suggested that
the Commission does not have the authority
to require disclosure of the information relating to income taxes because such information appears on the income tax returns of the
corporations and is therefore confidential.
The Com!fiission finds no merit in this position. The requirements for full and fair disclosure of material information to investigators are a basic part of the Securities Act of
1933 and the Securities Exchange Act of
1934. Each Act proy-ides that. registration
statements filed under the Act must contain,
in addition to other information specified,
such information "as the Commission may by
rules or regulations require as being necessary or appropriate in the public interest or
for the protection of investors."! Both Acts
also grant to the Commission the power to
prescribe, w~th regard to documents required
to be· filed, "the form or forms in which
requireq information shall be set forth, and
the items or details to be shown in the balance sheet and earning statement. . . ."2 The
Commission believes that the amendments
to Reguhitlon S-X adopted today are entirely
consistent with its express authority under
the Acts. The type of information required to
be disclosed by these amendments is, in the
opinion of the Commission, material to investors as noted above.
Other comments indicated that the rule
would require disclosure of information
which would be valuable to competitors since
it would reveal tax strategy or which would
lead taxing authorities to question tax de-

I Section 7 of the Securities Act of 1933 (Act) and
Section 12(g) and (b) of the Securities Exchange Act of
1934 (Exchange Act). In addition, Section 13(a) of the
Exchange Act requires issuers of securities registered
under that Act to file reports and information "in aCcordance with such rules and regulations as the Commission may prescribe as necessary or appropriate f~r
the proper protection of investors and to insure fair
dealing in the security."
2 Section 19(a) of the Act and Section 13(b) of the
Exchange Act.
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ductions or assess claims based on amounts
provided' in computing tax expense where
items subject to varying tax interpretations
were treated in a manner favorable to the
taxpayer~ Those who made such comments
did: 'not provide specific examples of items
and amounts involved, but the Commission
believes that most items of this sort would be
of a size such that disclosure would not be
required under the significance criteria set
forth in the rule. In those cases, if any,
where the amounts involved are sufficiently
large to require disclosure the needs of present and potential investors in public corporations are best served by providing such significant information even though there may
be an in~reased risk of adverse consequences
at the hands of competitors:
Numerous commentators raised questions
about the proposed requirement that disclosure be made of the amounts of deferred
income taxes shown on the year-end balance
sheet' which are expected to be reflected as
components of tax expense in each of the
next five years. It was pointed out that this
disclosure would not achieve the stated objective of providing insights into potential
future cash outlays for taxes since in the
normal case one tax deferral is expected to
be replaced by another. Hence the data proposed to be required might lead to the misleading inference that a substantial cash
outlay for taxes would be likely in the fiveyear period covered when such was not the
case. The Commission recognizes the validity
o~ these comments and has revised this partIcular proposal. The revised requirement
~a~ls for disclosure only in those cases when
It IS expected that the cash outlay for income
taxes with respect to any of the succeeding
three years will substantially exceed income
tax expense for such year. '

The Amended Rules

Inasmuch as certain of the ~~quirements
under Rule 3-16(0) relate also to Rule 5-02-19
P
toreIfal'd expenses and deferred charges, and'
h ule 5-02-35, Deferred credits, these rules
e~"e been amended to include a cross-referee to Rule 3-16(0).

The text of amended· Rules 3-16(0) 5-02-19
and 5-02-35 follows:
' . :'
'. "

* * * * *
Rule 3-16. General Notes to Financial Statements

* * * * *
(0)

Income tax expense.-(I) Disclosure

shall be made, in the income statement or a
note thereto, of the components of income
tax expense, including: (i) taxes currently
payable; (ii) the net tax effects, as applicable,
of (a) timing differences (Indicate separately
the amount of the estimated tax effect of
each of the various types of timing differences, such as depreciation, research and
development expense, warranty costs, etc.
Types of timing differences that are individually less than 15 percent of the deferred tax
amount in the income statement may be
comb~ned. If no individual type of difference
is more than five percent of the amount
computed by multiplyii-tg the income before
tax by the applicable statutory Federal income tax rat~arid the. aggregate amount of
timing differences is less than five percent of
such computed amount, disclosure of each of
the separate types of timing differences may
be omitted.) and (b) operating losses; and (iii)
the net defe,rred investment tax credits.
Amounts applicablE;! to United States Federal
income taxes, to foreign income taxes and to
other income taxes shall be stated sepa~ately
for each major component, unless' the
amounts applicable to foreign and other income taxes do not excee'd five percent of the
total for the component.
(2) If it is expected that the cash outlay for
income taxes with respect to any of the succeeding three years will substantially exceed
income tax expense for such year that fact
should be disclosed together with the approximate amount of the excess, the year (or
years) of occurrence and the reasons therefor.
(3) Provide a reconciliation between the
amount of reported total income tax expense
and the amount computed by mUltiplying the
income b~fore tax by the applicable statutory Federal income tax rate, showing the
estimated dollar amount of each of the un-
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derlying causes for the difference. If no individual reconciling item amounts to more
than five percent of the amount computed by
multiplying the income before tax by the
applicable statutory Federal income tax
rate, and the total difference to be reconciled
is less than five percent of such computed
amount, no reconciliation need be provided
unless it would be significant in appraising
the trend of earnings. Reconciling items that
are individually less than five percent of the
computed amount may be aggregated in the
reconciliation. The reconciliation may be presented in percentages rather than in dollar
amounts. Where the reporting person is a
foreign entity, the income tax rate in that
person's country of domicile should normally
be used in making the above computation,
but different rates should normally be used
in making the above computation, but different rates should not be used for subsidiaries
or other segments of a reporting entity; If
the rate used by a reporting person is other
than the United States Federal corporate
income tax rate, the rate used and the basis
for using such rate shall be disclosed.

* * * * *
Rule 5-02. Balance Sheets.

* * * * *
19. Prepaid
expenses
and
deferred
charges-State separately any material
items. Items properly classed as current
may, however, be included under caption 8.
(See also Rule 3-16(0).)

* * * * *

35. Deferred credits-State separ;,t.tely
amounts for (a) deferred income taxes, (b)
deferred tax credits, and (c) material items of
deferred income. The current portion of deferred income taxes shall be included under
caption 26 (see Accounting Series Release
No. 102). (See also Rule 3-16(0).)

* * * *.. *'.
"

",'

f

In order to clarify the rules' as adopted, an
example of disclosure and associated assumptiops and computations h;,t.s been .attached as an exhibit to thi!!l .release..

* * * * *
The amendments to Regulation S-X have
been adopted pursuant to authority. conferred on the Commission by the Securities
Act of 1933, particularly Sections 6, 7,,8, 10
and 19(a) thereof; the Securities Exchange
Act of 1934, particularly Sections 12, 13, 15(d)
and 23(a) thereof; the Public Utility Holding
Company Act of 1935,· particularly. Sections
5(b), .14 and 20(a) thereof; 'and the. Investment Company Act of 1940,particuiarly Sections 8, 30, 31(c) and 38(a) thereof.
The above amendments to Regulation S-X
shall be applicable to financial statements
for periods ending on or after December 28,
1973. Such disclosure is recommended but
not required for financial statements of prior
periods included in filings with the Commission subsequent to December 31., 1973.
By the Commission.
GEORGE

A. FITZSIMMONS
Secretary .
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The following example of the disclosure required under Rule 3-16(0) is provided to assist registrants in appraising·the
proposal and in complying with it.
I. Assumptions

The following facts appi y to a hypothetical business corporation for the calendar year 1973 (all fi~res in thousands)
Book income before tax _____________________________________________________________________________________ $15,000
(1) Assets purchased at the beginning of 1973 at a cost of $10,000, eight year life, double declining balance
.~~preciation for tax purposes, straight line on books, eligible for 7% investment credit.
.
(2) Research costs of $3,000 deducted on tax return but amortized over following years for book purposes.
(3) Warranty reserve of $1,400 provided for book purposes is not deductible for tax purposes until warranty costs
are incurred.
(4) Income before taxes includes $2,000 related to construction-type contracts still in process which are accounted
for on the percentage of completion method for book purposes and on the completed contract method for tax
purposes.
(5) Amortization of goodwill of $800 is not deductible for tax purposes.
(6) Book income before taxes includes $2,400 which represents the net income of wholly-owned foreign subsidiaries
that are expected to indefinitely invest their undistributed earnings. Foreign Subsidiary A is permitted under
its local tax laws to deduct a provision for an inventory reserve related to increased inventory levels. The
reserve would be reduced in periods of inventory decline. For consolidated financial statement purposes, no
such accrual is made and the associated deferred tax expense is $420. The subsidiaries have reportable taxes in
their respective foreign jurisdictions as follows:

Foreign
Subsidiary A

Foreign
Subsidiary B

Total

$2,100

$300

$2,400

30%
$ 700

50%
$300

$1,000

Current Tax Expense _"' _______________________ -: ___________________ ~
Deferred Tax Expense' ____________________________________________ _

210
420

150
-0-

360
420

Total Foreign Income Tax Expense _________________________________ _

$ 630

$150

$ 780

Foreign Book Income before Taxes __________________________________ _
"

.

~

Foreign Jurisdiction TaX Rate ______________________________________ _
Currently Taxable Income __________________________________________ _

(7) Investments sold during the year resulted in a gain of $1,000, which is taxed at capital gain rates of 30%.
(8) Included in income is $1,500 of interest on tax exempt municipal bonds.
(9) State and local income taxes amounted to $400.

II. Illustrative Note
Note-Income tax expense (all data in thousands).
Income tax expense is made up of the following components:

'.

U.S.
Federal

Foreign

State &
Local

Total

$2,312
2,328

$360
420

$400
-0-

$3,072
2,748

$4,640

$780

$400

$5,820
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Deferred tax expense results from timing differences in the recognition of revenue and expense for tax and financial
statement purposes. The sources of these differences in 1973 and the tax effect of each were as follows:
Excess of tax over book depreciation _______________________________________________________________ _
Research and development costs expensed on tax return and deferred on books ____________________ _
Revenue recognized on completed contract basis on tax return and on percentage of completion basis
on books __________________________________________________________________________________________ _
Tax deductible inveritory reserve provided in foreign tax jurisdiction _______________________________ _
Warranty cost charged to expense on books but not deductible until paid ___________________________ _

$ 600
1,440
960
420
(672)
$2,748

Total tax expense amounted to $5,820 (an effective rate of 38.8%), a total less than the amount of $7,200 computed by
applying the U. S. Federal income tax rate of 48% to income before tax. The reasons for this difference are as
follows:
% of
pretax
income
$ Amount
Computed "expected" tax expense ____________________________________________________ _
Increases (reductions) in taxes resulting from:
Foreign income subject to foreign income tax but not expected to be subject to U. S. tax
in foreseeable future ($2,400 x 48%) - $780 = $372 ___________________________________ _
Tax exempt municipal bond income _______________________________________ 7~~ _________ _
Investment tax credit on assets purchased in 1973 ___________________________________ _
Goodwill amortization not deductible for tax purposes ________________________________ _
State and local income taxes, net of Federal income tax benefit* _____________________ _
Benefit from income ta'xed at capital gains rate (1,000 x 48%) - (1,000 x '30%) = $180*

$7,200

48.0%

$ (372)
(720)
(700)
384
208
(180)

(2.5)
(4.8)
(4.7)
2.6
1.4,
(1.2)

Actual tax expense _______________________________________________________________ _

$5,820

' 38.8%

Based upon currently anticipated expenditures and operations, it is expected that the deferred income tax balance
will be substantially reduced in 1976 and the cash outlay for taxes associated with that year will exceed tax expense
by approximately $4,000, primarily due to the book amortization in that year of research and development expense
previously deducted for tax purposes.
III. Computational Guide
(Furnished only to enable interested parties to determine source of numbers shown in above illustrative note; not to
be required of registrants in filings.)
A. Tax computations
Book income before tax ___ ___________________________________________________________________________

$15,000

State income tax ____________________________________________________________________________________

(400)

Permanent differences:
Goodwill amortization ______________________________________________________ ----------Municipal bond in come _____________________________________________________________ - __
Foreign income, no domestic income tax ______________________________________________ _
Capital gain ______________________________________________________ ---------------------

800
(1,500)
(2,400)
(1,000)

-

(4,100)

-

$10,500

* Since these amounts are less than 5% of the computed "expected" 'tax expense, they could be combined
with any other items less than $360 into an aggregate
total. For example, these items could be disclosed as
follows: "Miscellaneous items ... $28 ... 0.2%."
If no single item had exceeded $360 in this case and
the total net difference of all items was also less than
$360, this reconciliation would not have been required.
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. Timing differences:
Excess depreciation __________________________________________ ___________________________________ _
R&D deducted on tax return ____________________________________________________________________ _
Warranty cost not deductible until paid __________________________________________________________ _
Percen tag~ .of completion income _________________________________________________________________ _
~

(1,250)
(3,000)
1,400
(2,000)

Tax income (excl. cap. gain) ___________________________________________________________________ _ $ 5,650

Tax to be pai4
Tax on ordinary income
Plus' capital gain tax
.Less investment credit

.48 x 5,650 _______________________________________________________ $ 2,712
.30 x 1,000_______________________________________________________
300
(700)

Actual tax paid ________________________________________________________________________________ $ 2,312

Tax expen8eper book8
Tax expense on ordinary income .48 x 10,500 ______________________ _ $ 5,040
Plus capital gain tax _______________________________________________ _
300
Less investment credit ____________________________________________ _
(700)
Tax expense-Federal ________________________________________ $ 4,640
Foreign tax___________________________________________________ $

780

State and local income tax____________________________________ $

400

B. Facts affecting disclosure of net deferred income taxes.
Estimated Changes in Deferred Income Tax Accounts on Balance Sheets:
1974

1975

Balance-beginning of year ____________________________________________ _
Additions for timing differences in each year' ________________________ _
Reversals of balances at beginning of each year ________ ~ ____________ _

$10,000
3,000
(2,000)

$11,000
1,500
(2,000)

$10,500
500
(4,500)

Balance--end of year __________________________________________________ _

$11,000

$10,500

$ 6,500

C. Computations of disclosure limits per Rule 3-16(0)
Computed amount
5% of computed amount
15% of deferred tax

15,000 x .48 = 7,200
.05 x 7,200 = 360
.15 x 2,728 = 409

NOTE:
, Includes effect of expected expenditures in each subsequent period which give rise to additional tax deferrals.

1976
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RELEASE NO. 150
December 20, 1973
Statement of Policy on the Establishment and Improvement of Accounting Principles and
Standards
Various Acts of Congress administered by
the Securities and Exchange Commission
clearly state the authority of the Commission to prescribe the methods to be followed
in the preparation of accounts and the form
and content of financial statements to be
filed under the Acts and the responsibility to
assure that investors are furnished with information necessary for informed investment decisions. In meeting this statutory
responsibility effectively, in recognition of
the expertise, energy and resources of the
accounting profession, and without abdicating its responsibilities, the Commission has
historically looked to the standard-setting
bodies designated by the profession to provide leadership in establishing and improving accounting principles. The determinations by these bodies have been regarded by
the Commission, with minor exceptions, as
being responsive to the needs of investors.
The body presently designated by the
Council of the American Institute of Certified Public Accountants (AICPA) to establish
accounting principles is the Financial Accounting Standards Board (F ASB). This designation by the AI CPA followed the issuance
of a report in March 1972 recommending the
formation of the F ASB, after a study of the
matter by a broadly based study group. The
recommendations contained in that report
were widely endorsed by industry, financial
analysts, accounting educators, and practicing accountants. The Commission endorsed
the establishment of the F ASB in the belief
that the Board would provide an institutional framework which will permit prompt
and responsible actions flowing from research and consideration of varying viewpoints. The collective experience and expertise of the members of the F ASB and the
individuals and professional organizations
supporting it are substantial. Equally important, the commitment of resources to the

F ASB is impressive evidence of the willingness and intention of the private sector to
support the F ASB in accompIlshing its task.
In view of these considerations, the Commission intends to continue its policy of looking
to the private sector for leadership in establishing and improving accounting principles
and standards through the F ASB with the
expectation that the body's conclusions will
promote the interests of investors.
In Accounting Series Release No.4 (1938)
the Commission stated its policy that financial statements prepared in accordance with
accounting practices for which there was no
substantial authoritative support were presumed to be misleading and that footnote or
other disclosure would not avoid this presumption. It also stated that, where there
was a difference of opinion between the Commission and a registrant as to the proper
accounting to be followed in a particular
case, disclosure would be accepted in lieu of
correction of the financial statements themselves only if substantial authoritative support existed for the accounting practices followed by the registrant and the position of
the Commission had not been expressed in
rules, regulations or other official releases.
For purposes of this policy, principles, standards and practices promulgated by the F ASB
in its Statements and Interpretations! will
be considered by the Commission as having
substantial authoritative support,· and those

I Accounting Research Bulletins of the Committee on
Accounting Procedure of the American Institute of Certified Public Accountants and effective opinions of the
Accounting Principles Board of the Institute should be
considered as continuing in force with the same degr~
of authority except to the extent altered, amende,
supplemented, revoked or superseded by one or mored
Statements of Financial Accounting Standards issue
by the FASB.
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to such F ASB promulgations will
be considered 2 to have no such support.
In the exercise of its statutory authority
with respect to the form and content of filings" under the· Acts, the Commission has the
responsibility .'to assure that investors are
provided' with adequate information. A significant portion of the necessary information
is provided by a set of basic financial· statements (including the notes thereto} which
conform to' generally accepted accounting
principles. Information in addition to that
included in' financial statements conforming
to generally accepted accounting principles
is also necessary. Such additional disclosures
are required to be made in various fashions,
such as in financial:' statements and schedules reported on ~y independent public accountants or as textual statements required
by items in the applicable forms and reports
filed with the Commission. The, Commission
will continue to identify areas where inves-

tor .information needs exist and will determine th~ appropriate methods of disclosure
to meet these needs.
It must be recognized that in its administration of the Federal Securities Acts and in
its review· of filings under such Acts, the
Commission staff will continue as it has in
the past to take such action on a day-to-day
basis as· may be appropriate to resolve spe~
cific problems of accounting and reporting
under the particular factual circumstances
involved in filings and reports of individual
registrants.
The Commission believes that the. foregoing . statement of policy provides a sound
basis: for the Commission and the F ASB to
make significant contributions to meeting
the needs of the registrants and investors.
By the Commission.
GEORGE

. ,.

A. FITZSIMMONS
Secretary

RELEASE NO. 151
January 3, 1974'
SECURITIES ACT
Release No. 5449

OF 1933

SECURITIES EXCHANGE ACT OF 1934
Releas~ No: 10580

DisclosUre of Inventory Profits Reflected in Income in Periods of Rising Prices
The year· 1973 was a period of rapidly increasing prices in. the United States when
compared to historical economic norms for
this country. 'During the year consumer
prices rose by about 8 percent, wholesale
~rices by about 16 percent and the crude
Industrial materials component of the wholeC 2 It sho).lld be noted th~t Rule 203 or,the' Rules ,of
t~nd~c~ of the Code of Ethics of the AICPA provides
at It IS necessary to depart from accounting principles
~~omulgated by the body designated by the Council of
d e AICPA if, due to unusual circumstances, failure to
o so Would result in misleading financial statements. In
~uCh a case, the use of other principles may be accepted
r required by the Commission.

sale price index by about 30 percent. There
were wide fluctuations in the prices of individual items.
Under such conditions the usefulness of
the traditional accounting measurement
model based upon historical cost is significantly reduced. The process of matching
costs against revenues is less likely to produce meaningful economic information if the
costs· were incurred at a time when the price
level associated with such goods and services
differed significantly from that at the time
when revenues were realized.
While a continuation or acceleration of the
rate of price-level change might require a
. fundamental change in the basic accounting
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measurement. model used in preparing financial statements, it would be premature for
the Commission to suggest such a change at
this time. Careful consideration of the many
implications of such a major step would be
necessary both by the Financial Accounting
Standards Board and by the Commission. At
the same time, it does not seem appropriate
that :registrants and accountants should simply ignore the impact of rapidly changing
prices on financial statements.
The most significant and immediate impact of price fluctuations on financial statements is normally felt in cost of goods sold in
the income statement. In periods of rising
prices, historical cost methods result in the'
. inclusion of "inventory profits" in reported
earnings. "Inventory profit" results from
hoiding inventories during a period of rising
inventory costs and is measured by the differ~nce between the' historical cost of 'an
item and its replacement cost at the time it
is sold. Different methods of accounting for
inventories, can affect the degree to which
"inventory profits" are incIuded and identifiable in current income, but no method based
upon historical cost eliminl:!-tes or discloses
this "profit" explicitly. Such "profits" do not
reflect an increase in the economic earning
power of a business and they are not normally repeatable in the absence of continued
price-level increase. Accordingly, where such
"profits" are material in income statements
presented, disclosure of their impact on reported earnings and the trend of reported
earnings is important information for investors assessing the quality of earnings.
In recognition of the need for additional
disclosure in regard to inventories and cost
of goods sold, the CommIssion recently proposed amendments to RegulationS-X (Securities Act Release No. 5427, October 4; 1973)
which would require registrants to indicate
"the' effect on net income, if significant, of
using current replacement cost [for valuing
inventories] in the computation of cQst .of
sales." To date the Commission has received
a large number of comments on this proposed 'disclosure' and the effectiveness of that
requirement in eliciting information about
"inventory profits." The comments also indicated that problems of implementation ex-

isted. The Commission has given careful con:
sideration to these comments and has
concluded that it would not be desirable 'to
adopt final requirements in this area which
would be effective for 1973 financial statements. At the same time, the Commission
recognizes that the impact of "inventory
profits" on currently reported earnings appears to be significant in many cases and
that failure to make appropriate disclosure
may result in investors being inad~quately
informed as to the source and replicability of
earnings.
The Commission therefore believes that it
would be in the best interest of both statement preparers and users to' disclose the
extent to which reported earnings are com- .
prised of potentially unrepeatable and usually unsegregated "inventory profits." Accordingly, the Commission urges registrants
to make disclosure of such' amounts prior to
the .adoption of final requirements by the.
Commission. Such disclosure may be made in
the financial statements, the notes thereto or
in textual material accompanying financial
statements.
The Commission recognizes that registrants usually do not compute cost of goods
sold on both an historical cost and current
value basis so that computation of such
amounts may often require estimation by
the registrant. It is also recognized that
computational methods or bases of valuation
other than current replacement cost for 'each
item sold might be used in developing useful
information about such "profits." FQr example, computing the cost of goods sold for each
month using a price-level adjusted inventory
amount might produce a reasonable and useful estimate of such "profits" in some cases.
Until final requirements are established, registrants are. encouraged to use any method
or basis deemed appropriate by management
in exhibiting the impact of such "profits"
along with a statement of the method or
basis used and the reasons for adopting it.
The determination of cost of sales on a
current replacement cost basis, howe,:er,
provides only partial information regardIDg
the effects of inflation on a company's operations. A second factor is the responsivene~S
of a company's selling prices to changes In
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C~:i)lts. If a comp~ny is able to raise selling
prices immediately upon realizing costs 'increases (or in anticipation of cost increases),
its .net income in doiiar terms benefits from
inflati~n. On the other hand,-as price in~
creases lag behiitd cost increases the benefit
of inventory "profits" is offset and the 'net
inflation effect oil income may be negative.
Because of various regulatory restraints o~
pri~es, many companies may h~ve experienced significant pricing lags In the current
year.
The impact of price-level changes does I.1ot

equ~lly

fall.
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among companies. Some. firms

oper~te in sectors of the economy where

prices of goods purchased are more volatile
than selling priCes. Accordingly, the Commission urges -.reiistrants to discuss the' rel;,l.tionship of costs and prices experienced in
the current year in connection with disclosjng inventory profits.
By the Commission.

GEORGE

A. FITZSIMMONS
Secretary

RELEASE ~O. 152 .'
.
. February 14; 1974
,

SECURITIES ACT OF 1933
Release No. 5456

PUBLIC. UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 18284

SECURITIES EXCHANGE ACT OF 1934
Release No. 10642,

INVESTMENT COMPANY ACT OF 1940
Release No. 8232.
',:

:

Notice of Adoption of Revision of Regulation s-x and Ainendment of Forms 10 and 10-K to Revise
Requirements as to Form and Content and Certification of Financial Statements of Life
'
I ..surance Comp.a~ies
The Commission today adopted a general
revision of its requirements as. to form and
content of financial statements of life' insurance companies and also eliminated the exemption from the certification requirements
applicable to these companies. . These
changes were proposed on September 12,
1973 and involve Article7A and related
Schedules in Article 12 of Regulation S-X and
Instructions 13 and 7 of Instructions as to
Financial Statements of Forms 10 arid 10-K,
respectively.* Letters commenting on the
proposal have been given consideration in
determining the form of the reVision of Article 7A and the timing of its adoption and of
.. Nt'
' .
Se ~ ~ce of these proposed amendments was made in
Ac~u;:tIes Act Release No. 5420, Securities Exchange
Act ReI~ase No. 10381, Public Utility Holding Company
ReI e ease No. 18089 and Investment Company Act
ease No. 7988 (September 12, 1973).
,

the elimination of the certification exemption.
The revision reflects developments in accounting practice during the past ten years
including the publication in 1972 of an Audit
Guide for life insurance companies by the
American Institute of Certified Public Accountants. This publication contains guidelines .f~r the preparation of life insurance
company financial statements in accordance
with generally accepted accounting principles (GAAP) in place of the prescribed statutory accounting requirements followed by
these companies up to this time.
As issued for comment the proposal would
have applied GAAP accounting to both stock
and mutual life insurance companies. A
n~mber of comments were received from mutual companies concerning the need for and
applicability of GAAP to their financial
statements. The mutual companies stated
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that' because they have no stock ownership
interest their operations were basically different from those of stock companies. They
pOInted 'out that the American Institute of
Certified Public Accountants did not make
the GAAP requirements in its life insurance
c6mpany Audit Guide applicable to mutual
companies.' Filings by' mutual companies
with the Commissiori are generally in the
capacity of co-issuers of variable annuity
contracts and are included in prospectuses
because of the guarantee of c~rtain liabilities
of the· related variable annuity account. In
consideration of the nature of the filings by
mutual companies and the absence of a body
of established generally accepted accounting
prinCiples for them, an exemption from the
requirement for GAAP financial statements
has been provided in Article 7A. In addition,
a similar exemption has been provided for
wholly oWned· stock life insurance subsidiaries of mutual life insurance companies.
In response to a number of comments con~
cerhing' the problE~nis of meeting the new
requirements, the revised Article 7A and
related schedules have been made effective
for financial statements filed after June 30,
1974, since it may not be possible for some
companies to prepare financial statements
using GAAP by March 30,1974, the due date
for filing animal reports for calendar year
1973. However, it should be recognized that
the establishment of standards for reporting
on a GAAP basis makes the disclosure of
results of operations on that basis very important and it is urged that companies
should make every effort to follow the new
requirements in reporting for the year 1973.
Those that cannot do this because of time
pressures should consider filing amended 10K or 8-K reports to disclose the effect of
us~ng GAAP as soon as they are in a position
to do so. Financial statements prepared on a
statutory basis should include a note indicating the reasons why the GAAP basis was not
adopted for 1973 and advising users that the
1974 financial statements will be prepared
differently. The requirements for certification by independent accountants of financial
statements filed under the Securities Exchange Act of 1934 will be applicable to state-

ments for periods ending after November 30,
1974.
In 'addition to the new general' requirement that the financial statements be prepared in accordance with generally accepted '
accounting principles, the following are the
more significant specific changes from the
requirements of the existing Article 7A:
1. Where appropriate, captions and in- '
structions have been conformed, with
corresponding captions of Article 5 of
Regulation S-X which applies to commercial and industrial companies. It is
also made clear that the general rules
in Articles 1, 2, 3 and 4 of Regulation SX are applicable to life insurance financial statements to the extent they
are pertinent (7A-02-1).
2. It is intended that, in preparing consolidated financial statements for an insurance holding company whose consolidated subsidiaries are primarily life
insurance companies, consideration
shall be given to utilization of the format of the financial statements, notes
and schedules in Article 7 A (7 A-01).
3. A requirement for a statement as to
accounting principles (7A-05-1).
4. Provision is made that a company may
follow statutory accounting requirements only if the statutes of its state of
domicile prohibit publication of its primary financial statements on a basis
other than in accordance with such
requirements; however, in such event
the statutory financial statements
shall be accompanied by supplemental
GAAP statements (7 A-02-2, 3 and 5).
5. The name of any person in which the
investment exceeds two percent of total investment. As originally proposed
this provision would have required reporting of an investment exceeding one
percent (7A-03-1).
.
6. In recognition of comments concernIng
the difficulty of ascertaining mar~et
quotations for certain types of securIty
investments particularly bonds and
,
b en
notes, the requirement has
e f
changed so as to call for disclosure 0
"value." Problems related to the deter-
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mination of value are discussed in Acc~unting Series Release No. 118, issued
in December 1970 (7A-03-1, 7A-05-4 and
12-27).
7. In/ormation as to policy, nature and
changes in deferred policy acquisition
costs (7A-03-6, 7A-04-7, 7A-05-1 and 1231A).
8. Reporting of aggregate amounts in
separate accounts as single items of
assets and liabilities (7A-03-9 and 19).
9. A requirement that considerations for
supplementary contracts shall be reduced by the related amounts of death
and other benefits and increase in future policy benefits (7A-04-1).
10. Elimination from the income statement of details of sources of investment income. Such information may
now be stated separately in a note (7A04-2).
11. Details of restrictions on stockholders'
equity (7A-05-2).
12. Revision of requirement relating to income tax disclosure. In addition to specific requirements related to life insurance
companies,
the
general
requirements of recently amended
Rule 3-16(0) are referred to (7A-05-3).
13. An analysis of investment gains for the
period consisting of a statement comparing realized and. unrealized gains or
losses on investments in bonds and
notes and stocks (7A-05-4).
14. Information concerning the significance of reinsurance ceded and assumed (7 A-05-6).
15. Detailed schedules of bonds, stocks,
mortgage loans and real estate, and a
summary of realized gains or losses on
sale of investments will 'no longer be
required. The schedules requiring a
summary of investments (12-27) and

details of future policy benefits and
insurance in force (12-31) have been
completely revised. A schedule has
been added to provide details of deferred ·policy acquisition costs (12-31A).
Registrants with life insurance subsidiaries whose financial statements for 1973
will follow statutory accounting requirements may have special problems if they
have any significant nonlife insur~nce act~~
ties. Under those conditions the hfe SUbSIdIaries should not be consolidated and the
registrant's equity in their stockholders' equity and net income or loss should be based
on GAAP. Separate statements (or group
statements) of the life subsidiaries should
accompany the parent's statements.
These amendments are adopted pursuant
to authority conferred on the Securities and
Exchange Commission by the Securities Act
of 1933, particularly Sections 6, 7, 9, 10 and
19(a) thereof; the Securities Exchange Act of
1934, particularly Sections 12, 13, 15(d) and
23(a) thereof; the Public Utility Holding
Company Act of 1935, particularly Sections
5(b), 14 and 20(a) thereof; and the Investment Company Act of 1940, particularly Sections 8, 30, 31(c) and 38(a) thereof.
(The text of the amendments, which include revisions of Article 7A and Rules 12-27
and 12-31, new Rule 12-31A, all of Regulation
S-X, and
revisions of Instructions 13 and 7 of.
.
the Instructions as to Financial Statements
in Forms 10 and 10-K, respectively, is omitted.) These amendments shall be effective
with respect to financial statements filed
after June 30, 1974, although they may be
used in statements filed prior to that time~
By the Commission.
GEORGE

A. FITZSIMMONS
Secretary
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RELEASE NO. 153
February 2~~ 1974
SECURITIES ACT OF 1933
Release No. 5459.

SECURITIES EXCHANGE ACT OF 1934
Release No. 10654

Findings, Opinion and Order Accepting Waiver-and Consent and Imposing Remedial Sanctions in
the Matter of Touche Ross & Co.
Information furnished to the Commission
in a non-public investigation into the affairs
and financial reporting of U. S. Financial,
Inc. ("USF")l for the' period 1969 to 1972
indicated that financial reports issued by
USF and filed with the Commission including the annual financial statements for the
years ended 1970 and 1971 were false and
misleading. Touche Ross & Co. ("Touche"), a
partnership engaged in the practice of public
accounting, certified the annual financial
statements for those years.
.
It appears that as part of a scheme' to
mislead the public by publishing false financial statements reflecting fictitious earnings,
USF and certain of its officers, directors· and
associates intentionally deceived Touche by
making untrue representations and by furnishing false information in connection with
its audits. The Commission has instituted
legal proceedings against these parties. 2
Any such deception, however, did not relieve Touche of its responsibility to perform
its audits in conformity with generally accepted auditing standards. The information
furnished to the Commission indicated that
Touche's conduct of the 1970 and 1971 .audits
in a number of respects did not meet the
professional standards required of public ac-

1 Prior to 1969, USF was engaged in the development,
COl'lstruction and sale of single family residential homes
and home sites. During 1969, 1970 and 1971, USF's
reported income was derived primarily from real estate
financing and the development and sale of multiple
family and commercial real estate projects. USF's common stock was listed on the New York Stock Exchange
on December 29, 1970 and was delisted on December 10,
1973.
2Securities and Exchange Commission v. U. S. Financial, [nc., et al., 74 Civil 92-S (S.D.Cal., February 25,
1974).

countants who practice before the Commission.
Such information indicated that Touche
failed to obtain sufficient independent evidentiary material to support its professional
opinion' in regard to a number of highly
material transactions which were constructed by management in such a way as to
make it appear that income had been earned
when in fact it had not been. In connection
with these transactions it also appeared that
Touche failed to fully appraise the significance of information known to it and to
extend sufficiently its auditing procedures
under conditions which' called for great
professional skepticism. These transactions
resulted in USF Improperly recognizing millions of dollars of revenues and profits in
1970 and 1971.
Touche has submitted to the Commission a
waiver of the institution of formal administrative proceedings under Rule 2(e) and has
consented to th~ entry of an order containing
certain findings, conclusions and remedial
sanctions.
Under the terms of Touche's waiver and
consent, Touche, solely for the purpose of
settlement of this matter, and without admitting or denying any violations, and without admitting or denying any fact except for
the purposes of this settlement, consented,
among other things, to the entry of an appropriate order.
After due consideration of the consent and
upon the recommendation of our staff, we
have determined that it is appropriate in the
public interest to accept the consent.
The Commission believes that the responsibilities of independent public accountants
are an essential part of our capital mark~t
system, which is based upon investor confIdence in the reliability and fairness of fina n -
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. cial s~atements. Any lack of diligence and
professionalism on the part of independent
auditors seriously erodes confidence in the
financial reporting of public companies and
tends to impair the functioning of the capital
and trading markets with the result that our
economy as a whole may suffer." By the ac-:
ceptance of this consent, which includes the
following findings describing the facts and
auditing deficiencies discovered as a result of
our staff· investigation, the Commission
hopes to reduce the likelihood of similar future cases. 3
The 1970 Audit In the 1970 audit, Touche permitted UHF to
record profit on two major transactions
where the evidence available to Touche
should have indicated that no profit in fact
had been earned.
Burnham Management Corp.
On August 27,·1970, USF purportedly sold
three properties to Burnham Management"
Corp. ("BMC") for $5,399,000 and recognized
profit of $550,000 from the transaCtion. The
letter agreement which covered the sale
committed USF to use its best efforts to
secure permanent financing on the properties for BMG and to pay certain underwriting costs upon BMC's syndication of' the
properties. Furthermore, the agreement provided that upon final documentation, which
was not prepared and executed, .USF was to
deliver to BMC ·USF's guarantee that B~C
would suffer no loss from operations of the
properties. The agreement was also subject
to an addendum which provided BMC with
an absolute guarantee against. loss from
ownership of the properties and a commit~
ment by USF to complete co~struction of the
properties. The terms of this agreement
~ade the recogniton of profit on the transactIon improper in that as a result of the terms
of the agreement and addendum USF had
not shifted the risk of loss to BMC;3a

-

a 3 ?ur findings are not binding upon any other persons
t~al.nst Whom proceedings may be brought as a result of
Investigation.
1962~ee Accounting Series Release No. 95, December 28,

!
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Shortly after year-end, BMC requested
USf to,take back the properties or find other
buyers pursuant to a' verbal _"put". agreement entered into with BMC by Robert Walter ("Walter"); chief executive officer of US.F.
In response, USF "found" two buyers who
were actually nominees of USF and one. of
whom assumed BMC's interest with funds
provided ,by USF.
In connection with its review of the. BMC
transaction, Touche was aware that the final
documentation was not prepared and ,executed. Although Touche was delivered a copy
of the above addendum with a confirmation
letter from BMC, Touche failed to examine
or review the ~ddendum. In addition, Touche
did n()t pursue the implications of the post
year-end. disposition of the properties by
BMC. On th~ basis of the information in its
working papers, Touche should have refused
to permit the recognition of profit on this
transaction: Additional investigation would
have developed further evidence as to the
fmp~opriety .of the t~ans·action.
Grubb & Ellis-Gribben
In late December 1970 a series of related
agreements was entered into with Grubb &
Ellis, Inc., an independent real estate enterprise, and with Walter P. Gribben ("Gribben"). Grubb & Ellis purchased certain properties from USF for $13.2 million, resulting
in a book loss of $532,000 to USF. Grubb &
Ellis prepaid $855,000 interest on this transaction which was treated as deferred income
on USF's books. USF leased the properties
back for two years and retained Grubb &
Ellis to manage them for that period. At the
same time, USF purportedly sold to Gribben,
actually a USF nominee, its leasehold interest in the properties for $855,000 and recorded income in this amount. To cover Gribben's $855,000 check dated December 31,
1970, USF paid $855,000 to Gribben on J anuary 4, 1971 allegedly to purchase Gribben's
interest in the Grubb & Ellis management
agreements which interest Gribben never
owned.
Touche did not obtain documentation to
warrant the inclusion in USF's financial
statements of Gribben's purported purchase
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of the lease interest. No confirmation was
obtained from Grubb & Ellis to support Gribben's purported ownership of the management agTeements or his participation in the
transaction. There was no confirmation from
Gribben concerning his purported purchase
of the lease. The only independent documentation supporting Gribben's purported pur~
chase was his $855,000 check to USF. Touche
was aware of but did not attach appropriate
significance to USF's $855,000 payment to
Gribben. Touche relied on a written representation of the principal financial officers of
USF that Gribben was independent and on
misleading explanations of Walter and John
B. Halverson ("Halverson") USF's executive
Vice president4, that the USF-Grubb & Ellis-Gribben transactions represented a complex transaction meant to satisfy everyone's
tax objectives (which objectives were unspecified) and constituted an inseparable unit not
susceptible to separate analysis.
Had Touche penetrated this' transaction
rather than having' placed reliance upon
management's representations as to its purpose, the evolving pattern of manufacturing
profits wc;mld have been evident at an earlier
stage.
The 1971 Audit
Circumstances surrounding the commencement of Touche's 1971 audit of USF should
have caused it to approach the audit with
the highest degree of skepticism. In October
1971, at the time Touche was prepared to
commence the audit, Touche was terminated
by USF, which then engaged Haskins & Sells
("H&S"). On January 21, 1972, Walter terminated H&S5, and on the following day USF
4 In December 1971, Halverson became USF's president and chief operating officer.
S A report of USF's Audit Committee submitted to the
Board of USF in. mid-February 1972 stated: "2. The
January 1972 termination of HS was motivated in part
by the inability of HS to complete the 1971 audit by the
end of February, in part by an incompatibility which
developed between. management and HS and in part by
potential disagreements as to matters of accounting
principles. 3. The potential disagreements as to accounting principles between the management of USF and HS
involved the question of when income should be recognized by USF in the following types of transactions: (a)

re-engaged Touche. In addition, Touche's experience on the 1970 audit indicated th!:J.t
USF was increasingly dependent on a relatively small number of large and complex
transactions to achieve its income goals; It
was also aware that management was aggressively seeking income to meet stated
growth objectives.
.
In connection with the audit, Touche discovered that USF had structured a number
of year-end transactions to give the appearance of income when in fact the income from
these transactions could not properly be recognized in 1971. Touche required USF to
defer $13 million of profits which reduced its
previously calculated unaudited net income
by nearly 60%.
The circumstances should have, required
Touche to extend substantially its auditing
procedures in respect to the remaining
transactions and to regard management representations with extreme care. Under such
conditions, it is the Commission's view that
Touche should have given closer consideration to criteria for revenue recognition including evidence of the purchaser's financial
strength, effective control of the properties,
control of the buyer by the seller and uncertainty as to the amount of costs to be incurred by the seller. While Touche did prepare a checklist with which. to review USF's
real estate transactions, the guidelines on
the checklist, including a question regarding
the source of funds received by USF from
such transactions, were not consistently applied in evaluating the transactions.
Among the fraudulent real estate transactions on which USF improperly recognized
revenue and profits in 1971 were the following:

Commissions, fees, and financing-type income received
in cash by USF in 1971 from joint ventures or partnerships in which USF had an interest, where the cash
received by USF came out of moneys loaned by USF. (b)
Gains, profits and commissions income received by USF
in 1971 where USF's profit or gain was represented at
the end of 1971 by notes rather than cash, or where USF
had a continuing cash investment in the transaction or
had a contingent obligation to supply funds." Touche
received a copy of the Audit Committee Report shortly
thereafter.
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.Palm Springs Mobile Country Club
("PSMCC")
On March 26, 1971, US'F sold PSMCC to
National Community Builders ("NCB") for
$5,750,000 in a '~8wap" transaction whereby
USF also bought property from NCB. Because of the "swap;" of which Touche was
aware, USF could not recognize the $1.9
million net profit realized on the sale in the
first quarter of 1971. In an effort to perfect
such profit, however, on April 13, 1971, USF
caused NCB to sell PSMCC to TSL, Inc.
("TSL"),6,a USF nominee of which. Gribben
was nominal owner, and USF then improperly recognized these revenues and profits in
the second quarter of 1971.
TSL, on December 31, 1971, soid PSMCG to
Carlsberg Resources Corp. ("Carlsberg")
which had the right to "put" PSMCC back to
TSL. At Carlsberg's insistence,. USF guaranteed TSL's performance under the agreement. Carlsberg had 120 days to examine the
PSMCC property and books and decide
whether to put the property back to TSL. In
a separate agreement, USF agreed to' guarantee Carlsberg a cash flow of $105,000 per
annum on the property in the event the put
was not exercised.
.
It is the Commission's view that Touche
should have determined from the evidence
available that TSL was in fact a nominee of
USF without independent e~onomic substance. 7 Such a determination would have
led to the conclusion that no profit should
have been realized on ,the transaction since a
6 USF' could direct NCB to sell PSMCC to a buyer
chosen by USF for the same sales price of $5,750,000
pursuant to the March 26, 1971 sales agreement.
7 Touche knew that a $375,000 note given by TSL to
NCB as a part of TSL's down payment for the..purchase
of PSMCC was paid with a $375,000 advance by Walter
to TSL, that the stock of PSMCC secured TSL's debt to
DSF, assumed from NCB in connection with TSL's
purported purchase, that under a mana~ement agreement USF was obligated to pay all operating expenses
of PSMCC, and that TSL assumed BMC's "interest" in
~wo o! the three properties purportedly sold to BMC as
escnbed above. Touche also had in its possession TSL's
Unaudited balance sheet as of December 31, 1971, which
showed that all of TSL's assets were acquired from USF .
~~: all of TSL's liabilities were owed to USF. Touche
1 not obtain TSL's income statement.

put option to TSL remained outstanding on
the property at the date the auditor's opinion was signed. 8
Coastal Land Corporation ("CLC")
.

.

On December 27, 1971 USF sold certain
mobile home parks to CLC for approximately
$19.2 million, receiving approximately $1.9
million cash and the remainder in long-term
notes. USF improperly recognized approximately $3 million in profit in 1971 from the
sale. USF had acquired the parks' from Boise
Cascade Corp. ("Boise") in September 1971
purportedly "in-trust" for CLC pursuant to a
September 10, 1971 agreement between CLC
and USF which was contingent upon closing
prior to year-end 1971. On November 24,1971
USF and CLC purportedly rescinded the September 10 agreement (but for one park which
was syndicated to certain of USF's officers
and directors) because of CLC's purported
inability to obtain the cash down payment. 9
CLC thereafter obtained the requisite $1.9
million cash down payment through a loan in
that amount from Union Bank of California,
San Diego. The loan was nominally guaranteed by Bayview Investments ("BI"), a Walter nominee, but was actually secured by
Walter's pledge of 80,000 shares of USF
stock.
In connection with Touche's audit of the
'CLC transaction, Touche made extensive inquiries as to the source of CLC's $1.9 million
down payment becaus~ ot" the following concerns Touche had regarding CLC's affiliates'
other transactions with USF: that CLC was
owned by Richard W. Arneson, Jr., ("Arne8 In any event, Touche did not contact Carlsberg to
determine the likelihood of the "put" being exercised
but relied upon Walter's representation that exercise of
the "put" was highly unlikely after April 15, 1972.
T~uche issued its certificate on April 1, 1972, at about
the same time that Carlsberg indicated its intention to
put PSMCC to TSL.
..
.
9The November 24 rescission letter was a fictIOn created by Walter at year-end and back dated t? support
Walter's claim that USF be allowed to recogmze the $1·
million commission paid USF by Boise in connection
with the transaction as income rather than a reduction
in cost basis, which sum USF improperly recognized in
the third quarter of 1971, and that USF be allowed to
recognize an additional $3 million in sale income as a
result of the December 27, 1971 purported resale to CLC.
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son"); that Arneson together with Denhis P. Hill ("Hill") were the nominal ownet~J>f A-H
Properties ("A-H"), which entity -was indebted to USF as -of Novem~er 1971 in the
amount of approximately $15.2 million and
was in default on such debt"; that A-H and USF
were involved in a $4.5 million sale and leaseback transaction whereby A-H sold to and
leased-back from USF the land underlylng
certain A-H properties in December 1971 10 to
partially fund the elimination of A-H's delinquent secured debt and certain unsecured
"advances" from USF; and that USF had
given A-H a guarantee against loss from
operations. and other expenses until 80% occupancy was reached on the properties,
which had not been -accomplished as of the
1971 audit.
Because of Touche's concern that CLC's
down payment might have been funded indirectly by USF through A-H, Touche determined that Union Bank had loaned the funds
to CLC, and that the loan was guaranteed by
an un~amed corporation (BI) which purpOJ;tedly used its undisclosed credit sources to
support the guarantee. A Touche 'representative stated during the Commission's investigation that Touche's concurrence with the
recordation of the profits "realized" from the
tr~nsactiori was conditioned on a negative
determination of "no direct or indirect involvemen,t" - in the ~LC loan by USF, its
officers or directors. .
_Touche requested from USF certain financial information concerning .CLC and A-H
but was informed by Walter that such information was not available. Touche did not
contact Union Bank to inquire whether USF
or any of USF's officers or directors were
directly or indirectly involved in the CLC
loan. Touche requested from Arneson a representation that USF and its affiliated persQns were not "directly or indirectly involved." Arneson stated in a written
representation that USF's officers "were not
directly involved." While Arneson failed to
10 The properties were sold to Equity Investment
Corp., predecessor of A-H, a 35%-owned USF affiliate, on
December 31, 1969. Arneson and Hill purportedly purchased Equity Investment Corp. from that company's
stockholders in April 1970.

disclaim in writing any indirect involveinent,
Touche's representative -felt assured from
his concurrent conversation with Arneson
that there was also no indirect involvement.
Touche received a representation letter from
counsel to the unnamed corporate guarantor
of the CLC loan (BI) which stated- that the
unnamed corporation had undisclosed beneficial owners (who were in fact Arneson and
Hill) whom counsel refused to identify to
Touche, and that the corporation used its
credit sources as a basis for its guaranty,
which credit sources were not identified.
Touche further received from Walter an intentionally false and misleading written representation intended to deceive Touche that
"neither USF ... nor any affiliated persons
have guaranteed, either directly or indirectly any obligation of CLC." Touche relied
upon the above representations and concurred in USF's profit recognition from the
CLC transaction.
It is the view of the Commission that had
Touche's confirmation procedures included a
direct inquiry to Union Bank and had
Touche insisted upon knowing the identity of
the corporate guarantor, it is likely that
Walter's involvement in the loan would have
come to light-despite Walter's express representations
to the contrary.
,
.
Relationship with Predecessor Auditors
As previously noted, Touche succeeded
H&S in the 1971 audit. During the course of
Touche's audit it reviewed some of H&S's
work papers prepared during the course of
the latter's brief engagement, but in the
view of the Commission communication between the firms was not as complete as it
should have been. When one auditor succeeds another, be it on the same engagement
or on a different one, it is important that the
successor obtain access to and carefully review the results of the predecessor's work. In
most instances, this will entail some review
of the predecessor's work papers. In other
instances, it may require discussions with
those responsible for the predecessor's work.
If a client refuses to permit such discussions,
such a refusal should constitute a reason for
rejecting the engagement. It is essential
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that, both the successor and the predecessor
be fully advised of the reasons surrounding
the termination and tb.e new engagement, of
any questions raised or· problems encountered 'in the audit by the terminated firm,
and, of any other relevant circumstances, so
that the public interest that the accounting
profession is supposed to protect will be properly served. No one's interests: are served by
one, independent accountant not revealing
information 'known to it which may bear
upon the work of' another' independent accountant who is examining financial ,statements which are destined to be disseminated
to the public or filed with the Commission.
As the Commission has previously pointed
out, the public accountant's first duty is to
safeguard the public interest, not that of his
client. lOa
'
Summary
.•

I

r

~,

While it appears that Touche was deliber~
ately misled in many respects by USF's management in the course of the 1970 and 1971
audits, Touche;s failure in a number of respects to conduct these engagements in ac~
cordance with generally accepted auditing
standards makes Touche responsible for cer~
tifying financial statements' which proved to
be materially false and misleading. l1 As the
Commission stated in its report on McKesson
& Robbins, Inc~: 12 " '
','

lOa See, e.g., In the Matter of McKesson & Robbins, Inc.,
Accounting Series Release No. 19 (1940).
11 As stated in the AICPA's recently issued Statement
on Auditing Standards §110.05 (1973), which was substantially a restatement of existing practice, in making
an ordinary examination, the auditor must be alert to
and recognize "the possibility that Jraud may exist" and
that fraud, "if sufficiently material, may affect his opinion on the financial statements...." Accordingly, "his
eXamination, made in accordance with generally accepted auditing standards, gives consideration to this
pOSSibility," even though the ordinary examination is
not "primarily or specifically designed" t~ detect fraud.
The failure, therefore, to conduct an examination in
accordance with generally accepted auditing standards
~eans that' the auditor is responsible for his failure to
;tect fraud when such failure results from a departure
~:n auditing standards.
, In the Matter of McKesson & Robbins, Inc., AccountIng Series Release No. 19 (1940).
'
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" .. ~ . We believe. that ... [with respect :to]
e~a,minations for corporations' whose' secur'hies are held by the public" acc~un~
tants can be expected to 'detect gross
overstatements of assets ~nd profits',
whether resulting from fraud or, other~
wise. We believe that aleJ:1;nes~ .on. the
part of the entire [audit] staff, coupled
with intelligent analysis by experienced
accountants of the manner of doing busi.,
ness, should detect overstatements.in
the accounts, regardless of their cause,
long before they assume the magnitude
reached in this case. Furthermore, an
examination of this kind should not, in
our opinion, exclude the highest officers
of the corporation from its appraisal of
the manner in which the business under
review is conducted.... [W]e feel that
the discovery of gross overstatements in
the accounts is a major purpose of ... an
audit .... "
Although Touche's San Diego, California,
, office was primarily responsible for the audits in question, Touche partners from other
offices, 'including the national office, also
participated in and were consulted with respect to certain aspects of the audits. They
also planned and supervised a review of certain' USF audit programs and working-papers: as well as the findings; conclusions arid
accounting,- principles to be followed. While
eve'ry firm is responsible for the opinions
issued by any of its partners, the involvement in this case of other partners and offices of Touche, as is customary and expected
of a national accounting firm, emphasizes
that the firm as a whole' must share the
responsibility.
In accepting the offer of settlement, the
Commission has considered the fact that
Touche, with one exception noted below, has
not previously been'subject to disciplinarr or
enforcement proceedings instituted by the
Commission and that the one exception 13
arose out of conduct which occurred in connection with financial statements for the
year 1947. In accepting Touche's undertak' ing
to adopt certain procedures to
13 In the Matter of Touche, Niven, Bailey & Smart, 37
S.E.C. 629 (1957).

. :('
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strengthen its existing ones, the Commission
does not contemplate that they will ~ncom
pass steps which are other than required 'by
generally accepted auditing standards.
Rather, Touche and the Commission contemplate that these procedures will improve
Touche's ability to carry out its responsibility to exercise due professional care in the
c<)nduct of its future engagements. While we
do not believe that any form of procedure
can ever be a substitute for the kind of
healthy skepticism which a good audit requires, we anticipate, that these procedures
will materially aid in the performance of the
firni's responsibility.14 In this connection, our
14 "Due professional care" requires the exercise of a
"critical review at every level of supervision of the work
done and the judgment exercised by those assisting in
the ~xamination." AICPA Statement on AuditingStandards, supra '§230.02. As previously described in the CPA
Handpook,
"On the negative side of care there is the avoidance
of negligence and the kind· of laziness that is satisfied with a task only partly done· or peIjo.rme<J· by
rote in a reverie more ' appropriate to· an assembly
bench than to an audit examination. On the positive
side there are the req'uirements that each person
engaged, in an examination must be aware 'of the
purpose of what he is doing, must understand' and
perform with mental alertness, inquisitiveness"and .
a sense of responsibility, even those tasks which
may appear to be routine, and must respond diligently by further inquiries or examinations to ci~
cumstances indicating them to be necessary. Th~
auditor should carry out his examination with an
attitude of healthy skepticism which seeks corroboration of explanations offered for matters that have
aroused questions in his mind, particularly when
those explanations come from persons who could
have personal reasons for diverting further inquiry.
Care is required even when personal acquaintanceship ·with the client or its employees and their
unquestioned reputation in the community for the
highest standards of righteousness and probity, may
appear to justify complete reliance on them. In such
cases it is desirable to keep three facts' in mind:
. 1. An independent examination is a check on repre, sentations of management however honest and
competent that management may be, and reli. ance on managerial virtues is not a check.
2. Banks sometimes make character loans, but
there is no'such thing as a character audit.
3. Defalcations are nearly always perpetrated by
old and trusted employees of good reputation."

Wilcox, "Professional Standards," CPA Handbook, Vol. I,
Chapter 13, pp. 11-12 (American Institute of Accountants, 1952).

order will specifically direct Touche to
strengthen its procedures so that all future
audit engagements will include aspecw'c
review to determine any private involvement
of the' management, and other related persons in corporate transactions reflected in
financial statements under examination.
Fundamental to financial reporting is the
assumption that financial statements reflect
the results of arm's-length bargaining between independent parties. The presence of
transactions between affiliates inevitably
raises questions as to the meanipgfulness of
the resulting information,. Further, as is apparent in this case, it' should rai~e broader
questions as to the reliability and completeness of the information being provided. It is
for this reason, among others, that the Commission has long required that transactions
which involve pet:sons' related to the management of a filing corporation be specifically disclosed to the Commission and public
"investors.l5 .-" , . : \ ., , .'.. . '
'..
'In revie~ng significant transactions, it i~
~ot enough for auditors to .accumulate documents relating to the transactions. It is critical that
analysis be made 'of transactions
'and all'o(their ramifications,including any
involvement management or persons acting
for management may :nave in such transactions. It ~s equally insufficient to obtain negative assurances that no such involvement ~s
present if at the same time all of the details
are not known as to the various transactions
in question. Thus, for example, whEm an accountant becomes aware that a party to a
transaction has received a guarantee or
some other form of assurance which may
relieve him of some risk of loss, it is critical
that the accountant not only receive assurances that such guarantee does not involve
members of management, but also that he
obtain informat~on concerning the nature
and extent of the guarantee, as well as the
identity of the guarantor. It is only when
armed with that information that the accountant may properly evaluate whether or

an

15 See, for example, Item 20 of Form 8-1, requiri~g
disclosure of the interests of management and others JU
certain corporate transactions.

,
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not the transaction, including the gUarantee,
will be properly reported.
In view of the above findings, the Commission concludes that Touche engaged in improper profession,al conduct.

*'

*

*

*

*

Under the terms of its offer of settlement,
Touche, without admitting or denying the
Commission's findings and solely for the purpose of settlement, consented to the entry of
an order embodying the following sanctions.
Accordingly, IT IS ORDERED that proceedings pursuant to Rule 2(e) of the Commission's Rules of Practice be, and they hereby are, instituted against Touche Ross &
Co.
IT IS FURTHER ORDERED that, subject
to the terms and conditions provided in the
offer of settlement Touche Ross & Co., be,
and it hereby is:
A. Censured by the Commission.
B. Required to adopt, maintain and comply with procedures which shall be submitted
to the Commission for its review and approval within thirty (30) days after the date
hereQf, to prevent future violations of the
federal securities laws, which procedures
shall provide, among other things, as a
means of strengthening Touche's procedures
1) That in all audit engagements specific
review shall be made which is designed to determine the management's direct or indirect involvement
in material transactions which are included in the financial statements;
2) For the formulation and implementa- ,
tion of qualitative office review procedures requiring periodic review at
least once every two years of all
Touche offices under the control and
supervision of Touche's national staff
to evaluate and ensure the quality of
the audit engagements of such offices.
C. In order to ascertain that Touche is
c~~ducting its professional practice in comp ;~nce with paragraph B above, an investig tlon, which shall be conducted at the ex~:nse .of .Touche, shall be conducted by the
tnmlSSIO n in accordance with methods and

-'
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procedures adopted or approved by it by the,
use o( members of the profession in public
practi~e selected or approved by the Chief
Accountant of the Commission or, at its. qp. tion, by use of qualified professional accountants drawn from its own staff. Provided, '
however, that in those instances where. per-.
sons conducting the aforesaid investigation
are not members of the Commission's staff
such persons (who shall be given a copy of
these Findings, Opinion and Order and Consent) shall hold in confidence the fact that
such persons are engaged in such investig~
tion as well as all information, books, paper~,
records, documents or other materials o~
tained and/or utilized during the course of
such investigation and relating to the
clients, procedures, systems or methods of
Touche. The report of investigation, in those
instances where the investigation is conducted by persons other than members of the
Com~ission's staff, shall be submitted to the
Commission only and shall be the sole property of the Commission and shall be maintained in the Commission's non-public investigative files. Nothing herein is intended in
any way to alter or amend the powers or
jurisdiction of the Commission.
D. For a period of tw-elve (12) months
after the date of this order, Touche's San
Diego, California, l?ranch office will not accept or undertake any new professional engagement which can be expected to result,
within twelve (12) months fj.~m the date of
such engagement, in filings, submissions or
certifications with the Commission. For the
purpose of such offer of settlement, "new
professional engagement" is defined to mean
an engagement entered into after five (5)
days' subsequent to the effective date of this
order between Touche's San Diego, California, branch office and any person or corporation subject to the disclosure requirements
of the Securities Act of 1933, the &ecurities
Exchange Act of 1934, the Investment Company Act of 1940, the Investment Advisers
Act of 1940, the Trust Indenture Act of 1939
and the Public Utility Holding Company Act
of 1935. Nothing herein shall be construed to
affect the right or obligation of Touche's San
Diego, California, branch office during this
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twelve (12) month period to perform its. normal functions and services for existing
clients (including activities requiring filings,
submissions or certifications with the Commission), or to undertake engagements for
new clients which cannot be expected to result, within twelve (12) months from the date
of such engagement, in filings, submissions
or certifications with the Commission.
E. Touche wiil not accept or undertake
any new professional engagement of any
client whose business, revenues and net
profit (loss) is materially derived from real
estate development or sales, including financing related thereto, as defined herein,
which engagement can be expected to result,
within twelve (12) months from the date of
such engagement, in filings, submissions, or
certifications with the Commission until the
Chief Accountant of the Commission is satisfied that adequate audit guides and programs for application have been adopted,
including appropriate. testing thereof as applied to audits. For.the purposes of such offer
of settlement, "hew professional engagement" is defined to mean an engagement
entered into after five (5) days subsequent to
the effective date of this order between
Touche and any person or corporation subject to the disclosure requirements of the
Securities Act of 1933, the Securities Exchange Act of 1934, the Investment Company'
Act of 1940, the Investment Advisers Act of
1940, the Trust Indenture Act of 1939 and
the Public Utility Holding Company of 1935.
For the purposes of such offer of settlement,
"any client whose business revenues and/or

net profit (loss) is materially derived from
real estate development, or sales, including
financing related thereto," is defined to mean
any client at least twenty-five (25) percent of
whose gross revenues or pre-tax net profits
(losses) were derived from real estate development or sales, including financing related·
thereto, within two (2) of the preceding three
(3) fiscal years. Nothing herein shall be construed to affect the right or obligation of
Touche during this twelve (12) month period
to perform its normal functions and services
for existing clients (including activities requiring filings, submissions or certifications
with the Commission), or to undertake engagements foJ," new clients which, cannot be
expected to result, within twelve;(12) months
from the date of such engagement, in filings,
submissions or certifications with the Commission.
F. The Commission shall retain jurisdiction of this matter pending final receipt of a
report of investigation· referred to in para- .
graph C above and thereafter for either the
taking, if necessary, of appropriate action to
ensure compliance, including but not limited
to the re-opening of these proceedings for the
imposition of such other and further relief as
may be required under the circumstances, or
the approval of the report and termination,
on notice,of this proceeding.
By the Commission (Commissioner Pollack
not participating).
GEORGE A. FITZSIMMONS

Secretary
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RELEASE NO. 154
April 19, 1974
SECURITIES ACT OF 1933
Release No. 5483,,>

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 18383

SECURITIES EXCHANGE ACT OF 1934

INVESTMENT COMPANY ACT OF 1940
Release No. 8315
'

Relea~e 'No. 10746

Notice of Adoption of Amendments to Rule 4-02 and Rescission of Rule 4-07 of Regulation S-X
Relating to Consolidated Financial Statements
The Commission today adopted amendments to Rule 4-02 and rescinded Rule 4-07 of
Regulation S-X, both relating to requirements for consolidated and combined financial statements. This 'action was originally
proposed on December 13, 1973, in Securities
Act Release No. 5445.
The rescission of Rule 4-07 eliminates the
restriction ,on consolidation of subsidiaries
engaged in financial and nonfinancial activities contained in Rule 4-07(b). Consolidated
financial statements will now be subject to
the general provisions of Rule 4-02(a) that a
"registrant shall follow ... principles of inclusion or exclusion which will clearly exhibit the financial position and results of
operations."
The amendment to Rule 4-02 continues the
present requirement of Rule 4-07 for supporting financial statements of consolidated
subsidiaries engaged in certain financial activities. Consideration should also be given
to improving the disclosure in annual reports
to stockholders by including this information, suitably condensed, as supporting financial statements or as line of business
disclosure. Although inform3:tion concerning
nO~financial activities is not specifically reqUIred, such information may be given if
?eemed appropriate for a better understand~g of registrant's, business. The Financial
thCcounting Standards Board is c'bnsidering
an~ m~tter of reporting by diversified comp• l' es Including the
extent of disclosure of
lDJ.orm a t'Ion about the different segments.
1'h
whese requirements will be reconsidered
byethn a statement on this matter is adopted
e FASB.

A subparagraph added to Rule 4-02(a) is
intended to prevent consolidation of subsidiaries of a registrant subject to the Bank
Holding Company Act of 1956 as to which a
decision has been made requiring divestiture
or in cases where there is a substantiallikelihood that divestiture will be necessary in
order for registrant to comply with provisions of the Act.
The following changes are made to Article
4 of Regulation S-X:
1. Rule 4-07 is revoked and reserved.
2. Rule 4-02(a) is amended by addition of
the following subparagraph (3)(3) Any subsidiary or group of subsidiaries of a registrant subject to the
Bank Holding Company Act of 1956 as
amended as to which (a) a decision
requiring divestiture has been made,
or (b) there is substantial likelihood
, that divestiture will be necessary in
order to comply with provisions of the
Bank Holding Company Act.
3. Rule 4-02 is amended by addition of
the following paragraph (e)(e) Separate financial statements
shall be presented for each subsidiary
or group of subsidiaries engaged in
the business of life insurance, fire and
casualty insurance, securities brokerdealer, finance, savings and loan or
banking, including bank related finance activities; provided, however,
that separate financial statements
may be omitted:
(1) For a consolidated subsidiary or
group of subsidiaries in the same busi-
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ness in which the registrant's and registrant's other subsidiaries' proportionate share of total assets or total
sales and revenues (after intercompany eliminations) exceeds 90 percent
of consolidated assets or consolidated
sales and revenues.
(2) For a nonsignificant consolidated
subsidiary which is registrant's only
subsidiary in a business, or for a
group of consolidated subsidiaries constituting all of registrant's subsidiaries in the same business which if
considered in the aggregate would not
constitute a significant subsidiary.
(3) For a consolidated subsidiary or
group of subsidiaries in the same business if in excess of 90 percent of their
sales and revenues are derived from

registrant and registrant's other subsidiaries.
.
The foregoing amendments are adopted
pursuant to Sections 6, 7, 8, 10 and 19(a) of
the Securities Act of 1933; Sections 13, 15(d)
and 23(a) of the Securities Exchange Act of
1934; Sections 5(b), 14 and 20(a) of the Public
Utility Holding Company Act of 1935;, and
Sections 8, 30, 31(c) and 38(a) of the Investment Company Act of 1940. The amendments
shall be effective with respect to financial
statements filed with the Commission subsequent to May 31, 1974.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 155
April 25, 1974
SECURITIES ACT OF 1933
Release No. 5488/

SECURITIES EXCHANGE ACT OF 1934
Release No. 19754

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 18392
Notice of Amendments to Forms S-l, S-7, S-8, S-9, S-11, 10, 12, 8-K, 10-K, 11-K, 12-K and U5S, and
Regulation S-X
The Securities and Exchange Commission
today adopted certain amendments of the
instructions pertaining to financial statements, summaries of operations and exhibits
in the above forms and amendments of a
related definition in Rule 1-02 and of Rule 502-39(d) of Regulation S-X. The instructions
in ·the forms are amended generally to conform the terminology to that adopted in Regulation S-X in Accounting Series Release No.
i25, to correct references to changed rule
and caption numbers in Regulation S-X
which were changed in Accounting Series
Release No. 125, to achieve consistency
among similar requirements in various
forms, and to provide clarifications and modifications of the instructions in some respects.

The definition of the term "significant subsidiary" in Rule 1-02 of Regulation S-X is
amended to achieve consistency with the
bases and tests of significance of subsidiaries
and other affiliates in the instructions to the
forms, e.g., Instruction 8 of Form S-1. The
amendment to Rule 5-02-39(d), which was not
included in the proposals that were published for comment, reduces the requirements specified in that rule for summaries of
stockholders' equity accounts.
.
The amendments were proposed in~ SecurIties Act Release No. 5405 (Securities Exchange Act Release No. 10272, Public Utility
Holding Company Act Release No. 18025) on
July 9, 1973. Forms S-l, S-7, S-8, S-9 and S-l1
are used for registration of securities under
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tne Securities Act of 1933; Forms 10 and 12
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in view of questions regarding whether the
criteria for the computations continue to be
the Securities Exchange Act of 1934; Forms
appropriate and whether the disclosures
8-K, -10TK, ll-Kand 12-K are used for special
have sufficient analytical value to readers to
or annual-report~ pursuant to the 1934 Act;
warrant their continuation. A further study
and Fo'rm U5S is used for annual reports by
is planned in the light of these questions to
holding companies registered under the Pubdetermine what, if any, additional amendliG Utility Holding Company Act of 1935. , ments would be appropriate.
.
Regulation S-X states the requirements apThe proposed clarification of the instrucplicable to the form and content of fInancial
tions for the furnishing of separate summarstatements filed under the forms.
.
ies Of operations of the registrant in addition
The 'comments received on the proposals
to consolidated statements was deleted and
were given careful consideration in the -dethe original language in the instructions was
termination of the defihitive - amendments.
restored, inasmuch as most commentators
Numerous suggestions for changes in the
considered that the requirements for separules of an editorial or- clarifying nature
rate registrant statements would be exwere adopted: The more significant or extentended by the proposal. Many also indicated
sive changes which were adopted are disa . belief that the general requirements for
cussed below. Areas in the rules where sub-:
separate financial statements of registrants
stantive changes were· effected in - the
in addition to consolidated statements
proposals are underlined.
should be reduced. This matter will also be
given further consideration.
In'the requirements for summaries' of operations in Forms S-1, S-8, S-l1; 10 and 10-K - - The'proposal to change the requirements
for summary of operations in Form S-8 to
(e.g:, Item 6 in Form S-l) and for statements
requirements
for statements of income conof income in Forms S-7 and S-9 (e,g., Item 6
sistent with Form S-9 was eliminated on the
in Form S-7), the format and the order of the
basis of comments that this would be an
instructions were made consistent and the
extension of requirements which could not
instructions regarding the items of revenue
be justified by the purposes of- Form S-8. In
and expense to be included in the summaries
and regarding the computation of ratios of
this form also the instructions to the sumearnings to fixed charges in the summaries
mary were clarified regarding the periods for
which various statements are required.
and the statements were updated to reflect
The instruction to the summaries (and the
current requirements. In this connection in
statements of income) regarding reconciliathe specifications for "fixed charges" (e.g.,
tions of revenues and net income for differInstruction 5(c) of Item 6 of Form S-1), the
ences in reports previously issued (e.g., Incriterion for the interest factor of one third
struction 3 of Item 6 of Form S-1) has been
of all rentals has been deleted inasmuch as
revised to conform it closely to a comparable
reliable estimates of the portion of rentals
rule in Regulation S-X (Rule 3-07(b».
which represent interest can now generally
One of the instructions to the summary of
be made and there is considerable evidence
operations in Form 10-K (Instruction 5 to
that one third of rentals is riot a reasonable
Item 2) which requires a statement by the
approximation of the interest factor today.
~n Form S-9 the general instruction pertain- registrant and a letter by the independent
accountant regarding changes in accounting
Ing to the use of the form is amended to
principles or practices, as amended in this
conform the requirements relating to the
release, has been adopted in Form 12-K (Infixed charge ratios to the comparable restruction 7 as to Exhibits). This requirement
qUirements under Item 3, Statements of Income.
which was adopted in Form 10-K in Release
No. 34-9344 is considered to be applicable to
Comments were made that the requireutility company registrants who utilize Form
tnhents for the ratios of earnings to fixed
c arges an d to combined fixed charges and
12-K in filing their annual reports in lieu of
Form 10-K. The instruction has been further
preferred dividends should be reconsidered

are· used for registration of secu~ities under
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amended to provide that the independent
account's· letter regarding a specific change
need be filed only one time.
Certain of the instructions regarding financial statements (i.e., Instructions 4, 6, 7
and 8 as to Financial Statements of Form S-1
and similar instructions in Forms S-7, S-9, 10
and 10-K) were modified or clarified and
made consistent among forms with respect to
the requirements for financial statements, of
. the registrant to be filed and for the filing or
omission of financial statements of subsidiaries not consolidated and of fiO percent or
less owned persons. Similar instructions regarding these latter requirements w~re also
included for c~nsistency under Exhibits in
Forms 12 (Instructions 7 and 8) and 12-K
(Instructions 4 and 5). A test relating to
income, which is considered an important
test of sign'lficance of affiliates, is adopted'in
the instructions in the forms and in the,
definition of "significant subsidiary" in Regulation . S-X as' an addition to the ~xisting
tests reiating to assets and revenues. The
tests as propos~d have been modified to eliminate certain exclusions in relation to the
assets and income tests on the basis of comments that their effect would be minimal in
most instances. In Form 8-K the tests in
Instructi9n 4 of Item ~ for ~etermining the
significance of acquisitiol1s and dispositIons
of assets or businesses were conformed to
the tests in the definition in RegUlation S-X.
,The instructions pertaining to succession
~o and acquisition of other business (i.e.,
Instructions 11 and 12 as to Financial Statements of Form S-1 and similar instructions
in Forms S-7 and 10) have been updated to
reflect current requirements and practices
and clarified, as between past and future
successions. Further clarifications have been
made in the instructions as proposed and the
requirements for pro forma income statements have been stated in accordance with
suggestions received. Comparable instructions have been included in Form S-9 to
achieve consistency with Form S-7.
In Form S-l1 corrections of several references and requirements relating to Regulation S-X were made to reflect revisions of the
regulation in Accounting Series Release No.
125. Item 26 and special provision C-3 of the

Instructions as to Financial Statements are
reYised and' special provjsionE! C-5, 6' and 7'.
are omitted to reflect the .~doption ~n RE,'!gula- ,
tion S-X of new schedules as Rules 12-42 and
12-43 in substitution for the schedules specified in Rules ,12-37 and 12-38 and new instructions in Rule 5-04 for Schedules XVII,
XVIII and XIX which were previously designated as Schedules XVIII, XIX and XX in
Form S-11:
In Form U5S 'corrections of references to
the revised Regulation S-X were also made.
Paragraphs l(c)(i) and (ii) of the Instructions
as to Financial Statements, which p:rovi~e
for the omission of certain schedules specified in~ule 5-04
Regtiiation S-X, are, revised to provide for the omission also of new
Schedule XVIII which was adopted' under
Rule 5-04. Schedule XVII, which is presently
specified for omission in paragrapJ:ts (c)(i) and
(ii), formerly required compliance with Rule
12-17 of Regulatio.n S-X, the requirelIlents of
which rule were combined with Rule 12-04
and Schedule III unqer' Ii'ule 5-04. Schedule
XVII in Rule 5-04 now requii·es compliance
with new· Rule 12-42 and' it is considered
appropriate to continue to permit the omission in F'orm U5S of Schedule XVII with
regard to the new requirements as well as
the old by the continued' omission of Schedule III. New Schedule XIX, which requires
information r~garding certain oth~r investments, would be required if applicable. Also
in Form U5S, the Instructions as to Financial Statements are updated to make them
consistent with those 'of Form 10-K with respect to requiring statements of source and
application of funds and the examination by
the independent accountant of the schedules
filed in support of the financial stateme~ts.
These amendments are adopted pursuant
to authority conferred on the Securities and
Exchange Commission by the Securities Act
of 1933, particularly Sections 6, 7, 8, 10 and
19(a) thereof; the Securities Exchange Act of
1934, particularly Sections 12, 13, 15(d) ~nd
23(a) thereof; and the Public Utility Jlol~mg
Company Act of 1935, particularly Sections
5(b), 14 and 20(a) thereof.
1
(The text of the amendments to Forms SS-7, S-8, S-9, S-l1, 10, 12, 8-K, 10-K, ll-K, 12and U5S and Rules 1-02 and 5-02-39 of Regu-
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lation S-X is omitted.) The amendments shall
be effective with respect to the applicable
rules and forms on July 1, 1974.

By the Commission.
GEORGE

A. FITZSJMll40NS

.

Secretary

RELEASE NO. 156
April 26, 1974
SECURITIES EXCHANGE ACT OF 1934
Release No. 10756
Statement Regarding the Maintenance of Current Books and Records by Brokers
and Dealers

Inquiri~s have been received by the Commission requesting clarification of the requirement of Rule 17a-3(a) under the Securities Exchange Act of 1934 that every brokerdealer shali "make and keep current" certain
books and records enumerated in, the rule.
Also, subparagraph (c) of Rule 17a-11' requires that telegraphic notice be given to the
Commission when a' broker or dealer fails to·
comply With the requirements of Rule 17 a-3
to "make and keep current" books and records prescribed by the rule.
Rule 17a-3(a) requires that registered broker-dealers prepare records of transactions
and dealings in securities for the accounts of
th~ firm's customers as well as for its own
risk and account, and to prepare records of
other financial transactions related to the
business of the broker-dealer. These requirements are intended to serve three basic regulatory purposes. First, it is expected that
the broker-dealer maintain current books
and records for the protection and convenience of customers; that is, customers are
entitled to prompt responses to inquiries and
resolution of claims relating to their acCounts. Secondly, these requil'ements are intended to enable a broker-dealer to be aware
?f the extent of its compliance with the varIOUS rules and requirements, particularly the
net capital and other customer Plotection
rules , I an d be able to demonstrate. compliance to the Commission and the' self-regula-
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tory authorities without the burden of bringing books and records up-to-date being
placed upon the regulatory authorities.
Third, a broker-dealer should have current
books and records to enable it to fulfill its
obligations and responsibilities to other broker-dealers with whom business is transacted. Additionally, good business practice
requires timely information for effective
managerrlEint decisions. In order to serve
these purposes, we discuss in the following
paragraphs general guidelines for the maintenance of current books and records with
respect to the requirements of Rules 17a_3°(a)
and 17a-11.2
Order Tickets and Confirmations
Subparagraphs (6) and (7) of Rule 17a-3(a)
require the preparation of a memorandum of
each brokerage order and each principal
transaction and subparagraph (8) requires
maintenance of copies of confi·rmations of
transactions for the accounts of customers
and partners. These are the basic source
documents and transaction records of a bro:ker-de.aler. By their nature the memoranda
of brokerage and principal transactions
should be prepared at the time of the transactions, and the confirmations, which are
prepared from the memoranda, should be
prepared and mailed on the day of the transaction or the following business day.
2 Subsequent modification or change of applicable
rules may result in the revision of the guidelines set
forth herein (for example, see proposed revisions to Rule
15cl-4, Securities Exchange Act Release Noo 10681, Investment Company Act Release Noo 8275)0
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Records of Original Entry
The blotters or other records of original
entry described in subparagraph (1) of Rule
17 a-3 itemize each day's transactions in a
format that facilitates posting to the general
and subsidiary ledgers. Blotter records relating to securities transactions-e.g., daily
purchase and sale blotters-should reflect all
transactions as of the trade date and should
be prepared no later than the following business day. Similarly, blotter records relating
to securities movements and the receipt alJ.d
disbursement of cash should reflect such
transactions on the date they occur and
should be prepared no later than the following business day~
General Ledgers
The ledgers prescribed in subparagraph (2)
of Rule 17a-3 are the general records, reflecting all asset, liability and capital accounts
and all income and expense accounts and
include control accounts ·for sitbsi.diary ledgers. The blotters and other records of original entry should be maintained not only on a
daily basis as discussed above, but in a form
which will facilitate posting of the general
ledger as frequently as necessary to enable
the broker-dealer to make the computations
necessary to ascertain his compliance with
the net capital rule and the customers' reserve requirement rule. 3 For many brokerdealers, compliance with the customers' reserve requirement entails a weekly computation based on updated general ledger account balances.
A broker-dealer is required to be in compliance with the net capital rule at all times
and the general ledger must be posted as
frequently as may be necessary to make that
determination. Compliance with this rule
and the concern for frequent computations
becomes particularly important in periods of
sharp changes in securities prices and increases in trading volume. Firms which are
frequent participants in underwriting syndicates or which effect transactions in large
blocks of stock may also find it necessary to
post their ledger on a daily basis because of
3

Rule 15c3.3(e).

the need for making frequent net capital
computations. If a broker-dealer effects only
a limited number of transactions during an
accounting period and it is clear from the
nature of the business conducted that such
transactions would have no material adverse
effect on the broker-dealer's financial and
operational condition, net capital or customer's protection requirements during the
period it may be .appropriate to post the
general ledger on a monthly basis. 4
Customer's Ledger Accounts
Transactions involving the purchase and
sale of securities should be posted to the
customer's ledger accounts described in subparagraph (3) of Rule 17a-3 no later than
settlement date. Other customer transactions relating to securities movements and
cash receipts and disbursements should be
reflected as of the transaction date and
should be posted to, the 'accounts no later
than the first business day following the
transaction.
Subsidiary Ledgers
The subsidiary ledgers and other records 5
relating to securities in transfer, dividends
and interest received, securities borrowed
and securities loaned, and monies loaned req~ired
under. subpar~graphs (4)(A)-(D)
should be posted no later than two business
days subsequent to the date of the securities
or money movements. Transactions between
brokers not completed on settlement date
should be posted to the appropriate fail to
deliver or fail to receive ledger (or other
record) no later than the first business day
4 In the course of posting the books at interim dates
during a month, it may not be necessary to make
adjustments for accruals and deferrals such as for depreciation or prepaid expenses if they would not materially affect the financial condition of the broker-dealer.
5 As used in subparagraph (4) and elsewhere in Rule
17a-3, the term, "other records" should be construed to
include, where appropriate, copies of vouchers, confirmations, or similar documents which reflect the information required by the applicable subparagraph arranged in appropriate sequence and in permanent for:~
including similar records developed by the use of aU 0matic data processing systems and produced or repr
duced on microfilm.
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following settlement date; resolution of fail
transactions should be recorded no later
than the first business day following resolution. A broker-dealer who maintains his accounts on the trade date basis of accounting
and uses "fail" accounts to reflect transactions with other brokers should post transactions~o the accounts no later than two business ~ays subsequent to the transaction
date. In accordance with the provisions of
Rule 17a-13(b)(5), long and short stock record
differences shall be entered in an appropriate ledger account (subparagraph (4)(F» no
later than seven business days after the date
of a required quarterly securities examination and verification. 6
.Securities Position Record
The securities record required by subparagraph (5) of Rule 17a-3(a) shall reflect the
changes resulting from purchase and sale
transactions either as broker or dealer as of
clearance date, or settlement date, and
should be recorded no later than the following business day.1 In addition, other changes
in securities positions should be reflected on
the date of the security movement or on the
following business day as of the date of the
movement. Long and short securities record
differences shall be entered concurrently
with their recording in the subsidiary ledger
required by subparagraph (4)(F).
.
Transactions in Options
The record of puts, calls, spreads, straddles, and other options described in subparagraph (10) should reflect transactions as of
the date an option is written, guaranteed
kdd
a e or exercised and should be prepared'
no later than the business day following the
transaction.
Wi:~f ~ounts are made on a cyclical basis in 'accordance
ule 17a·13(c), any stock record difference shall be
rec
ed WI'thOIn seven business days subsequent to exami'ordt'
na Ion and veri'filcatlOn
'
7 Th
of a particular security.
e re qUlrement
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for current maintenance of the
secu 't'
n les
t' re cord can be met by broker-dealers through
pre Par
mente: ~on of a. full securities record weekly, supplebal anc ' y a daIly "takeoff" sheet summarizing and
Ing each day's securities movements.

Trial Balances and Capital Computation
Subparagraph (11) requires the monthly
preparation of a trial balance of all ledger
accounts and a computation of aggregate
indebtedness and net capital as of the trial
balance date. These records should be prepared no later than 10 business days after
the end of the accounting period, except in
those instances where the records must be
prepared in a lesser period to satisfy any
reporting requirements established by any
self-regulatory authority of which the broker-dealer is a member. 8
Other Records
The record of beneficial ownership of each
cash or margin account (subparagraph (9) of
Rule 17a-3) should be prepared before transactions are effected in an account. The employment questionnaire or application (subparagraph (12) of Rule 17a-8) should be
prepared at or prior to the commencement of
employment.
Time Lag in Transmission of Data
Under certain limited circumstances the
accounting department of a broker-dealer
may not be aware of a transaction until a
few days after it occurs. T~ansactions 'such
as receipts and disbursements in out-of-town
branches' or by correspondents should be recorded no later than the day after the transaction is reported to the accounting department, and dividend and interest claims from
other brokers should be recorded no later
than the day after the validity of the claim is
established.
Service Bureaus
If a broker-dealer hires or engages an outside service bureau or other recordkeeping
service to handle its records, the require8 Although not specifically referred to in Rule 17a-3,
the weekly or monthly computation of the amount to be
on deposit under the customers' reserve requirement
rule must be made in sufficient time to enable the
broker-dealer to make the required deposit no later than
one hour after the opening of banking business on the
second business day following the date on which the
computation is based, as required by Rule 15c3-3(e).
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ment to make and keep current the brokerdealer's books and records is in no way diminished 'and under such circumstances the
broker-dealer is responsible to the same degree for maintaining current books and records as if he were maintaining them himself.
Where a broker-dealer' undertakes to have
his books and records prepared and maintained by'a service bureau or'record'keeping

service, he should assure himself that the
service will be provided in conformity with
the Commission recordkeepirig rules.
By the Commission.

GEORGE

A. FITZSIMMONS
Secretary .

RELEASE NO. 157
July 8, 1974
SECURITIES ACT OF 1933
Release No. 5512

SECURITIES EXCHANGE ACT OF 1934
Release No. 10906
-,

Findings and Opinion Accepting Waiver and Consent and Imposing Remedial Sanctions in
the Matter of Arthur Andersen & Co. (Rule 2(e) of the- Rules of Practice)
In May, 1973 information ,came to the attention of the Commission ,which indicated
that the Commission-and the public had not
been fully informed of the facts relating to a
settlement negotiated 'between Whittaker
Corporation ("Whittaker") and its auditors,
Arthur, Andersen & Co. ("Arthur Andersen")
arising out of an audit performed by Arthur
Andersen of the inventory of a subsidiary of
Whittaker. Accordingly, the Commission ordered a formal investigation into this matter
which confirmed that public disclosure and
disclosure of this settlement to the staff had
been incomplete. As a result of this investigation, an injunctive proceeding was instituted on February 8, 1974 against Whittaker
and 'the captioned proceeding pursuant to
Rule 2(e) of the Commission's Rules of Practice was instituted thereafter.
Since the proceedings were instituted, Arthur Andersen, solely for the purposes of
settling this matter, and without admitting
or denying any of the allegations, findings or
conclusions has consented to the entry of an
order censuring the firm and to the publication of certain findings and conclusions by
the Commission. For purposes of this settlement, Arthur Andersen has waived separation of functions and consented to the staff's
participation in the preparation of this order
and opinion.

,The Arthur Andersen settlement with
Whittaker arose out of its audit of the inventory of Crown Aluminum Corporation, a major subsidiary of Whittaker, as part of its
examination of the financial statements of
Whittaker Corporation for the fiscal year
ended October 31, 1971. Subsequent to this
examination, in connection with the pro'posed sale of Crown, a physical inventory
was taken which indicated that inventory on
the books exceeded physical inventory on
hand by approximately 100%. In the subsequent investigation, it was determined that
the inventory overstatement resulted from
the fraudulent alteration of inventory records by Crown management and other
Crown personnel. By recreation of inventory
records, it was calculated that the $9.2 million book inventories of Crown at October 31,
1971 were overstated by approximately $4.4
million, and that income for fiscal years 1970
and 1971 was overstated. Of this total shortage, approximately $2.5 million occurred at
Crown's Roxboro Plant. The Roxboro physical inventory had been observed by Arthur
Andersen.
In connection with this observation, the
Arthur Andersen auditors did not adequately control inventory count tags even
·e
though the firm's own procedures requlr I
nne
such control. Accordingly, Crown perso

ACCOUNTING SERIES RELEASES

were able to alter certain tags and to create
other' tags which were included with actual
count tags prior to the tabulation of the
inventory. In addition, the fraudulent tags
were printed out in numerical sequence on
the inventory tabulation listing and indicated quantities of aluminum coil in units of
50,000 pounds per coil which are quantities
in excess of that which could have been
reasonably expected to be physically contained in the Roxboro' plant' or any other
plant. The plant did not manufacture or purchase aluminum coils in excess of 5,000
pounds. The auditors and any' reviewers of
the inventory work papers did not notice this
block of 100 tags which constituted a: substantial portion of the total inventory on the
computer listing with quantities 10 times as
large as the, largest actual inventory item.
Normal inventory auditing procedures would
require that special ,attention be paid to the
largest items in the inventory.
'Further, this inventory observation took
place under circumstances which should
have warranted special care. Arthur Andersen was aware that in 1969 and 1970 certain
inventory tags originally accounted for as
unused were included as used by Crown' in
the computer runs.' Arthur Andersen also
knew that Crown's system for accounting for
the inventory resulted, in differences between the physical and book inventories
among various subcategories, though not in
net amounts.! Further, the ,1971 audit took
place in the context where an internal Arthur Andersen' memorandum'had expressed
questions concerning the "credibility" in
other respects of Crown's management. 2
, 1 Employees at Crown improperly prepared and/or recorded production and other accounting records so that
~he overall book inventory was virtually equal to the
mflated physical accounts.
2
M An Arthur Andersen internal memorandum dated
arch 14, 1970, expressed the following:
,

" ... There may be a question as ,to this client's
[Crown] credibility as their position changes relative
to t~e net income they wish to report and pressures
Whlttaker is exerting on them.

*
*
*
* *
"In
..
k our opmIOn, the Crown personnel have not been
ept fully informed by Whittaker on just what we
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In the judgment of the -Commission, Arthur Andersen did not follow generally accepted auditing standards in the audit of
Crown's inventory, and must share responsibility for the misstatements which resulted,
even though it is apparent that the firm was
the victim of a deliberate scheme. to defraud
perpetrated by certain management, supervisory and plant personnel of Crown.
The Commission has been advised that Arthur Andersen has taken steps to prevent
the recurrence of similar audit deficiencies.
The firm has thoroughly reviewed the audit
program used to audit Crown's inventory in
order to make the most constructive use of
its experience in this regard. While Arthur
Andersen did not find that the programs
themselves were deficient within the parameters for which they were designed, nevertheless it has revised its audit guides in such
a way as to enable reviewing personnel to
detect breakdowns in audit procedures such
as occurred here. Further, Arthur Andersen
is in the process of preparing a case study of
the Crown Aluminum situation. This case
study will be used in Arthur Andersen's staff
training program in order to alert its professional staff to situations of this nature and
to make its professional staff more aware of
the areas in which a fraud can be perpetrated and the methods used to cover up
such fraudulent conduct.
In addition; the Arthur Andersen personnel involved in the audit on both a staff and
a supervisory level have either left the firm
or been reassigned to responsibilities not
related to the firm's professional practice.
The Commission believes that these corrective measures and the settlement negotiated
at arm's length with the party damaged
make unnecessary any further action by the
Commission in regard to the inventory auditing deficiency. Subsequent actions by Arthur
Andersen in the disclosure of the settlement
are doing in relation to the 8-1. It is their opinion
that we should pass adjustments so they can show a
very favorable trend. They have told us that this is
what our other offices are doing, and that you have
agreed that our treatment of the inventory and bad
debt adjustments is not valid-they are definitely
trying to playoff you against us to get favorable
treatment."
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and related matters require further discussion and action.
Promptly following discovery of the inventory problem, Whittaker and Arthur Andersen agreed that it would be desirable to
conduct a comprehensive review of the company's accounting systems and internal controls and an examination of its major inventories as well as to engage in a balance sheet
audit of expanded scope at the end of the
1972 fiscal year in order to assure both Whittaker and Arthur Andersen that similar
problems did not exist at operating units in
addition to those discovered at Crown. Initially, Arthur Andersen offered to conduct
this review, to assist in the implementation
of any recommendations, and to perform the
expanded scope audit work at "loan staff
rates," approximately one-half of Arthur Andersen's normal billing rates, which would
approximate its out-of-pocket costs. At the
time, Arthur Andersen estimated" that the
review work, if billed at normal rates, would
amount to approxi'mately $340,000. At Whitta~er's request Arthur Andersen agreed to
perform the review at no charge. Arthur
Andersen also said to Whittaker that it
would assist in performing any systems work
recommended in the review at "approximately on"e-half the normal billing rates.
At about the same time, Whittaker retained special counsel to determine whether
it had a cause" of action against Arthur Andersen. It did so because it was of the belief
that Arthur Andersen had conducted an inadequate audit in connection with Crown's
inventory. Because Whittaker's own investigation relating to the cause of the inventory
discrepancies was not then completed, it was
decided that the company would defer determining whether it had a cause of action
against Arthur Andersen until the results of
investigation were known. Whittaker did not
advise Arthur Andersen that Whittaker was
evaluating its legal rights against Arthur
Andersen. Following the conclusion of its
investigation into the cause for the inventory discrepancies, and in December 1972,
after Arthur Andersen had completed its
review of Whittaker's accounting systems
and internal control and issued a report
thereon, Whittaker was advised by its special

"

counsel as well as its General Counsel that in
their opinion Whittaker had a cause of action
against Arthur Andersen. This conclusion
was" communicated to Whittaker's Board" of
Directors, which decided that the compan.y
should pursue its claims against Arthur Andersen. However, because Arthur Andersen
was then in the process of completing its
audit of Whittaker's 1972 financial statements, and Whittaker was concerned" that
the assertion of a claim might jeopardize the
ability of Arthur Andersen to complete its
audit, Whittaker intentionally withheld from
Arthur Andersen any indication that Whittaker intended to assert a claim against Arthur Andersen. 3 On December 28, 1972, the
board of directors decided to assert a claim
against Arthur Andersen but concluded that
it should not be brought to Arthur Andersen's attention until Arthur Andersen had
completed its audit and" had signed its report
on Whittaker's financial statements which
was to" be" included in a registration" statement to be filed with 'the Commission in a
few days;
On January 4,1973, Arthur Andersen executed its report on Whittaker's financial
statements for the fiscal year ended October
31, 1972. The auditor's report and financial
stateI1lents were contained in a registration
statement filed with the Commission by
Whittaker on January 5, 1973. On the same
day that the registration statement was filed
with the Commission, officers of Whittaker
advised Arthur Andersen that Whittaker felt
it had a claim against Arthur Andersen. At
that time, Whittaker asserted a claim of ap3 At a board of directors meeting in early December,
the topic of submitting the name of Arthur Andersen to
the shareholders for ratification as the auditors for the
following year was discussed even though Whittaker
had not previously submitted to their shareholders the
question of ratifying the selection of auditors. At II.
board meeting held on December 22, 1972, it was decided
that Arthur Andersen would be recommended to the
shareholders, provided that the claim Whittaker intended to assert against Arthur Andersen could be
resolved. However, when Arthur Andersen requested a
copy of the minutes in connection with its audit, Whi~
taker furnished only a summary of the minutes of thIS
meeting, claiming that the full minutes had not as yet
been prepared. The summary made no mention of the
claim against Arthur Andersen.
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proximately $3' million against Arthur Andersen. During the month of- January 1973,
there followed a number of meetings between top officers of Whittaker and seriior
partners of Arthur Andersen. During these
meetings, Arthur Andersen indicated that
the pending claim against it jeopardized its
independence and therefore that it would be
unable to sign amendments to the pending
registration statements. Whittaker told Arthur Andersen that if the issues were not
settled, Whittaker would not be able to recommend Arthur Andersen to its shareholders in connection with the next shareholder's
meeting. On January 30,1973 personnel from
Whittaker and Arthur Andersen met to see if
they could resolve their differences.
During the negotiations, Arthur Andersen
maintained that it would not settle for any
amount in excess of $1 million. Initially, they
offered to settle by paying Whittaker $500,000 in cash. They also proposed to establish a
ceiling of $250,000 at loan staff rates for the
implementation work relating to the recommendations of the previous review in accordance with the agreement made prior to the
review. At that time, they explained that
Whittaker was going to receive, almost $2
million: $500,000 in cash, $250',000 in free
services at loan staff rates equal to $500,000
in normal billings, plus the $1 million in free
services that had already been performed.
This was the first time that Whittaker had
been advised that the review work Arthur
Andersen had previously performed without
charge t9 Whittaker wauld have cost approx~
imately $1 million at normal billing rates and
not the originally estimated $340,000. Whittaker, however, insisted upon a minimum of
$1 million in cash in additiop. to the $250,000
loan staff assistance which Arthur Andersen
had offered, for a total of $1,250,000. After
several intermediate offers, Whittaker finally offered to settle on a cash payment of
$875,000. Agreement was also reached on a
ceiling of $375,000 for the iinplementation
program at loan staff rates. Whittaker executed and delivered to Arthur Andersen a
";.ritte n release of its claim in consideration
o 1he pa~ment to it of $875,000.
ced'Ccordmg to Whittaker, immediately premg agreement to the terms of this final
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proposal, Arthur Andersen inqUIred of Whi~~
taker whether Arthur Andersen' woul~ be
recommended to the shareholders at the
forthcoming shareholders meeting and were
told they would be recommended.
'
According to Whittaker, Arthur Andersen
desired to have disclosures concerning the
settleme~t li~ited to the $875,000 cash payment. 4 According to Arthur 'Andersen the
settlement amounted only to the cash payment of $875;000 and, since the other factors
were not a p~u-t of the settlement, no disclosure was necessary.
'
Following the settlement, counsel for Whittaker 'requested a meeting with the staff of
theCommissioU:; including the Chief Accountant of the Commission, in order to discuss
the possib'le effect ,the settlement might have
on Arthur Andersen's independence. This
meeting took place February 6, 1973 and was
attended by seni~~, management of Whittaker and senior partn'ers af Arthur Andersen, including on both sides persons who had
attended the negotiating meetings described
above, and by their respective counsel. At
that time, the $875,000 cash payment settlement was described'to the Commissiop. as the
settlement. No mention was made of the
earlier free review work that Arthur Andersen hild performed several months bEdore
<The disclos~re of the settlement in Whittaker's proxy
material dated February 16, 1973, was as follows:
"Arthur Andersen & Co. has acted as the Company's
independent auditors since 1952. Upon discovery in
May, 1972 that the book inventory at one of the
company's subsidiaries exceeded the physical inventory by approximately $6,300,000, Arthur Andersen
& Co. undertook a detailed review of the accounting
and financial controls at each of the Company's
~perating units al1d developed recommendations for
the improvement of such controls. These recommenations' have been reviewed by the Company and are
being implemented by the Company with the assistance'of Arthur Andersen & Co. Arthur Andersen &
Co. has agreed to pay the Company $875,000 as
reimbursement for certain expenses of the Company
related to the inventory discrepancy, and the Company has agreed that it will not initiate against
Arthur Andersen & Co. any claims it might have as
a result of the inventory discrepancy. The agreement preserves all of the Company's other rights
relating to the inventory discrepancy, including its
right to prosecute its full claim against its fidelity
insurance carriers."
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any threat of suit: (which had been estimated
to have involved almost $1 million if billed at
norrn:~l rates), and no mention was made o~
the additional agreement by Arthur Andersen to' assist in implementing the review
recommendations at loan staff rates up to an
amount of $375,000. In addition, no menti<m
was:m~de of the deficiencies in the Crown
audit even though the Commission staff, concernedbecause of the apparent size of the
settlem'ent, asked Arthur Andersen represEHitatives whether there, w~re sig1)ificant
audit deficiencies. Arthur Andersen personnel at the meeting stated that they stood by
the quality of their audit and were making a
settlement solely to avoid protracted litigation. As,a result of that meeting, the staff of
the Commission co~cluded, considering all of
the circumstances then known to it, that it
would not chall~nge Arthur Andersen's independence.. '
,,'
oFolloWing th~omeeting with the staff, Whittaker recommended to its shareholders in a
proxy statement dated February 16, 1973
that Arthur Aridersen be selected as Whittaker's auditors for the fiscal year 1973. At
the annual meeting of shareholders held on
March 20, 1973, the shareholders approved
management's recommendation.
Shortly .thereafter, the
Commission
learned 'of th~ fee arrangements between
Whittaker and .,Arthur Andersen with respect to review work and implementation. As
a result' of this, it ordered that a formal
investigation be undertaken into this matter. As noted supra, as a result of that investigatio ll , the Coinmission on February 8,1974
instituted an injunctive proceeding against
Whittaker, 5 and ordered the institution of
these proceedings. In the injunctive action,
the Commission charged Whittaker with violating Section 14(a)of the Securities Exchange Act of 1934 and Rule 14a-9 thereunder in'connection with Whittaker's February
16, 1973 proxy statement in which Whittaker
sought shareholder ratification of the appointment of Arthur Andersen as Whit-

taker's auditors for the: fiscal year 1973. 6
Contemporaneous with the filing of the complaint, Whittaker, without admitting or, denying the allegations contained therein, consented to the entry of an order enjoining
Whittaker from future violations of Section
14(a) of the Securities Exchange Act and
Rule 14a-9 thereunder. Whittaker also consented to the entry of an order requiring it to
disclose to its shareholders in the first proxy
solicitation made by Whittaker following the
entry of the court's decree, "the full details
of its relationship with Arthur Andersen &
Co." On March 26, 1974, Whittaker mailed to
its shareholders a proxy statement setting
forth its relationship with Arthur Andersen.
In many respects, Arthur Andersen must
share responsibility for the incomplete disclosure' contained in Whittaker's 1973 proxy
statement. Arthur Andersen must also share
responsibility for the incomplete statement
that was given to the staff of the Commission
when the staffs advice was sought concerning Arthur Andersen's continued independence.
Anything less than full disclosure cannot
be considered consistent with the securities
laws. The keystone of the securities laws is
disclosure, disclosure which puts a premium
on two objectives:

0

0

• Securities and Exchange Commission v. Whittaker
Corporation, C.D. Calif., C.V. 74 345 HP (filed February
8,1974).

"The emphasis on disclosure rests on two
considerations. One related to the proper
function of the federal government to
investment matters. Apart from the prevention of fraud and manipulation, the
draftsmen of the '33 and '34 Acts viewed
that responsibility as being primarilY
one of seeing to it that investors and
speculators had access to enough information to enable them to arrive at their

o

6 In September 1973, during the pendency of the Commission's investigation which preceded the filing of the
above-mentioned complaint, Whittaker's board of directors concluded that the interests of the company required the appointment of a successor to Arthur Andersen as the company's auditor so that the fiscal 19:3
financial statements could be audited on a timely basl~.
Whittaker concluded that in the context of that investigation, "Arthur Andersen & Co. would be disabled fro~
rendering an opinion with respect to the company S
financial statements for the 1973 year."
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own rational decisions. The other rests
., on the belief that appropriate publicity
·ten~s to deter questionable practices and
to elevate sta:rJdards of public conduct:"7
The ultimate goal of the securities laws is,
of course, shareholder and investor· protection.Effective disclosure is essentially a
means to that end and the entire legislative
scheme can be frustrated by technical or
formalistic attempts to .comply with the stat1.ltes and rules involved without complying
with the substance and hence the spirit and
purpose of the laws involved. The Commission has consistently attempted to achieve
disclosurE;! in terms which are "clearly understandable."s Unfortunately, actual disclosures ~ade have not always achieved the
objectives of the statute. As District Judge
Weinstein noted in this connection:
"In at least some instances, what has
developed in lieu of the open disclosure
envisioned by the Congress is a literary
art form calculated to communicate as
little of the essential information as possible while exuding an air of total candor. Masters of this medium utilized turgid prose to enshroud the occasional
critical revelation in a morass of dull,
and-to all but the sophisticates-useless financial and historical ~ata. In t.he
face of such obfuscatory tactics the common or even the inoderately well informed investor is almost as much at the·
mercy of the issuer as was his pre-SEC
parent."9
In the instant case both Whittaker and
Arthur Andersen, in seeking 'the advice of
the Commission's staff in the manner in
which they did, not only frustrated the purPoses of the statute but imposed upon the
C?mmission and its staff by seeking advice
wIthout providing the staff with all of the
material facts. The representativ~s of Ar-··
t~ur Andersen in this regard emphasize that
t ey were acting in good faith and in reli-

-

h:rS~e

F. Wheat, Disclosure to Investors, 10 (1969)
elnafter referred to as the "Wheat Report").
9 W~eat Report, at 78.
F sFett v. Leasco Data Processing Equipment Corp., 332
. upp 544, 565 (E.D.N.Y., 1971).
8
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ance on advice of several· counsel, and that
they believed additional disclosure was ~ot
germane or required. It should be· apparent
to all, however, that the securities laws· and
their administration by the Commission and·
its staff cannot function well .if those who
practice before the Commission and those
who file documents with it fail to operate in
an atmosphere of unquestionable ·candor ~nd
full disclosure. Adequate disclosure does not
take place when there are salient facts be~r~
ing on the merits of a negotiated settlement
which are not disclosed.
Whatever the merits of the argument that
disclosure of the other aspect of the settlement were not required to be made in the
proxy statement, there is no excuse for their
non-disclosure to the staff of the Commission
when its advice was being sought. The advice
sought and the advice given are only as good
as the information upon which they are predicated. The limited review engaged in by the
staff of the Commission, whether it relates to
registration statements, proxy statements or
other materials filed with the Commission,
and the advice sought and the comments
given by the staff cannot take place consistent with the objectives of the statutes in an
adversarial atmosphere. The Commission
and its staff do not and cannot investig~te
represent~ti<ms made to it, but must be able
to rely on their completeness if this process
is to work: The objectives of the securitl~s
laws can only be achieved when those professionals who practice before the Commission,
both lawyers and accountants, act in a manner consistent with their responsibilities.
Professionals involved in the disclosure process are in a very real sense representatives
of the investing public s~rved by the Commission, and, as a result, their dealings with
the Commission and its staff must be permeated with candor and full disclosure. It
cannot resemble an adversary relationship
more appropriate to litigants in court, because the Commission is not an adverse
party. in this context. All who are familiar
with the Commission's policies know that too
much importance is attached to the word of
the professional, to permit his or her word to
become the subject of question. A professional's word is often the functional equiva-
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lent of his or her reputation. Conferellces
with the staff of the Commission serve avital role in the administration of the securities laws, and ~uch conferEmces are predicated, for the most part, upon full disclosure
by the professionals involved. It must be
understood by all who practice before the
Commission, lawyers and accountants alike,
that the Commission and its staff cannot
tolerate less than full disclosure.
By the Commission, Commissioner Sommer not participating.

GEORGE

ORDER
Under the· terms of its offer of.settlement,
Respondent without ad:rp.itting or denying
the Commission's findings and o"nly for the
purpose of settlement, consented to the" entry of an order embodying the folloWing
sanctions.
Accordingly, it is ORDERED that, subject
to the terms and conditions provided in the
offer of settlement, Respondent is censured
by the Commission.
By the Commission. Commissioner Sommer not participating.

A. FrrZSIMMONS
Secretary

GEORGE A. FrrZSIMMONS

Secretary

RELEASE NO. 158
July 19, 1974
SECURITIES ACT OF. 1933
Release No. 5514

SECURITIES EXCHANGE ACT OF 1934
Release No. 10921

Order Accepting Sworn Undertaking Not to Engage in Practice Before The Commission in the
Matter of Adolph F. Spear
On March 18,-1974, in an action brought by
the Commission, 1 the United States District
Court for the Southern District of New York
entered an order permanently enjoining
Adolph F~ Spear, a Certified Public Accountant, from violating or aiding and abetting
violations of Section 17(a) of the Securities
Act.of 1933, and Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5
promulgated thereunder. The order, which
was issued· with Mr. Spear's consent and
without his admitting or denying the allegations of the Commission's complaint, enjoins
him from, among other things, engaging in
any act, practice or course of business which
operates or would operate as a fraud or
deceit upon any person in connection with,
but not limited to, the preparation and disSecurities and Exchange Commission v. World Acceptance Corporation, et al., Civil Action No. 74-794
(S.D.N.Y.).
I

semination of false certified financial statements of World Acceptance Corporation or
any other issuer, the value and existence of
properties owned by World Acceptance Corporation or any other issuer and the business operations of World Acceptance Corporation or any other issuer.
At the same time that he consented to the
order of permanent injunction, Mr. Spear.
executed a sworn statement stating that he
has no intention of resuming practice as a
Certified Public Accountant and, in any
event, that he will not perform any services
as a Certified Public Accountant in connection with any administrative matter within
the Commission's jurisdiction. 2
After due consideration, and upon the rec2 In the Commission's view, the language of Mr.
Spear's undertaking would, at a minimum, encompas~
practice before the Commission as defined in Rule 2(g) 0
the Commission's Rules of Practice.
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ommendation of its. staff, the Commission
has determined to accept Mr. Spear's sworn
undertaking not to practic~ before the Commission.
A~~ordi~gly, IT IS ORDERED that the
sworn undertaking ·of Adolph F. Spear not to
practice before the Commission be, and hereby is, accepted; and it is further ORDERED
that .the pr~vilege of appearing or practicing

before the Commission be, and it hereby is,
permanently denied him.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 159
August 14, 1974
SEcuRITIES ACT OF 1933
Release No. 5520

SECURITIES EXCHANGE ACT OF 1934
Release No. 10961

Notice of ~doption of Amendments to Guide 22 of the Guides for Preparation and Filing of
Registration Statements under The Securities Act of 1933 and Adoption of Guide 1 of The Guides
For Preparation and Filing of Reports and Registration Statements under The Securities
Exchange Act of 1934 (Textual Analysis of Summary of Earnings or Operations)
Effective Date: September 30, 1974
The
today
ments
of the

Securities and Exchange Commission
authorized the adoption of amendto Guide 22, "Summary of Earnings,"
Guides for Preparation and Filing of
Registrat~on Statements under the Securities Act of 1933 ("Securities Act"). The Commission also. authorized the adoption of
Guide 1, "Summary of Operations," of Guides
for Preparation and Filing of Reports and
Registration Statements under the Securities Exchange Act of 1934 ("Exchange Act").
These Guides are not rules of the Commission nor are they published as bearing the
Commission's official approval; they represent policies and practices followed by the
Commission's Division of Corporation Fin.an?e and, in this instance, the CommisSIon s Office of the Chief Accountant in administering the disclosure requirements of
the federal securities laws. The proposals to
amend Guide 22 under the Securities Act and
ad.opt Guide 1 under the Exchange Act were
orl .
b gInalIy published for comment on Decema~~ 19, 1972 (Securities Act Release No. 5342)
add. t.hen were reissued in revised form for
ltlonal comment on December 12, 1973
(Secur·t·
lIes Act Release No. 5442). These

Guides will require disclosure to clarify and.
explain the financial information called for
by the Summary of Earnings and Statement
of Income items of certain forms under the
Securities Act and similar summaries required by certain forms under the Exchange
Act.
The relevant forms under the Securities
Act provide in part that, in addition to the
columnar presentation of summary financial
data, registrants must supply information of
material significance to investors in appraising the results shown. Securities Act Guide
22, as .amended, indicates the type of supplementary information needed to explain periodic changes in financial data included in the
Summary of Earnings. In order to apply
disclosure standards similar to those required by Securities Act Guide 22, as
amended, to filings under the Exchange Act,
the new Exchange Act Guide 1 is adopted.
In issuing the Guides for additional comment in December 1973, the Commission
pointed out that it has long recognized the
need for narrative explanation of financial
statements. Over the years the rules under
the various securities acts have been
amended a number of times to require addi-
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tional narrative disclosure of complex financial transactions. Securities Act Guide 22
and Exchange Act Guide 1 require an explanation of the Summary of Earnings and Summary of Operations to enable investors to
appraise the quality of earnings. Investors
should understand the extent to which accounting changes, as well as changes in business activity, have affected the comparability of year-to-year data and should be in a
position to assess the source and probability
of recurrence of net income (or loss). Thus,
whenever there are material changes in the
amount and source of revenues and expenses, including tax expenses, or changes in
accounting principles or methods or their
application that have a material effect on
net income, an appropriate analysis and explanation is required. In addition, this analysis should include a discussion of material
facts, whether favorable or unfavorable, re-.
quired to be disclosed or disclosed in the
prospectus, registration statement, or report
which in the opinion of management may
make historical- operations or earnings as
reported in summary of earnings not indica~
tive of current or future operations or earnings.
Some commentators on the revised Guides
felt that the standards for determining materiality were too inclusive and that items
that were not material would still fall within
the percentage test set forth in the Guides.
The Guides, as adopted, provide that if in
management's opinion an explanation of a
change is not necessary to an understanding
of the summary of earnings even though the
change meets the percentage tests set forth
in the Guides, the issuer should furnish the
Division as supplemental information, a
written statement of the reasons for such
opinion. On the other hand, if the issuer
believes an explanation of a change is necessary to an understanding of the summary, it
should be given· notwithstanding the fact
that the change does not meet such percentage tests. For example, if sales and net earnings increased only 2% in the most recent
period after having increased by 10% or
more in previous periods an explanation of
the 2% change would be appropriate. Also in

response to comments, the Guides as finally
a.dopted limit the issuer's explanation of ma- terial . periodic revenue and expe~se item
changes to changes beginning after the third
most recent fiscal year of the Summary of
Earnings (Summary of Operations) and provide that this explanation of material periodic changes in revenues and expenses be
included in a section captioned "Management's Discussion and Analysis of the Summary of Earnings" immediately following
the Summary of Earnings (Sull1mary of Operations).
.
A number of commentators also objected
to the requirement that management discuss
facts that would indicate that historical
earnings were not indicative of present and
future earnings. Difficulty in deciding what
"facts" would have to be included and in
presenting forward looking information were
cited. These comments have been take~ into
consideration in revising the Guides, which
as· adopted require discussion of only material facts required to be disclosed or disclosed
in the relevant document which, in management's opinion, may make historical operations or earnings not indicative of current or
future operations or earnings. The discussion called. for would be in broad terms only;
no specific quantitative estimates or projections would be required. Commentators also
raised the question whether the Guide calls
for disclosure relating to anticipated changes
in the trend of earnings or in absolute numbers. Depending on the facts and circumstances, discussion of material facts indicating
changes in either absolute amounts or in
trends would be required.
It should be noted that the disclosures
proposed would be in addition to "Information as to Lines of Business" called for by
Item 9(b) of Form S-l and Item 5(b)(1) of
Form S-7 under the Secilrities Act and similar disclosure required by Item l(c)(l) of
Forms 10 and 10-K under the Exchange Act.
The text o(SecuritiesAct Guide 22 is set
forth below. Exchange Act Guide 1 is also set
forth below.

*

*

*
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Guidi 22 Summary of Barnings
. (Note: This Guide applies to the items of
the registration forms under the Act that
provide for a SU:tnmary of Earnings, Statement of Income, Summary Financial Data,
or Condensed Financial Information, i.e.,
Forms S-1, S-7, S-8, S-9, S-l1 and S-14).
. (a) The content of the Summary of Earnings is specified in general in the instructions to the pertinent items of the form. The
necessity of disclosing items in addition to
those specified in such instructions will depend upon the circumstances. These instructions cannot, of course, cover all situations
which may arise nor is it practicable to set
forth a Guideline dealing specifically with all
possible situations.
.
(b) To enable investors to understand and
evaluate material pedodic changes in the
various items of the summary of earntngs, a
separately captioned section (entitled "Management's Discussion and Analysis of the
Summary of Earnings") immediately following such summary should include a state. ment explaining (1) material changes from
period to period in the amounts of the items
of revenues and expenses, and (2) changes in
accounting principles or practices or in the
method of their application that have a material effect on net income as reported. The
purpose of this statement is to provide inves. tors with management's analysis of the financial data included in the summary
through a discussion of the causes of material changes in the items of the summary
and of disclosure of the dollar amount of
ea<;h such change and the effect of each such
change on the reported results for the applicable periods. This discussion is necessary to
enable investors to compare periodic results
of operations and to assess the source and
probability of recurrence of earnings (losses).
The analysis should include a discussion of
material facts, whether favorable' or unfa~orable, required to be disclosed or disclosed
In the prospectus which, in the opinion of
~anagement, may make historical operatIons or earnings as reported in the sum~ary of earnings not indicative of current or
uture operations or earnings.
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(c) In general, the discussion of material
periodic changes should be limited to: (1) the
latest interim period presented and the comparable interim period in the immediately
preceding fiscal year; (2) the most recent
fiscal year presented and the fiscal year immediately preceding it; and (3) the second
most recent fiscal year presented and the
fiscal year immediately preceding it. There
may be circumstances, however, under which
an explanation of revenue or expense item
changes between two or more of the earlier
periods of the five year summary may be
material to an understanding of the summary. Further, to better explain revenue
and expense item changes for interim periods it may be necessary to give an analysis
of changes between consecutive fiscal quarters.
(d) While it is not feasible to specify all
subjects which should be covered in the discussion and analysis of the summary, the
following are examples which registrants
should consider in making disclosure:
1. Material changes in product mix or in
the. relative profitability of lines of
business;
2. Material changes in advertising, research, development, product introduction or other discretionary costs;
3. The acquisition or disposition of a material asset other than in the ordinary
course of business;
4. Material and unusual charges or
gains, including credits or charges associated with discontinuation of operations;
5. Material changes in assumptions underlying deferred costs and the plan
for amortization of such costs;
6. Material changes in assumed investment return and in actuarial assumptions used to calculate contributions
to pension funds; and
7. The closing of a material facility or
material interruption of business or
completion of a material contract.
(e) The textual analysis should be presented in a manner that will best communicate the significant elements necessary to a
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clear' understanding by th,e investor of 'the
financial results. Favo~able as, well as unfavorable trends and changes s'hould be, discussed. Tables and charts may be used wher'e
apprQPr:iate. A mechanistic approach to this
ana\ysis -which uses ,boiler, plate or complianc~ ja,rgon should be avoided. ,
JO For purposes of this Guide discussion of
a: change in an item of rev~nue, or expense
gen~rally is required when an item required
to, be set forth in the summary or disclosed
pursuant .to Rule 12-16 of Regulation S-X
in,c17e.ased or decreased by more than 10% as
compared to the prior period (but only if such
prior period is presented), and increased or
decreased by morethari 2% of the average
ne~ income or. loss .for the most recent three
years' presented. In calculating, average net
in!!ome, loss years should be excluded.. If
losl!l,~s were incurred in 'each of the most
rec~ntye~rs, the· average loss shall be used
for purposes of this test. Should the issue~ be·..
of the opinion that, an explanation of' a
change is not necessary to an understanding
of the summary even though the change
meets the foregoing standards, the issuer
shaIi furnish the Division, as suppleme~ta]
information, a written statement' of the reasons for the omission.
Note: If an income statement in the
form prescribed, by Regulation SX is used in lieu of the summary,
then the discussion should cover
the period to period changes in
revenue and expense items required by such Regulation.
(g) 'Notwithstanding the fact that a change
in an item of revenue or expense does not
meet the standards set forth in paragraph
(0, .it should be discussed if the issuer believes an explanation 'of such a change is
necessar~ to an understanding of the summary.
(h)' When. the text of the prospectus contains a discussion of factors indicating a
material change in operating results,
whether favorable or unfavorable subsequent to the latest period included in the
summary of operations, the management discussion and analysis should call attention to

the change and refer to the place in the
prospectus
where it is discussed.
'
.,
.
,

*

*

* '

Guide 1 Summary of Operati~ns
(a) The content of the sUnimary of'opera- '
tions is specified in general in the instructions to the pertinent items of Forms '10 and
10-K. 'The nece~sity ofdis~losing ite~s in
addition to those specified in such instruc-,
tions will depend upon' the circumstances~
These instructions cannot, of course, cover
all situations which may arise nor -is it practicable to set forth a Guideline dealing specifically\vith all possible situations.
.
(b) To enable investors to unde~stand 'and
evaluate' material periodic changes 'in the
various items of the summary of operatioils,
a separately captioned' section (entitled
"Management's Discussion and Anaiysis' of
The Summary of Operations") 'immediately:
folloWing su,ch sUInmary, should .include a
statement explaining, (1) material changes
from period to period in the amounts of the'
items of r~yenues and expenses, a,nd (2)
changes in accounting principles or practices
or in the method of their application that
haye ,a material 'effect on net in~ome as
reported. The pu:rpose of this' statement is to
provide investors with management's amilysis of the financial data included in the summary through a ,discussion' of the causes ~f
material changes in the'ite:pls of the summary and of disclosure of the dollar amount
of each such change and the effect of each
such change on the reported results for the
applicable periods. This discussion is necessary to enable ipv!,!stors to compare periodic
results of operations and to assess the source
and probability of recurrence of earnings
(losses). The analysis should include a discussion of material facts, wheth~r favorable or
unfavorable, required to be disclosed or disclosed in the registratIon statement or report which, in the opinion of management,
may make historical operations or earnings
as reported in the summary of operations not
indicative of current or future operations or
earnings.
(c) In' general, the discussion of material
periodic changes should be limited to: (1) the
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latest interim period presented and the com~
parable interim period in the immediately .
preceding fiscal year; (2) the most recent
fiscal year presented and the fiscal year immediately preceding it; and (3) the second
most recent fiscal year presented· and the
fiscal. year immediately preceding it. There
may be circum~tances, however, under which
an explanation of revenue or expense item
changes. between two or more of the earlier
periods of the five year summary may be.
material to an understanding of the summary. Further, to better explain revenue
and expense item ch~nges for interim pe~
riods it may be necessary to give an analysis
of changes between consecutive· fiscal quarters.
(d) While it is not feasible to specify .all .
subjects which should be covered in the discussion and· analysis of the summary, the
following are examples which registrants
should consider jn making disclosure:
1. "Material changes in product mix or in
the relative profitability of lines of
business;
2. Material changes in advertising, research, development, product introduction or other discretionary costs;
3. The acquisition or disposition of a material asset other than in the ordinary
course of business;
4. Material and unusual charges or
gains, including credits or charges associated with discontinuation of operations;
5. Material changes in assumptions underlying deferred costs and the plan
for amortization of such costs;
6. Material changes in assumed investment return and in actuarial assumptions used to calculate contributions
to pension funds; and
7. The closing of a material facility or
material interruption of business or
completion ofa material contract.

(e) The textual analysis should be presented in a manner that will best communic~te the significant elements necessary to a
cfi ear understanding by the investor of the
Ina .
nClal results. Favorable as well as unfavorable trends and changes should be dis-
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cussed. Tables and cha~s may be used where
appropriate. A mechanistic approach "to this
analysis which uses boiler,· plate or coinpli-'··
ance jargon should be avoided.
(f) For purposes of this Guide discussion of
a change in an item of revenue or expense .
generally is required when an item required
to be set forth in the· summary or disclosed
pursuant to Rule 12-16 of Regulation S~X
increased or decreased by more than 10% as·
compared to the prior period (but only if such·
prior p.eriod is presented), and increased ·or
decreased by· more than 2% as compared" to
the average net income or loss for the most·
recent th.ree years presented. In calculating
average net income, loss years should be
excluded. If"losses were incurred in each "of
the most recent years; the average loss shall
be used for purposes of this test. Should the
issuer be of the opinion that an explanation·
of a change is not necessary to an under~
standing of the summary even through the
change meets the foregoing standards, the
issuer sha]l furnish the Division, as supplemental information, a written statement of
the reasons for the omission.
Note:

If an income statement in the
form prescribed by Regulation SX is used in lieu of the summary,
then the discussion should cover
the period to period changes in
revenue and expense items required by such Regulation.

(g) Notwithstanding the fact that a change
in an item of revenue or expense does not
meet the sta~dards set forth in paragraph
(f), it should be discussed if the issuer believes an explanation. of such a change is
necess~ry to an understanding of the summary.
(h) When the text of the registration statement or report contains a discussion of factors indicating a material change in operating
results,
whether
favorable
or
unfavorable, subsequent to the latest period
included in the summary of operations, the
management discussion and analysis should
call attention to the change and refer to the
place in the registration .statement or report
where it is discussed.

*

*

*
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The Commission has authorized ·the. adoption of. Guide 22 and Guide 1 pursuant to
authority in Sections 6, 7, 10 and 19(a) of the
Securities Act, as amended, and Sections 12,
13, 15(d) and 23(a) of the Exchange Act, as
amended. The amendments will be effective
September 30, 1974 and will apply to registration statements under the Securities Act
arid to reports and registration statements

under the Exchange Act filed' on or after
that date, but not to such registration statements and reports filed before that date.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 160
August 27, 1974
Fbidings and Order Suspending From Commission Practice in the Matter of Loux, Gose & Co.
and Galen Lloyd Gose
These are proceedings pursuant to Rule
2(e) of the Commission's Rules of Practice to
determine whether Loux, Gose & Co. ("the
(ihn"), a public accounting firm, and Galen
Lloyd ,Gose, a partner of the firm, should be
temporarily or permanently denied the privilege of appearing or, practicing before the
Commission.
Respondents have submitted an offer of
settlement which the .Commission determined to, accept. Solely for the purpose of
these proceedings and without admitting or
denying the allegations of the order for proceedings, respondents consent to findings of
misconduct as alleged in that order and to a
specified sanction.
On the basis of the order for proceedings
and,the offer of settlement, it is found that:
1. The firm audited the records of a then
registered broker-dealer, and certified
its firianciai statement as of September
30,1971. Gose was the partner in charge
of the engagement.
2. In connection with the audit and the
certification of the broker-dealer's financial statement, which was filed with
the Commission on Form X-17a-5 pursuant to Rule 17a-5 under the Securities
Exchange Act of 1934, respondents
failed to comply with generally accepting auditing standards and the Commission's instructions for the Form. The

audit' was not adequately planned. The
accountant conducting it lacked adequate training and proficiency as an
auditor, and was not supervised properly by respondents. In a-ddition, respondents failed to evaluate the effectiveness of the broker-dealer's existing
internal controls to determine the need
for extending the scope of the examination, to inquire into material post-statement events, and to obtain· sufficient
evidence to afford a reasonable basis for
the unqualified opinion given to the broker-dealer.
Respondents consent to the entry of an
order suspending them from 'appearing or
practiCing before the Commission for 18
months. They agree that prior to appearing
or practicing before the Commission they
will request a quality review of their audit~ng procedures under the quality review program of the American Institute of Certified
Public Accountants, correct any deficiencies
so discovered, and submit the findings upon
such review to the Commission's Chief Accountant's Office and Fort Worth Regional
Office. In addition, the firm agrees to give
notice in writing of the findings in th;~t~
proceedings to any client who requests au . I
ing services for the purpose of registratIon
with or reporting to the Commission.
. te
Under the circumstances, it is approprl a
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to ,i~pose the sanction specified in the offer
of settlement.
Accordingly, IT IS ORDERED that, subject to the undertakings specified in the offer
of settlement, Loux, Gose & Co. and. Galen
Lloyd Gose be, ·~nd they hereby are, suspended from appearing or practicing before
the Commission for a period of eighteen
months, effective immediately.

For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

GEORGE

A. FITZSIMMONS
Secretary

RELEASE NO. 161
August 29, 1974
SECURITIES ACT OF 1933
Release No. 5524

SECURITIES EXCHANGE ACT OF 1934
Release No. 10993

Order Permanently Suspending Accountant from Appearance or Practice Before Commission in
the. Matter of Jerry A. McFarland
On June 26, 1973, the Commission entered
an order, pursuant to Rule 2(e)(3)(i) of i~s
Rules of Practice, temporarily suspending
Jerry A. McFarland, a certified public accountant, from. appearing or practicing before it. That order was based on the fact
that, on February 25,1974, the United States
District Court for the Western District of
Texas granted the Commission's motion for
summary judgment and permanently enjoined McFarland from aiding or abetting
further violations of Sections 5(a), 5(c) and
17(a) of the. Securities -Act and Section .10(b)
of the Securities Exchange Act and Rule 10b5 promulgated thereupder (Securities and
Exchange Commission v. Bankers Trust
Company, Inc., et al., No. EP-73-CA-225).
The complaint in the injunctive action alleged, among other things, that McFarland
~ad violated those provisions by ~is preparatl~n and certification of materially false and
nnsleading financial statements for Bankers
Trust Company, which were used by that
, Company and others in connection with the
~~fer and sale of unregistered securities to
e pUblic.

Rule 2(e)(3)(ii) of the Rules of Practice pro. vides that any person temporarily suspended
in accordance with paragraph (i) may, within
30 days after service upon him of the order of
temporary suspension, petition the Commission to lift such suspension, but that if no
petition has been received by the Commission within 30 days after such service, the
suspension shall become permanent. McFarland was duly notified of this provision.
The 30-day period has expired and no petition to lift the suspension has been received
by the Commission.
Accordingly, IT IS ORDERED that Jerry
A. McFarland be, and he hereby is, permanently suspended from appearing or practicing before the Commission.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

GEORGE A. FITZSIMMONS

Secretary
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RELEASE NO. 162
September 27, 1974
SECURITIES ACT OF 1933
Release No. 5528

SECURITIES EXCHANGE ACT OF 1934
Release No. 11029

Requirements for Financial Statements of Certain Special Purpose Limited Partnerships in
Annual Reports Filed with the Commission
In recent years there have been an increasing number of registration statements
filed with the Commission under the Securities Act of 1933 for the sale to the public of
interests in limited partnerships which are
formed in connection with activities involving income tax shelter or deferral opportunities, as well as the opportunity for investmEmt gain in one form or another. Pursuant
to Rule 15d-1 under the Securities Exchange
Act of 1934 registrants under the Securities
Act are required to file an annual report on
Form 10-K for the fiscal year in which a
registration statement becomes effective and
for each subsequent fiscal year thereafter
unless the registrant is exempt under Section 15(d) of the Exchange Act from such
subsequent filings. Many of these limited
partnership registrants qualify for the exemption from filing 10-K reports in subsequent fiscal years provided in Section 15(d)
when securities to which the registration
statement relates are held of record by less
than 300 persons at the beginning of a fiscal
year.
Some registrants, particularly those of the
type which develop and sell a single asset,
have filed Form 10-K reports presenting the
required audited financial statements of the
limited partnership on a tax basis of accounting rather than on the basis of generally
accepted accounting principles (GAAP). Historically, presentation of financial statements of commercial and industrial companies on a GAAP basis has been considered
the only acceptable basis for investors and
potential investors in a public company. The
independent accountants' reports accompanying the financial statements presented on
a tax basis acknowledge that the financial
statements do not purport to be in conform-

ity with GAAP, and an opinion is expressed
on the fairness of presentation of the financial statements on the tax basis. Heretofore,
the staff has not, in general, requested
amendment of these financial statements
presented and audited on a tax basis. However, experience gained with the increased
number of recent filings has caused a reconsideration of this matter.
One of the basic purposes of both the Securities'Act and the Exchange Act is to require
registrants to provide full and fair disclosure
regarding all- significant aspects and' activities of the business for the benefit of the
investing public. The requirements for financial statements under the Acts implement
this objective by causing disclosures regarding the stewardship of financial resources of
the company with respect to their utilization
and their condition. Since financial statements prepared on a tax basis do not necessarily give a complete presentation of the
stewardship of the resources, they do not in
general meet the requirements for full and
fair disclosure as envisioned in the Acts.
Complete data relating to many aspects of
financial position and operations are frequently not included in financial statements
prepared on a tax basis and the scope of the
independent audit of such tax basis statements also may not be the equivalent of the
usual audit of financial statements prepared
on a GAAP basis. In addition, some problem
areas arising out of relationships between, a
general partner in the limited partners,h~
and other related parties may cause p~rtIC If
lar accounting and auditing difficultIes. d
' 'te,
the financial statements of these hmI
partnerships are prepared on a GAAP ba~IS~
it is likely that these factors would receIV
bearmore attention and have an important
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.

ing on the determination of the scope of the
audit.
'
While it is contended that, in some instances, 'investors in these limited partnerships are primarily interested in the tax
status of their investments and thus tax
basis financial statements are of more value
to them, the ultimate realization of the tax
benefits, as well as the ultimate recovery of
the investment through sale of the project,
depends on the proper utilization and stewardship of the resources of the enterprise.
Independent verification of the reporting on
these matters, can best be obtained from
audited financial statements presented on a
GAAP basis. Presentation of the financial
data on a tax basis may also be desirable but
the presentation should be in addition to the
presentation on a GAAP basis and should
not supplant it. It is common practice for
companies to make adjustments to their
GAAP based account& for income tax reporting purposes, and it is considered that these
limited partnerships can provide the tax basis financial statements in addition to the
GAAP basis statements without undue difficUlty. In the rare instances where the sole
10-K report required for the limited partnerships covers a period near the start of the

venture, the GAAP basis financial statements serve a useful purpose by providing
important information to the original investors on the custody of the funds received and
whether plans and commitments are beIng
made in conformity with the proposed schedule of development of the project.
The Commission has 'concluded that 'exemptions should not be granted to these
limited partnership registrants from the
general requirement that financial statements should be presented in conformity
with GAAP with the audit opinion rendered
thereon on that basis in filings with the
Commission. Accordingly, financial statements in Form 10-K reports filed by limited
partnership registrants for fiscal years ending on or after December 27, 1974, should be
presented on the basis of generally accepted
accounting principles. Financial data presented on a tax basis may be necessary in
footnotes or supporting schedules to provide
disclosures regarding tax aspects of the investments.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 163
November 14, 1974
SECURITIES ACT OF 1933
Release No. 5540

SECURITIES EXCHANGE ACT OF 1934
Release No. III 00

Capitalization of.Interest by Companies Other Than Public Utilities
· The Commission has noted' with concern an

l~crease in the number of nonutility companle~ changing their accounting method to a

~Ohcy of capitalizing interest cost.'·On June

· 1 a proposed Accounting Series Release was

~~ued for comm~nt (Securities Act Release
·

. 5505) proposmg a statement of account-

~g policy on this issue and an amendment to

egulation S-X requiring additional disclosure
Sider of. c apl't a l'lze d·mterest costs. After conatlOn of the comments received, the

Commission has determined to issue the following statement of policy and to adopt certain amendments to Regulation S-X as set
forth below. In addition, the comments indicated the need for certain interpretive guidelines and these are included as an appendix
to this release.
A. COMMENTARY
The conventional accounting model applicable to companies other than public utilities

..
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has· not traditionally treated the cost of capital as part of the cost of an asset and, except
for two specific industries, no authoritative
statement on this subject presently exists.
Interest cost on debt is generally treated as
a period expense of the period during which
qebt capital is use~, while the cost of equity
capital is reflected neither hi asset cost nor
in the in~ome statement.
This approach has been adopted for a number of reasons. First, it is impossible to follow
cash once it has been invested in a firm.
Even when a loan is made for a designated
purp~se and secured .by a li·en on specific
assets, it can be argued that capital made
available for one purpose frees other capital
for other purposes, and it is therefore unrealistic to allocate the cost of any particular
financing to any particular asset. Thus, any
allocation of capital cost to particular assets
is based on allocation deCisions which are
inherently arbitrary.
Second, the cost o~ capital is extremely
difficult to measure. While interest rates
may be associated with borrowings, any debt
normally rests in part on the existence of an
equity base which provides borrowing capacity. Suppliers of debt capital almost inevitably look to a borrower's overall economic
position in making credit granting decisions.
In addition, restrictive covenants and other
terms such as compensating balance require. ments may make the stated interest rate an
unrealistic measure of capital. The cost of
common equity capital is even more difficult
to measure since it represents the cost of
sharing an uncertain future earnings stream
rather than a contractual out-of-pocket payment.
Third, it has been felt that interest costs
were generally costs of a continuing nature,
usually fixed by contract, and that deferral
of certain of these costs might leave an erroneous impression as to the level of interest
expense (and the cash outlay for interest)
that might be expected in the future. Interest would not halt, for example, when an
asset constructed with the use of capital
funds was completed and placed in service.
For these reasons, interest cost has generally been reflected as an expense of the
period during which capital was used rather

than associated with the assets acquired by
the use of the capital, even though it can be
argued that interest cost is a cost which
should be allocated to assets like other costs
and that expensing interest as accrued is not
consistent with the matching model in general use. Two ex~eptions to this general rule
exist in the authoritative accounting literature. These are set forth in the Industry·
Audit Guide issued by the American Institute of Certified Public Accountants for
"Savings and Loan Associations" and the
AICPA Industry Accounting Guide "Accounting for Retail Land Sales." In addition,
electric, gas, water and telephone utilities
have traditionally capitalized an allowance
for funds used in construction, including
both interest and return on equity components on the basis of rate-making considerations.
The Commission has recently noted an increasing number of cases where interest has
been capitalized by registrants othe·r than
electric, gas, water and telephone utilities
and the exceptions noted above. This has
created a source of incomparability between
financial statements of companies following
different practices in this respect.
While the Commission recognizes that arguments can be made for each of the accounting practices in this area, it does not
seem desirable to have an alternative practice grow up through selective adoption by
individual companies without careful consideration of such a change by the Financial
Accounting Standards Board, including the
development of systematic criteria as to
when, if ever, capitalization of interest is
desirable.
Accordingly, the Commission concludes
that companies other than electric, gas,
water and telephone utilities and those companies covered by the two exceptions in the
. authoritative literature described above
, which had not, as of Jun~ 21, 1974, publiclY
disclosed an accounting policy of capitalizi~g
· In
interest costs shall not follow such a po1ICY.
financial statements filed with the CommISsion covering fiscal periods ending after June
21 1974. At such time as the Financial A.dc,
t n counting Standards Board develops s a h
ards for accounting for interest cost, t e
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Commission expects to reconsider this conclusion. Until such time, companies which
have publicly disclosed such a policy may
continue to apply it on a consistent basis but
not extend it to n~w types of assets. Return
on equity invested shall not be capitalized by
cOIllpanies other than electric, gas, water
and telephone utilities.
In addition, the Commission has amended
Regulation S-X to require that all companies
which capitalize interest costs make disclosure in the face of the income statement of
the amount capitalized in each year an in~
come statement is presented and, in addition, that companies other than electric, gas,
water and telephone utilities disclose the
effect on net income of this accounting policy
as compared to a policy of charging interest
to expense as accrued. This disclosure requirement includes companies in the two
industries mentioned above where there is
an authoritative support for interest capitalization, since companies in those industries
are not capitalizing interest in reliance upon
a concept that recovery is virtually assured
through the rate-making process which is
the basis for capitalization by electric, gas,
water and telephone utilities. Accordingly,
interest capitalization in those industries results from an accounting variation· rather
than a variation in the economic characteristics of the assets involved, and disclosure of
the impact of the accou;nting practice which
is peculiar to these industries is appropriate
to facilitate comparisons with other industries.
It is recognized that disclosure as required
herein of the effect on net income of capitalizing interest as compared to a policy of
charging to expense as accrued is of primary
interest to those users of financial statements who wish to undertake a detailed
analysis of corporate activities and may not
be required in financial disclosure oriented
Solely to the needs of the average inyestor.
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Rule 3-16. General Notes to Financial
Statements.

*
(r)

*

*

*

Interest capitalized.,

(1) The amount of interest cost capitalized in each period for which an~in~
come statement is presented shall-be
shown within the income statement.
Companies other than electric, gas~
water and telephorie utilities which
follow a policy of capitalizing interest
cost (See Accounting Series Release
No. 163) shall make the following additional disclosures required by'items
(2) and (3) below.
,
(2) The reason for the policy of interest
capitalization and the way in which
the amount to be capitalized is determined.
(3) The effect on net income for each
period for which an income statement
is presented of following a policy of
capitalizing interest as compared to a
policy of charging interest to expense
as incurred.

*

*

*

*

*

, This amendment shall be applicable to all
financial statements filed on or after J anuary 1, 1975.
The above rule is adopted pursuant to authority conferred on the Commission by the
Securities Act of 1933, particularly Sections
6, 7, 8~ 10 and 19(a) thereof; and the Securities Exchange Act of 1934, particularly Sections 12, 13, 15(d) and 23(a) thereof.

By the Commission.

B. AMENDMENT TO REGULATION S-X
R The following amendment to Rule 3-16 of
egulation S-X is adopted hereby:

GEORGE A. FITZSIMMONS

Secretary
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1. Calculation of Income Effect
The original proposal made by the Commission would
have required disclosure of the amount of Interest capitalized in any balance sheets presented. In response to
comm~nts that questioned the need for such data this
proposal was,. riot· a:dopted. In calculating the effect of
inte!est capitalization on net income, however, it will be
necessary to compute the amourit of amortization of
capitalized interest which was charged against income
in .each year so that the net effect of an alternative
accounting practice may be calculated. The effect of an
alternative policy on tax'expense should also be consid.et:~d in 'calculating the net income effe~t. Di~closur~ of
the elements of ,the' coiriputt~d net income effect while
not tequired, may be desirable'in some cases in o~der to
, clarify the'pieselltation.
2;.>.l\feaning of."Publicly Disclosed"
The release forbids companies other than electric, gas,
water and telephone utilities and companies covered by
the two industry exceptions in authoritative accounting
I~terature,to follow a policy of capitalizing interest if
such a policy had not been publicly disclosed prior to
June 21, 1974. Numberous questions were raised in
letters of comment as to the meaning of "publicly disclosed." The Commission believes that any public disclosure of such a policy in any format will meet this .
requirement. Formal financial statement disclosure
,wouid not be necessary. If, for example, disclosure was
'made in a supplemental document disseminated to ana(ysts'on request, the test of public disclosure would be
met. ,If a company making an initial· filing with the
Commission after June 20, 1974 had adopted such a
policy prior to, June 21, 1974 and discloses the policy in
its initial filing, it will be considered to meet this requirement. .
.
.
On the other hand, the mere filing of statements
following such an accounting method with the' Commis.sion without disclosure that the method. was being used
woulci not constitute "public disclosure." ~ince Accounting Pt:i!lciples Board Opinion No. 22 required disclosure
of accounting policies anir emphasized that !;luch disclosure should "ericompass those accounting principles and
methods that involve' ... a selection' from existing accep.table alternatives ... (or) ... methods peculiar to the
industry in which, the reporting entity operates," it
woulq seem likely that any company which had capitalized a material amount of interest woUld· have disclosed

this accounting policy. If a company has capitalized
~nterest and not made disclosure of this accounting
policy, but intends to continue' this policy, it should
supply full details to the staff for their consideration,
including an explanation of. why disclosure was 'not
made in previous filings with the Commission.
3. Meaning of "New Types of Assets"",
The releas,e prohibits companie's who have a publicly
disclosed policy of interest capitalization from .applying
such' a policy to "new tyPes of assets." Comments requested a clarification of this phrase. The Commission
believes that the phrase should not be interpreted too
narrowly in· order to maintain the present'level of
comparability. For example, if a company had a policy· of
capitalizing, interest on shopping centers, it would not
be prohibited from capitalizing'interest on residential
properties 'if it expanded its lines of business. On the
otherharid, if it were presently in two lines of bUSIness
and capitalized inte'rest iIi only one, it would not be
permitted to' expand its interest capitalization policy to
the second line.
4~ Income Statement p.:esEmtation of Capitalized Interest
, Cost

A number of comments on the proposed release asked
for an illustration of the type of presentation contemplated by the Commission when it required disclosure of
interest cost capitalized "within th~ income statement."
The following example provid~s suc~ an illustration:
1973

1974

---

Sales __________________ ~ ______ ~-

.$10,000

$15,000

Cost of sales __ ~ ________________ _
Selling; general and .
administrative expense ______ _
Interest cost accrued __________ _
Less interest capitalizeq _______ _

5,000

7,000

2,000
1,500
. (600)

3,000
2,000
(800)

7,900

11,200

Income before income tax
expense ____________________ _
Income t~x expense ___________ _

2,100
1,000

3,800
1,825

Net Income ___ ~ ______ ~ ___ _

$ 1,100

~

INTERPRETIVE COMMENTS AND GUIDELINES

-

$ 1,975
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RELEASE NO. 164
November 21, 1974
SECURITIES ACT OF 1933
Release No. 5542

SECURITIES EXCHANGE ACT OF 1934
Release No. 11110

Notice of Adoption of Amendments to Regulation S-X to Provide for Improved Disclosures ,
Related to Defense and Other Long-Term Contract Activities
"
,
A. INTRODUCTION
The Securities and Exchange Commission
has long been concerned about the quality of
disclosures made by registrants engaged in
defense and other long-term contract activities because these activities involve inventories and receivables with unique risk and
liquidity characteristics. After initially urging corporate managers to review their disclosure policies with respect to such contracting
activities, 1
the
Commission
published for comment proposed amendments to Rules 5-02.3 a~d 5-02.6 of Regulation X_X.2
As noted in its release proposing these
amendments, the Commission believes that
it is necessary and appropriate to expand
these Rules to require disclosure of greater
detail in certain critical areas of long-term
contract activity, particularly with respect to
the nature of costs accumulated in inventories, the effect of cost accumulation policies
on cost of sales, and the effect of revenue
recognition practices on receivables and inventories.
.
The proposed amendments elicited numerous letters of comment which have been duly
considered by the Commission in the formulation of the amendmet)ts specifically
a.dopted in this release. The following discusSIOn outlines the Commission's responses to
certain of these comments as reflected in the
adopted rules on receivables and inventories.

.

Comments on Disclosure of Receivables-Rule
5-02.3
Paragraph (b). Several commentators

----

I SecUriti
Act
R 1 es Act R e 1ease No. 5263, Securities Exchange
2 S e e~se No. 9650, June 22, 1972.
ecurltie
I
s A c t R e1ease No. 5492, Securities Exchange
Act R
e ease No. 10775, May 6, 1974.

pointed out that the proposed amendment
,could be broadly construed to requir'e additional disclosure for receivables' other than
those arising from long-term contract activities. At the present time the Commission
intends only to improve disclosures related
to long-term contract activities. Consequently, the amendment to this paragraph
has been deleted and the proposed disclosure
of collection expectations has been incorporated in the amendments addressed specifically to receivables arising from such activities.
Paragraph (e)., Some commentators suggested that the retain age disclosure should
be, limited to amounts not expected to be
collected within one year. Due to the unique
liquidity characteristics of retain age , the
Commission. believes .. that any material
amount of retainage sho"!lld be disclosed no
matter when. such amount is expected to be
collected. However, the Commission also believes that. the significant uncertainties
which often affect the determination of a
mutually satisfactory contract completion
may cause the estimates of amounts to be
collected within specific years to become progressively less reliable.· Consequently, the
amet)dment as adopted requires the isolation
of only the aggregate amount of retain age
expected to be collected after one year. However, registrants are encouraged to provide
estimated collections by year if their experience or other factors enable them to do so
with reasonable accuracy.
Several commentators suggested that the
amendment should be modified to provide for
amounts retained by contractors pursuant to
the provisions of subcontracts. The Commission believes that this is unnecessary because Rule 5-02.25 can be interpreted to require separate disclosure of significant
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amounts of retentions payable to subcontrac-,
tors.
Paragraph (f). Numerous commentators
pointed out that a literal interpretation of
the proposed amendment would call for disclosures regarding all accrued receivables
rather than just those related to long-term
contracts and might also result in a duplication of disclosures made under paragraph (g).
The Commission recognizes the validity of
these comments and the amendment has
been modified accordingly.
The amendment as adopted also calls for
disclosure of the amounts of receivables not
billed or, billable that are expected to be
collected after one year. The Commission
believes that disclosure of the timing of expected collections provides investors with
meaningful liquidity and risk information.
It should be noted that the amendment is
not directed at items which are "unbilled" at
the, balance sheet date merely because the
necessary.paperwork has not been processed
in accordance with the normal operation of a
billing system. Such items would generally
be considered "billable" for purposes of this
Rule.
Paragraph (g). Many commentators argued that the proposed amendment was too
broad since it would require the disclosure of
amounts which could. be determined with
reasonable certainty under express contractual escalation or change order clauses and
which would be virtually assured of realization. The commission has concluded that
amounts due under routine change orders
and escalation features commonly found in
the terms of contracts are typically not subject to such uncertainty that separate disclosure is required. On the other hand, it believes that disclosure is necessary when
amounts are recorded which are not reasonably determinable under the specific terms of
existing contracts. Accordingly, the text of
this rule has been amended to require disclosure where the amounts included in receivables whether billed or unbilled, are either
claims or other similar items subject to uncertainty concerning their determination or
ultimate realization.
Several commentators questioned the
meaning of the term "components" as used

in the requirement for footnote disclosure of
the principal items comprising the 'aggregate
of claims and other similar items subject ·to
uncertainties. In response, the Commission
has used the terms "nature and status'" :to
more accurately reflect its' intentions and
has expanded the attached Exhibit to provide ,examples of disclosure (-envisioned ·by
these terms.
'
Comments on Disclosure of Inventories-Rule

5-02.6

.

Paragraph (b). In response to numerous
comments, this amendment has 'been modified in several significant ways. 'First, in
recognition of the recently adopted Statement of Financial Accounting Standards No.
2, the Commission has deleted the require~
ments for disclosure of the amounts of research and development costs incurred dur:..
ing the period or remaining in inveritory.
Compliance with that Statement will obviate
the need for the disclosure of these amounts.
, However, the amendment still contemplates
a description of such costs being carried in
inventory in compliance with the new Statement.
Second, the Commission recognizes that
some registrants may find it impracticable to
determine the actual amount of general and
administrative costs remaining in inventory
at the balance sheet dates. However; the
Commission believes that registrants can
provide reasonable estimates of such remaining costs determined, for example, on the
assumption that costs related to a particular
contract or program have been removed
from inventory on a basis proportional to the
totals of the various cost elements expected
to be charged to cost of sales for that contract or program. The assumptions used to
develop these estimates should be described
in a note to the financial statements.
Third, the Commission expects that the
description of the cost elements included in
inventory will appropriately disclose t~e
existence of items not tYPIcally included In
inventoried costs in a usual manufacturing
operation. Described items may include, for
example, retained costs representing the e}Ccess of manufacturing or production costs
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over the amounts charged to costs of sales
f~r delivered or in-process units, initial tooling and. other deferred start-up costs, general and administrative costs, or research
and development ul)der contractual arrangements. In general, the Commission believes
that the accounting treatment of such costs
is ,sufficiently unique to warrant the disclosure of their existence and, to the extent
noted below, their magnitude.
Paragraph (c). This paragraph contains
the last sentence of Rule 5-02.6(b) as it existed prior to the amendments adopted in
this release. However, the requirements of
this par,agraph may be amended by the proposal published in Securities Act Release No.
5427. Comm~nts on that proposal are still
being considered.
Paragraph (d) .. Numerous commentators
pointed .out that the proposed definition
would include supply or service contracts
expected.to be in process for more than one
year even though such ~ontracts may not
involve the unique risk and liquidity characteristics, associated with long-term manufacturing. and construction contracts or programs. The Commission believes that the
proposed definition was susceptible to an
overly broad interpretation. Consequently,
the Commission has modified ,the d~finition
to deal explicitly. with all contracts or programs accounted for on either a percentage
of completion or a completed contract basis
provided that any such contract or program
has associated with it material amounts of
inventories or unbilled receivables and has
b~en or is expected to be performed over a
period of more than twelve months.
Paragraph (d) (i). Many commentators argued that the amounts rep~rted under this
proposed amendment would not be mutually
exclUsive from the amounts reported under
~ubparagraph (iii). To eliminate this probem, the Commission has modifietl proposed
S~:~aragraphs (i) and (iii) and now deals
~. these matters in one subparagraph
lCh requires disclosure of (1) the aggreg t
a
. e amount of (a) manufacturing or product IOn
cost S w h'lch have been carried forward
Under a "I
. curve" concept and (b) any
reI at
earnmg
allo ed. costs which have' been deferred for
catIon to future production, and (2) the

portion of such aggregate 'amolint· w.hich
would not be absorbed in cost of sales based
on existing firm orders. The amendment also
calls for the isolation of the cost elements
included in the costs carried forward, if it is
practicable for the registrant to provide this
detail. The Commission believes that these
disclosures will provide in'vestors with meaningful information concerning the nature of
costs accumulated in inventories.
Paragraph (d) (ii). Many of the comments
noted above under proposed Rule 5-02.3(g)
were' also directed to this amendment. ,The
commission has modified this subparagraph
to reflect those comments. This amendment
recognizes that certain registrants classify
amounts representing claims or other similar items subject to uncertainties as inventories rather than as receivables reportable
under Rule 5-02.3(g). Regardless of where
such amounts are classified, the Commission
believes that material amounts must .be disclosed together with an appropriate description of the nature and status of the principal
items comprising such amounts. In this connection, the Commission has expanded the
accompanying Exhibit to provide helpful examples of the type of disclosure envisioned
by this Rule.
Paragraph (d) (v). Numerous commentators expressed the view that the concept· of
"title" is fraught with substantial difficulties
of legal interpretation and that in any event
it would be unduly burdensome to attempt
such an analysis of the items included in
inventory. The Commission accepts these
comments and accordingly has deleted this
proposal.
The subject rules, as amended herein, apply to disclosure in financial statements filed
with the Commission. Registrants and their
independent public accountants must make
the determination as to what information
regarding such matters is required to constitute satisfactory financial statement disclosure under generally accepted accounting
principles.
8. AMENDMENTS

Rules 5-02.3 and 5-02.6 of Regulation S-X
are amended as follows:
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Rule 5-02.3. Accounts and notes receivable.(a) through (d) (No change)
(e) If receivables include amounts representing balances billed but not paid by customers under retain age provisions in contracts, state the amount thereof either in the
balance sheet or in a note to the financial
statements. In addition, state the amounts,
if any expected to be collected after one year.
If practicable, state by years when the
amounts are expected to be collected.
_ (t) If receivables include amounts (other
than amounts reportable under paragraph
(g) below) representing the recognized sales
'value' of performance under long-~erm contracts (see Rule 5-02.6(d» and such amounts
had not been billed and were not billable to
customers at the date of the balance sheet,
state separately in the balance sheet or in a
note to the financial statements, the amount
thereof and include a general description of
the prerequisites for billing. In addition,
state the amount, if any, expected to be
collected a-fter one year.
(g) If receivables include amounts under
long-term contracts (see Rule 5-02.6(d»,
whether billed or unbilled, representing
claims or other similar items subject to uncertainty concerning their determination or
ultimate realization, state separately in the
balance sheet or in a note to the financial
statements, the amount thereof and include
a description of the nature and status of the
principal items comprising such amount. In
addition, state the amount, if any, expected
to be collected after one year.
Rule 5-02.6. lnventories.-{a) State separately here, or in a note referred to herein, if
practicable, the major classes of inventory
such as (1) finished goods; (2) inventoried
costs relating to long-term contracts or programs (see (d) below and Rule 3-11); (3) work
in process (see Rule 3-11); (4) raw materials;
and (5) supplies.
(b) The basis of determining the amounts
shall be stated.
If "cost" is used to determine any portion
of the inventory amounts, describe the
method of determining cost. This description
shall include the nature of the cost elements
included in inventory.
If "market" is used to determine any por-

tion of the inventory amounts, describe the
method of determining "market" if other
than current replacement cost.
The method _by which amounts 'are· removed from' inventory (e.g.; "average cost,"
"first-in, first. out," "last-in, first-out," "estimated average cost per unit") shall be described. If the estimated aVerage CO$t· per
unit is used as a basis 4> determine amounts
removed from inventory under a total program or similar basis of accounting, the prin-cipal assumptions (including, where meaningful, the aggregate number of units
expected to be delivered under the program,
the number of units delivered to ~ate and
the number of units on order) shall be disclosed. If any general and administrative costs
are charged to inventory, state in a note to
the financial ·statements _the aggregate
amount of the general and administrative
costs incurred in each period, and th~ actual
or estimated amount remaining in inventory
at the date of each balance sheet.
(c) If the LIFO inventory method is use<i,
the excess of replacement or current cost
over stated LIFO value shall, if material, be
stated parenthetically or in a note to the
financial statements. (Note: Paragraph (c) as
proposed in Securities Act Release 5427
would modify this requirement. Comments
on that proposal continue under _consideration.)
(d) For purposes of Rules 5-02.3 and 5-02.6,
long-term contracts or progra~s include (1)
all contracts or programs for which gross
profits are recognized on a percentage-ofcompletion method of accounting or any variant thereof (e.g., delivered unit, cost to cost,
physical completion) and (2) any contracts or
programs accounted for on a completed contract basis of accounting where, in eithe,r
case, the contracts or programs have assO Clated with them material amounts of inventories or unbilled receivables and where such
contracts or programs have been or are eXpected to be performed over a period of more
than twelve months. Contracts or progra~~
of shorter duration may also be included, 1
deemed appropriate.
s
For all long-term contracts or progra: Ii
the following information, if applicable, s a
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be stated in a note to the financial statements:
: (i) .The aggregate amount of· manufacturing or production costs and any: related deferre'd costs (e.g., initial tooling costs) which
exceeds the aggregate estimated cost of all
in-process and .delivered units on the basis of
the e'stimated average cost of all units expected to be produced under' long-term contracts and programs not yet complete, as
well as that portion of such amount which
would not be absorbed in cost of sales based
on existing firm orders at the latest balance
'sheet date. In addition, if practicable, disclose the amount of deferred costs by type of
cost (e.g., initial tooling, deferred production,
etc.) ..
(ii) The aggregate amount representing
claims or other similar items subject to uncertainty concerning their determination or
ultimate realization, and include a description of the nature and status of the principal
items comprising such aggregate amount.

(iii) The amount of progress payments netted against inventory at the date of, the
balance sheet.

*

*

*

*

*

*

The amendments to Regulation S-X have
been adopted pursuant to authority conferred on the Commission by the Securities
Act of 1933, particularly Sections 6, 7~ 8, 10
and 19(a) thereof and the Securities Exchange Act of 1934, particularly Sections 12,
13, 15(d) and 23(a) thereof.
The above amendments to Regulation S-X
shall be applicable to financial statements
for periods ending on or after December 20,
1974. Such disclosure is recommended but
not required for financial statements for fiscal periods ending prior to December 20,
1974.
By the Cemmission.
GEORGE A. FITZSIMMONS

Secretary
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.C. ~ EXHIBIT
The following hypoth.etical example Js. fur~
nished to illustrate the character and detail
of the disclosures which might be furnished
in response to Rules 5-02.3 and 5-02.6 of

Regulation S-X as amended by the accompa-·
nying release. The illustration is provided to
assist in understanding and evaluating the
amendments.
.

*

*

*

*

*

*

*

XYZ Company and Subsidiaries
Consolidated Balance Sheets
At December 31,
(000 omitted)

ASSE:rs
CURRENT ASSETS:
CMh__________________
'Accounts receivable:
Trade and other receivables, net of allowance for uncollectjble accounts of $38,000 in 1974 and
$36,000 in 1973---,---~-----------------·
Long-term contracts and programs (notes 1 and 2)
---Total accounts receivable '--_~__________~_______' -_ _
Inventories and costs relating to long-term contracts and programs in process, net of progress
payments (notes 1 and 3)-,,··"---,________________________
Prepaide~nses--------------'---------------

Total current assets __________

Note 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Revenue Recognition. Sales of commercial
products under long-term contracts and programs are recognized in the accounts as
deliveries are made. The estimated sales values of performance under Government fixedpriced and fixed-price incentive contracts in
process is recognized under the percentage
of completion method of accounting whereunder the estimated sales value is determined on the basis of physical completion to
date (the total contract amount multiplied by
percent of performance to date less sales
value recognized in previous periods) and
costs (including general and administrative,
except as described below) are expensed as
incurred. Sales under cost-reimbursement
contracts are recorded as costs are incurred
and include estimated earned fees in the
proportion that costs incurred to date bear to
total estimated costs. The fees under certain
Government contracts may be increased or

--------_._----------

2,846
18,985
21,~1

2,396
19,036
.

21,432

6,278
46

6,257
27

$28,593

$28,343

decreased in accordance with cost or performance incentive provisions which measure actual performance against established
targets or other criteria. Such incentive fee
awards or penalties are included in sales at
the time the amounts can be determined
reasonably.
Inventories. Inventories, other than inventoried costs relating to long-term contracts
and programs, are stated at the lower of cost
(principally first-in, first-out) or market. Inventoried costs relating to long-term contracts and programs are stated at the actual
production cost, including factory overhead,
initial tooling and other related nonrecurring costs, incurred to date reduced by
amounts identified with revenue recognized
on units delivered or progress completed.
General and administrative costs applicable
to cost-plus Government contracts are also
included in inventories. Inventoried costs relating to long-term contracts and progra~S
are reduced by charging any amounts m
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production techniques become more efficient
excess of estimated realizable value to cost
of. sales. The .costs attributed to units deliv- . through repetition.
In accordance with industry practice, inered under long-term commercial contracts
ventories include amounts relating to conand programs are based on the estimated
tracts and programs having production cyaverage cost of all units expected to be procles longer than one year and a portion
duced and are determined under the learnthereof will not be realized within one year.
ing curve concept which anticipates a predictable decrease in unit costs as tasks and
* * * * * * *
NOTE 2-ACCOUNTS RECEIVABLE
The following tabulation shows the compo-

nent elements of accounts receivable from
long-term contracts and programs:
1974

1973

(000 omitted)
U.S. Government:
__________________________________
Amoun~billed

Recoverable cos~ and accrued profit on progress completed-not billed ______
. U~vered cos~ and estimated profi~ subject to future negotiation-not billed

Commercial Customers:
Amoun~ billed
Recoverable cos~ and accrued profit on uni~ delivered-not billed;...,_______.
Retainage, due upon completion of contracts
,
Unrecovered cos~ and estimated profi~ subject to future negotiation - not billed

The balances billed but not paid by customers pursuant to retain age provisions in
construction contracts will be due upon completion of the contracts and acceptance by
the owner. Based on the Company's experience with similar contracts in recent years,
the retention balances at December 31, 1974
are expected to be collected as follows: $270,?OO in 1975, $845,000 in 1976 and the balance
. In 1977.
.. Recoverable costs and acc:r:ued profit not
bIlled comprise principally amounts of reve~ue recognized on contracts for which billIngs had not been presented to the contract
owners because the amounts were not billa-

"

----------------------------------

---------------------

---------

$ 7,136
4,173
1,468

$ 6,532
3,791
1,735

12,777

12,058

1,937
1,293
2,441
537

3,442
364
2,279
893

$18,985

$19,036

---

ble at balance sheet date. It is anticipated
such unbilled amounts receivable from the
U. S. Government at December 31, 1974 will
be billed over .the next 60 days as units are
delivered. Th~ unbilled accounts receivable
applicable to commercial customers are billable upon completion of performance tests
which are expected to be completed in September 1975 .
Unrecovered costs and estimated profits
subject to future negotiation, the principal
amount. of which is expected to be billed and
coliected within one year, consists of the
following elements:
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1974

.. ,

,1973
.,

f..l

(000 ornit~)

u.s. Government Contracts:

'I
1,

Excess of estimated or propOsed over provisional price _
,
, .Amounts claimed for incremental costs arising from customer occasioned contract delays ____
· _ _',

$ 190
1,278 '

$ 11>7:
1,578
,

-','

:.\.
Commercial Contracts:
Unrecove~d costs and estimated profit relating to work not specified in express contract provisions __

1,468,

1,735

537

893

..

,

$2,005

NOTE 3-INVENTORIES
Inventories and inventoried costs relating

,

$2,628

to long-term contracts and programs are
classified as follows:
, DecelIl~r 31,

1974

1973

(000 omitted)
Fini$hed goods , ,
, ,',
'.'
Inventoried costs relating to long-term contracts and programs, net of amounts attributed to revenues
~cognized to date
.
Work in proceSSI"-''-,.:~_ _ _...;.-_ _ _ _ _ _ _ _ _ _ _~~_ _~~~_ _ __
Rawnmre~'_'_'~'

Supplies ___

____________

~~

____

~~

~~

_______

~~

__________________

__

~

~_~~~~

___

~

__

~~~~~

..
Deduct progresS payments related to long-term contracts and programs _____________

2,552;
,738"
',·453

, 112,

I

'2,~

947
383
11

7,417
1,139

7,474
1,217

$6,278

--

-The f~llowing tabulation shows the cost
elements included in inventoried costs re-

$.?,435

$3,562

$6,257

lated to long-:-term contracts:
December 31,

1974

~

(000 omitted)
Production costs of goods currently in process
, '
'E?Ccess
of
production
cost
of
delivered
units
over
the
estimated
average
cost
of
all
units
expected
to
beproduced ___,____________________________
Unrecovered costs subject to future negotiation
General and administrative costs _ _ _ _ _ _--'_ _
fnitial tooling and other non-recurring costs

--

$1,184

$ 960

647

893
310
270
205

280

260
181
$2,552

The inventoried costs relating to long-term
contracts and programs includes unrecovered costs of $280,000 and $310,000 at December 31, 1974 and 1973, respectively, which are

-- $2,638

subject to future determination through ne~
gotiation or other procedures not complete;
balance sheet dates. Of such amounts, $26
000 and $280,000 are in respect to contrac S
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under which all goods have been delivered at
December 31, 1974 and 1973, respectively.
The· unrecovered amount at December 31,
1913. consisted of three items, one of which
~as settled du:ring 1974. The amount remaining at December 31,1974 is represented princip'ally by. a· claim asserted against a customer for amounts incurred as a result of
faulty materials furnished by .the customer
which in turn caused delays in performance
under the contract. In the opinion of management these costs will be recovered by
contract modification or .litigation. It is expected tha,t the negotiations which are being
conducted currently with the customer, will
be successfully concluded during the next
twelve months. If this expectation is not
realized, the matter will be referred to the
Armed Services Board of Contract Appeals,
with the consequence that settlement could
be delayed for an indeterminate period.
Tne actu·al per unit production cost ·of the
NX-4C aircraft produced during the most
recent fiscal year was less than the estimated average per unit cost of all. units
expected to be produced under the program.
Prior to 1974, the Company's NX-4C commercial aircraft program was in the early high
cost period. During the initial years of the
program, the cost of units produced exceeded
the sales price of the delivered units and the
estimated average unit cost of all units to be
produced under the program. At December
31, 1974, inventories included costs of $647,000 representing the excess of costs incurred
OVer estimated average costs per aircraft for
the 117 aircraft delivered through' the year
end. The estimated average unit cost is predicated on the assumption that 250 planes will
b~ produced and that production costs (prinCIpally labor and materials) will decrease as
the project matures and efficiencies associ~ted. with increased volume, improved prouctlOn techniques and the performance of
rep et't'
lIve tasks (the learning curve concept)
are realized. (Note: The amount by which the
prod-tO
Uc Ion costs of the equivalent finished
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units in process at the date of the latest
ba,lance sheet exceeds the cost of such units
on the basis of the estimated average unit
cost of all units exp~cted to be produced
under the program should be stated. Since,
as stated above, the actual per unit production cost is currently less than the estimated
average per unit cost of all units expected to
be produced under the program, no such
excess is assumed in this example.)
Recovery of the deferred production, initial
tooling and related non-recurring costs is
dependent on the number of aircraft ultimately sold and actual selling prices and
production costs associated with future
transactions. Sales significantly under estimates or costs significantly over estimates
could result in the realization of substantial
losses on the program in future years. Realization of approximately $421,000 of the gross
. commercial aircraft inventories at December
~1, 1974 is dependent on receipt of future
firm orders.
.
Based on studies made by and on behalf of
the Company, management believes there
exists for this aircraft a market for over 250
units, including deliveries to date, with production and deliveries continuing at a, normal rate to at least 1980. At December 31,
1974, 117 aircraft had been delivered under
the program, and the backlog included 64
firm unfilled orders and options for 43 units.
The aggregate amounts of general and administrative costs incurred during 1974 and
1973 were· $2,251,000 and $2,238,000, respectively. As stated in Note 1, the Company
allocates general and administrative costs to
certain types of Government contracts. The
amounts of geJ).eral and administrative costs
remaining in inventories at December 31,
1974 and 1973 are estimated at $260,000 and
$270,000, respectively. Such estimates assume that costs have been removed from
inventories on a basis proportional to the
amounts of each cost element expected to be
charged to cost of sales.
*
*
*
*
*
*
*
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RELEASE NO. 165
December 20, 1974
SECURITIES ACT OF 1933
Release No. 5550

SECURITIES EXCHANGE ACT OF 1934
Release No. 11147

Notice of Amendments to Require Increased Disclosure of Relationships Between Registrants
.
and Their Independent Public Accountants
!
The Securities and Exchange Commission
today adopted certain amendments of Form
8-K, Regulation S-X and Schedule 14A of the
proxy rules. These amendments were originally proposed on October If, 1974, in Securities Act Release No. 5534. Based on the
comments received in response to that proposal, several modifications have been made
which 'are discussed in this'release.
One of the underpinnings of the Commission's administration of the disclosure requirements of the federal securities la:ws is
its reliance' on the reports Of indepep.dent
.public accountants on the financial' statem'ents of registrants. These reports provide
the assurance of an outside expert's examination and opinion, thereby substantially increasing the reliability' of financial statements.
The decision that the Commission and
investors should rely. on independent 'public
accountants for the audit of financial statements was made by Congress when it enacted the Securities Acts forty years ago,
and in the judgment of the Commission this
system has worked effectively in the interests of investors. The independence of these
professionals both iIi. fact and appearance is
an essential ingredient in the system,. and
the Commission has taken a number of steps
to strengthen this independence. The amendments adopted herein are a further effort in
this direction.
In recent years, the Commission has described in several releases situations in
which it concluded that the necess~ry independence did not exist due to economic or
personal relationships between accountant
and client. In this way, it assisted the accounting profession's own standard setting
bodies in the creation of credible and useful
standards of independence for the profession

as a whole. This process is a continuing one.
In addition, the Commission, starting in
1971, has required specIfic disclosure in a
timely Form 8-K filing of any change in
principal accountants made by the registrant, including disclosure of any disagreement between the registrant and its principal accountant in the eighteen months prior
to the change which could have required or
did require mention in the accountant's report. This was designed to strengthen accountants' indepen<JEmce by discouraging the
practice of changing accountants in order to
obtain more favorable accounting treatment.
In 1972, in Accounting Series Release No.
123, ~he Commission urged registrants to
create an audit committee of the outside
members of the Board of Directors in order
to provide for more effective communication
between independent accountants and outside directors. It was believed that such a
committee would lessen the accountants' direct reliance on management and would put
them directly in touch with outside members
of the Board whose peri'ormance was less
specifically being reported on in financial
statements, thus increasing the accountants' .
independence.
Finally, the Commission and its staff have
for many years offered support to accountants in numerous conferences and in informal administrative determinations of what
reporting procedures should be. followed in
particular factual circumstances. The Commission's general refusal to accept opinions
qualified in regard to audit scope or acco~nt
ing principle as satisfying the Acts' reqUIrements for certified financial statements
, . has
dealso strengthened the accountants In
pendence.
s
The Commission believes that the nec.e tsary independence of accountants does e){IS .
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It has noted with approval reports in which
the accountants have evidenced their independence by bringing sigriificant information
to the attention of investors. For example, in
one recent case
independent accountant
reported that its client's accounting procedures, while acceptable under generally accepted .accounting principles, were hot those
which the firm believed best reported financial results under the particular factual circumstances. In another case, an· independent
account while reporting on a five-year summary of earnings noted in its report that the
accounting principles used to account for a
transaction in an unaudited interim period
subsequent to the five-year period were such
that had the firm. been required to report on
this period an adverse opinion would have
been required. After discussions with the
staff in this case, the registrant ultimately
revised the interim statements.,
It i~ essential that both the fact and the
appearance of independence be sustained so
that the confidence of the investing public in
the reliability of audited financial statements and the integrity of the public accounting profession will be maintained and
enhanced. To this end, the Commission has
concluded that it is desirable to increase the
level of disclosure regarding relationships
between independent accountants and their
clients.
Accordingly, the Commission is adopting
herewith a number of amendments to its
forms and rules designed to enhance the
accountant's independence by increasing disclosure of auditor-client relation·ships.
First, Item 12 of Form 8-K under which
changes in accountants must currently be
reported is amended to expand the disclosures required and to clarify the intent of
the item. The changes made and the reasons
therefor are as follows:

an

1 The

.
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..
resIgnatIOn
(or declination.. to stand
for re-election after completion, of the
current audit) and dismissal of accountants would be reportable events as well
~s the engagement of a new accountant.
~ the past, when only the engagement
o a new accountant triggered the rePort·Ing requirement, there was some-

times considerable delay iIi bringing significant disagreements' to the attention
of investors. Under the new rule, timely
disclosure is required. Tllis may mean
on some occasions that two reports on
Form 8-K will be required for a single
change of accountants, the first on the
resign~tion (or declination to stand for
re-election after completion of the current audit) or dismissal of the previous
. accountant and the second where a new
accountant is selected. In such a case,
information filed in connection with the
first report may be incorporated by reference in the second~
A special variant of resignation, declination to stand for re-election after completIon of the 'current audit, was not
recognized in Securities Act Release No.
5534 which proposed these amendments.
It is specified as a trigger' for reporting
in .the adopted' amendments because of a
recognition that, where an auditor declines to stand' for re-election' after completion of his\ current audjt, such action
is the substantive act of resignation,
rather than the later time when his
current engagement is terminated.
Changes in the independent accountant for a significant subsidiary on
whom' the principal accountant expressed reliance also become reportable
events. The proposal did not restrict
this modification of existing rules to a
significant subsidiary and thus would
have required reporting of changes
which are minor in relation to the consolidated whole and' of changes by noncontrolled investee companies. For
these purposes, significant subsidiary is
as defined in Regulation S-X Rule 1-02,
except that a non-incorporated segm~nt
such as a division which met the SIze
tests of the definition would be included.
In some circumstances, a report would
be required regarding an accountant
who did not report on financial statements of the registrant. For example,
where Accountant A reported on the
financial statements of the prior year,
Accountant B was engaged for the current year but was replaced by Accoun-

332

SECURrqES ,AND, EXCHANGE COMMISSION

tant C before he complet~d any examination, reports op Form 8-K would be
required, with respect to the ,change
from,Accountant A to Accountant Band
from Accountant B to Accou'ntant C,
2. The item would require disclosure as to
whether the principal accountants' reports for either of the past two years
contained an adverse opinion or 'a discl~imer 'of opinion or was qualified as to
uncertainty, audit' scope or accounting
, principles. B,ased on comments received,
the language was modifie'd to make
cl~~r t!tat' "consistency" exceptiops
need not be reported in this item. This
disclosure Will assist users of Form 8-K
to determine' whether there were any
Items in the previous two years which
, , were of such an unusual and material
nature'that disclosm;e was required
the accountants' report. Although such
data are Q'iJ. fIle elsewhere in most cases,
including them in' the,8-K report will
bring"t6gether'in one place information
which is relevant iIi the evaluation of
auditor-client relationships~ ,
3. The period prior ~o the, date ,of, the
change of accountants for which disagreements of sufficient importance to
warrant mention in the accountants' report if not resolved must be reported is
extended from eighteen months to the
period which includes the two most recent fiscal years and the subsequent
interim period. The previous requirement was not sufficient to assure reporting of such disagreements in the
previous two audits, and since, two-year
comparatjve statements are normally
presented this seems the minimum period which should be covered.
4. The item is amended to clarify the intent of the present item which: was to
require a description of all, disagreements, including those where, the disagreement was resolved to the satisfaction of the accountant. This clarification
, was necessary as a result of the experience gained from analyzing 8-Ks fIled in
which no description was given of disagreements or in which a simple statement was made that there were
n'o un-'

in

'

,resolved disagreements and staff followup was required to obtai~ the necessary
infqrmation. Som'e commenta~ors on Sec'Qrities Act ~elease N o~ 5534 which proposed theseamendm~nts requirested
clarification ()f 'whether disagreements
at lower 'staff levels are requested to 'be
reported. Disagreeme~ts,' contemplated,
by this rule occur a,t the decisiQn-mak-:
ing level; i.e., between personnel of the
registrant responsible for 'presentation
of itsfinanciai statements and personnel of the accounting' firm responsible
for rendering its report.
5. The term "disagreements" should be interpreted broadly in responding to this
item. For example, if' ali accountant resigned' or was dismissed' after advising
the registrant that he' had concluded
, - 'that internal controls necessary to develop ,reliable statements did not exist,
this ~ould constitute ,a reportable disagreement in the event of a change of
accountants. Similarly, if an accountant
were to resign or be dismissed after
informing the registrant that he had
discovered'facts which led him no longer
to be able to rely on management repre'seIltatjons or which made him unwilling
to be associated with statements prepared by management, such situations
would constitute reportabie disagreements.'
' ' .
'
6. The item is amended to require that the
registrant's statement as to whether
'any disa,greements existed be included
in the Form 8-K filing rather than in a
separate letter attached to the filing
and to require that copies of the accoun,tant's letter be filed as an exhibit with
all 8-K copies filed. These changes are
intended to simplify the filing procedure
and to clarify the Commission's intent
that the registrant's description of disagreements, if any, and the accountant's
concurrence or non-concurrence therewith be included in the Form 8-K (or
attached as an exhibit). Under the exi~t
ing rule, a few registrants have subrn~~
ted letters separate from the For~ 8 _
filing with the result that the full dISC10
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sure of any disagreement was not readily available to the public.
7. When a change in independent accountants occurs so that the accountant
b~ing replaced is aware that a Form 8-K
should be filed reporting the event, he
might well bring that reporting responsibility to :'the attention of the registrant. If lie becomes aware that the
required reporting has not been'made,
e.g., because' he has not been requested
to furnish a letter as required by Form
, 8-K, Item 12 (d), he should' consider advising the registrant in writing' of that
reporting responsibility with a copy to
the Commission.
Second, Regulation S-X is' amended to require disclosure in a, note to the financial
statements of any m~terial disagreement on
any matter of accounting principles or practices or financial st,atement disclosure reported in Item 12 of Form 8-K withiri twentyfour months of the date of the most recent
financial statements in' a fiiing. This disclosure is believed necessary to put readers of
the financial statements on notice that such
a disagreement existed which could have
significantly affected the statements.
In addition, this amendment requires footnote disclosure of any transactions or events
occurring during the fiscal year in which the
change of accountants took place or during
the subsequent fiscal year which are similar
to any transactions or events which gave
rise to a reported disagreement and are differently accounted for. This would include
cases in which a disagreement arose during
the year of change and the same transaction
or transactions which gave rise to the disagreement was accounted for in a different
manner than that which the previous accountant concluded was necessary.
. If Such transactions which raise the same
~~sues of accounting principle application or
Isclos ure are material and are 'accounted
!~r in a manner different from that which
e former accountant apparently concluded
Was
d d·Isclosure must be made of the
eft req·
ulre,
ect on the financial statements if the acC OUnt·
co
Ing method specified by the former acuntant had been followed. Also, if disclo-
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sure
which
the
former' acco~ntant
apparep.tly concluded was required regarding such events or transactions has not been
made elsewhere in the financial statements,
it should be made in the footnote r~quired by
this rule. The proposal was modified to not
require such disclosure where the method
asserted by the former accountant ce~ses to
be gener~lly accepted because ,of standards
subsequently issued. This disclosure will
make investors aware of situations where
alternative accounting approaches, may be
followed and are favored by at least one
professional accountant, and the effect of
,such alternative approaches. In addition, it
is believed that such disclosure requirements
may have the effect of discouraging shifts in
accountants simply to obtain approval of an
alternative accounting approach. If registrants
and their present independent
accountants believe that the disclosure of the
effect of applying the alternative accounting
approach favored by the predecessor accountant would not be significant to investors in
the circumstances, they may submit a statement to that effect to the staff which will
consider a waiver of the rule.
Finally, a number of amendments are
made to Item 8 of Schedule 14A of the proxy
rules to require additional disclosures in the
proxy statement of the relationships between is!'!uers and independent public accountants. Since this disclosure is unlikely to
be relevant to other solicitations, it is required only for annual meetings of securities
holders or where financial statements are
required pursuant to Item 15. These changes
and the reasons therefor are as follows:
1. Disclosure of the principal accountant
selected or to be recommended to shareholders for election, approval or ratification for the current year. This requirement is designed to make stockholders
aware of the identity of the independent
accountant of record for the current
year, even in cases when the shareholders are not asked to take formal action
to approve his selection. The Commission believes that such knowledge will
enhance the stockholders' recognition of
the role of the independent accountant.
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2. Disclosure is required of the name of the
"principal accountant for' the previous
year if different from that selected or
recommended for the current year or if
no accountant has been selected for the
current year. This disclosure is designed
to inform the stockholder when a
change in accountants has occurred and
who the independent accountant of record is in cases where no action has
been taken to select an accountant for
the current year.
3. Disclosure of disagreements between accountant and issuer reported on a Form
8-K filed to report a change in accountant during the past year is required.
The disclosure is designed to call disagreements to stockholders' attention so
that they may be more fully informed of
the relationships between accountant
and issuer. Since any disagreement
must by its nature have two sides, it
seems desirable that both sides have an
opportunity to review its description in
the interests of obtaining a balanced
and complete presentation. Accordingly,
the issuer is required to submit the description included in the preliminary
proxy material to the accountant, and if
the accountant believes that the description is incorrect or incomplete he
may include a brief statement, ordinarily expected not to exceed 200 words, in
the proxy statement presenting his view
of the disagreement. In recognition of
valid comments received, the time for
submitting such statement to the issuer
was extended to ten days and provision
for flexibility in the number of words
was made.
4. Disclosure is required of whether or not
representatives of the principal accountants for the current year and the most
recently completed fiscal" year are expected to be present at the stockholders'
meeting with the opportunity to make a
statement and available to respond to
appropriate questions. The Commission
believes that it is desirable for communication between stockholders and their
independent accountants to be encouraged. While the principal communica-

tion is the accountant's report on financial statements, there may be some
matters which the accountants wish to
bring to the attention of stockholders
and there "may be questions which stockholders wish to address to the accountants. This disclosure will emphasize
the existence of this opportunity for
communication when it is available.
5. Disclosure is required of the existence
and composition of the audit committee
of the Board of Directors. The Commission has already expressed its judgment
that audit committees made up of outside directors have significant benefits
for a company and its shareholders (Accounting Series" Release No. 123). This
disclosure will make stockholders aware
of the exhrtence and composition of the
committee. If no audit or similar committee exists, the disclosure of that fact
is expected to highlight its absence.
6. The current requirement in Item 8 for
disclosure of any finanCial interests of
any accountant who is being selected or
approved by stockholders of the issuer
or certain other relationships which existed during the past three years is re~
scinded inasmuch as the accountant,
who must be independent of the issuer,
is precluded from having such relationships by the accounting profession's
(and the" Commission's) standards for
independence of accountants~
The text of the amendments to Form 8-K,
Regulation S-X and Schedule 14A of the
proxy rules follows.
Form 8-K. Item 12 and EXHIBITS are revised as given below:
"
Item 12. Changes in Registrant's Certifying Accountant.
If an independent accountant who was
previously engaged as the principal accountant to audit the registrant's financial statements resigns (or' indicates he
,.
the
declines to stand for re-electIOn after,
completion of the" current audit),
l~
dismissed as the registrant's prlllClpa
accountant or another independent aC,
, , I ac councountant is engaged as prlllcipa
n
tant , or if an independent accountant
0
t e~
whom the principal accountan

0:

335

ACCOUNTING SERIES RELEASES

pressed reliance in his report regarding
a significant subsidiary resigns (or formally indicates ,he declines' to stand for
re..:election after the completion of the
current audit) or is dismissed, or another
independent accountant is engaged to
audit that subsidiary:
(a) State the date of such resignation (or
declination to stand, for re-election),
dismissal or engagement.
(b) State whether in connection with the
audits of the two most recent fiscal
,years and any subsequent interim
period preceding such' resignation,
dismissal or engagement there were
any disagreements with the former
accountant on any matter of accounting principles or practices, financial
statement disclosure, or auditing
scope or procedure, which disagreements if not resolved to the satisfaction of the former accountant would
'have caused him to make reference
in connection with his re'port to the
subject matter of the dis agreement(s); also describe each such disa. greement. The disagreements required to be reported in response to
the preceding sentence include both
those resolved to the former ~ccoun
tant's satisfaction and those not resolved to the former accountant's
satisfaction. Disagreements contemplated by this rule are those which
occur at the decision making level;
i.e., between personnel of the registrant responsible for presentation of
its financial statements and personnel of the accounting firm responsible for rendering its report.
(c) State whether the principal accountant's report on the financial statements for any of the past two years
contained an adverse opinion or a disclaimer of opinion or was qualified as
to uncertainty, audit scope, or acCOunting principles; also describe the
n~ture of each such adverse opinion,
d.Isclaimer of opinion, or qualificatIon
(d) 'rh·
.
e regIstrant shall request the fortner accountant to furnish the regis-

trant with a letter addressed to the
Commission stating whether :he
agrees with the statements made by
the registrant in response to this
item and, if not, stating the respects
in which he does not agree. The registrant shall file a copy of the former
accountant's letter as an exhibit with
all copies of the Form 8-K required to
be filed pursuant to General Instructions F.

*

*

*

*

*

EXHIBITS
Instruction 7. Letters from the independent accountants furnished pursuant to Item
12(d)

*

*

*

*

*

Regulation S-X. A new rule designated as (s)
is added to Rule 3-16 as given below.

*

*

*

*

*

Rule 3-16(a) to (r) (No change)
(s)~ Disagreements on accounting and financial disclosure matters.-If, within
the twenty-four months prior to the
date of the most recent financial statements, a Form 8-K has been filed reporting a change of accountants and
included in such filing there is a reported disagreement on any matter of
accounting principles or practices or
finandal statement disclosJ,lre, and if
such disagreement, if differently resoived, would have caused the financial statements to differ materially
from those filed, state the existence
and nature of the disagreement. In
addition, if during the fiscal year in
which the change in accountants took
place or during the subsequent fiscal
year there have been any transactions
or events similar to those which involved a reported disagreement and if
such transactions are material and
were accounted for or disclosed in a
manner different from that which the
former accountants apparently concluded was required, state the effect on
the financial statements if the method
which the former accountant appar-
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ently concluded was required 'had been
followed. The effects on the financial
statements need not be disclosed if the
method asserted by the former accountarit ceases to. be generally accepted
because of authoritative standards or
interpretations subsequently issued.

*

*

*

*

*

Regulation 14A. Item 8 of Schedule 14A is
revised as given below.
Schedule 14A. Information Required In
Proxy Statement.
Item 8. Relationship with Independent
Public Accountants
,If. the. solicitation is made on behalf of
. management of the issuer and relates to
an annual meeting of security holders at
which directors are to be elected,· or ·financialstatements are includ'ed p'ursuant -to Item 15, furnish the following
information describing the' issuer's 'rela~
tionship. with its independent public accountants:
...
(a) The name of the principaiaccountant
selected or' being recommended to
shareholders for election, 'approval'or
ratification for the current: year. If
no accountant. has been' .selected . or
recommended, so state and· briefly
.describethe reasons therefor.
(b) .Thename bfthe principal accountant
for the fiscal year most recently completed if different from the accoun. tant selected or recommended for the
current year or if no accountant has
yet been selected or recommended for
the current year.
(c), If a change or changes in accountants have taken place since the date
of the proxy statement for the most
recent annual meeting of shareholders, and if in connection with such
change(s) a disagreement between
the accountant" and issuer has been
reported on Form 8-K or in the accoimtant's letter filed as an exhibit
thereto, the disagreement shall be
described. Prior to submitting preliminary proxy material to the Commis-

'sion which contains or amends such
,description, the issuer shall furnish
the description of the disagreement
to any accountant with whom a disagreement has been reported.· If that
accountant believes that the description of the disagreement is incorrect
or incomplete, he may include a brief
statement, ordinarily eXpected not to
exceed 200 words, in the proxy statement presenting his view of the disagreement .. This statement shall be
submitted to the' issuer within ten
business days of the· date the accountant receives the issuer's description.
(d) The proxy statement shall indicate
whether or not representatives of the
principal accountants for the current
year. and for the most recently completed fiscal year are expected to be
'present at the stockholders' ·meeting
with the opportunity tomak'e a state. ment 'if they desire·. to"' do : so and
whether 'or not such representatives
are expected to' be available to respond to approp"riate questions.
(e) If the issuer has an audit or similar
committee of the Board of Directors,
state the names of the members of
the committee. If the Board of Directors has no audit or similar committee, so state ...

*

*

*

*

*

The foregoing amendments are adopted
pursuant to authority in Sections 6, 7, 8, 10
and 19(a) of the Securities Act of 1933; and
Sections 12, 13, 15(d) and 23(a) of the Securities Exchange Act of 1934. The amendments
to Form 8-K and to Regulation 14A shall be
effective' for Forms 8-K and proxy statements filed subsequent to January 31, 1975.
The, amendment of Regulation SoX shall be
effective with respect to financial statements
filed for periods beginning on or after January 1, 1975.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary
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RELEASE NO. 166
December 23, 1974
SECURITIES ACT' OF 1933
Release No. 5551
SECURITIES EXC~NGE ACT OF 1934
Release No. 11150' .

PUBLIC UTILITY HOLDING' COMPANY
ACT OF 1935
Release No. 18723

Disclosure of Unusual Risks and Uncertainties in Financial Reporting
In recent months, the Commission has
noted with considerable concern a number of
situations in which significant and increasing business uncertainties have not been
fully reflected in the financial reporting of
registrants. These have included cases in
which unique or special circumstances have
arisen which affect an enterprise's ability to
measure current results, cases in which
changing economic circumstances have sub':
stantially changed the risk characteristics of
certain assets and cases in which assumptions which underlie the use of certain accounting principles in certain situations
have become subject to substantial uncertainty.
The Commission recognizes that a large
number of estimates are required in the
preparation of all financial statements. Management must estimate the economic life of
assets, the magnitude of mineral resources,
the outcome and timing of long-term contracting activities, the outcome of legal and
regulatory matters, the collectibility of receivables and many others. Since investors
are aWare of the need for such estimates, in
the normal case it is not nece~sary for management to point out that they have been
m~de and to indicate that some uncertainty
eXIsts as a result. Indeed, such disclosure
WOuld amount to little more than\ "boiler
ptlate" which would not be' useful to invesors.

trant has the responsibility of communicating these items in its financial statements. It
is not sufficient to assume that the numbers
shown in conventional fashion on the face of
the financial statements will adequately inform investors. The basic accounting model
is by its very nature a single valued one in
which a single best estimate is reflected in
the face of the statements. While in most
cases, this presentation effectively communicates business financial position and results
of operations, under some conditions of major uncertainty it may not adequately inform
investors of the realities of a business being
reported. In such cases, registrants must
consider the need for substantial and specific
disclosure of such uncertainties and, in extreme cases, the' need for'deviation from, the
conventional reporting model. In addition,
independent public accountants must consider the need for disclosure of such uncertainties in their report.
A number of examples of such uncertainties and the kinds of disclosures which may
be appropriate are discussed below for illustrative purposes. This list is not intended to
be all inclusive and could not be since changing conditions produce' new uncertainties
and resolve old ones on a continuing basis.

st On the other hand, when unusual circumances ar'
h
. .
chan
. Ise or were
there are sIgnIficant
taintges ,In. the degree of business uncerY eXIstIng in a reporting entity, a regis-

In several industries, severe economic
problems have developed in 1974. This has
been particularly true in the real estate area
where high interest rates, increasing con-

Loans and Loan Loss Reserves of Financial
Institutions
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struction costs and difficulties in renting or . banking authorities. It should be emphasized
th~( such formulae can:. only be viewed as,'a'
selling completed projec.ts.have threatened
the survival of many enterprises. Companies
starting point in determining the necess~ry
provisions 'to absor,b 'fu,ture Joan losees. :As
wlt~ substantial equityipvestments in or
set forth in Regulation F of, the F,ederal
credit extensions to such enterprises have
therefore had to face. the problem of deterReserve Board" an', estimated amoun~, for
m'ining the value of such assets, and in most
loan losses in excess of the minimum arp.ount
should be provided when judged appropriate.
cases a v.ery wide range of possible values
exist depending upon various assumptions
If, as may be the case with many registrants
about the future.'
' .
in 1974, the minimum provisiori' r~stilts' in a
valuation reserve balance' less ,than 'an
Companies, such as real estate investment
trusts, which find themselves in such a posiamount adequate to reflect' the risks in, the
tion should make disclosures beyond the acyear-end loan portfolio, registrants must pr9vide the amount necessary to insure the
tual amount of loan l~ss reserve provided to
enable investors to obtain a more' complete
adequacy of the reserve.
picture of uncertainties, involved. For examin additiori to the adequacy of valuation
ple, in 'addition to' the disclosures required
reserves, it is important that financial instiunder Rules 12-42 and 12-43 of Regulation Stutions make appropriate financi~l stateX, narrative disclosures might' be made of
mEmt disclosures to enable investors to unthe adequacy of any security interest held in
derstand the nature and current status of
terms . of 'current realizable value, the
their portfolios. This should encompass a sufamount' of loans delinquent and the extent of
ficient breakdown of assets to giveth.e investhe delin'quencies, the concentration of the
tor infi!igh.t into investment policies~ l.ending
portfolio in particular markets and the ecop~a~tices and portfolio concentration. Banks,
nomic coiiditions in those m'arkets, the sensifor' . example, have generally, disclosed
tivity of the portfolio to" specific economic
"lo~ns" as a single item in the balance sheet,
variables such as changing interest rates
even though the item frequently amounts to
and local employment conditions and the exmore than 50% of earning assets.' In such
tent to which income continues to be accrued
cases, it would seem desirable to furnish
in
.on various assets in the portfolio. To the
the balance sheet or the notes thereto an
extent possible; these disclosures should be
additional analys,is of loan categories, perspecific, not general. They should describe
haps such as that required by Schedule III of
both positive and negative factors.
Form F-9 of Regulation F of the Federal
While the real estate industry has been a
Reserve Board. '
'
particular problem area, loan loss reserve
Additional disclosures should also .be conproblems of financial institutions are by no
sidered in c~ses where there have been submeans limited to this area. Surveys of loan , stantial changes'in the risk characteristics of
losses of banks; for example, have indicated
portfolios, even when increased provisions
that during the period 1969-1973, loan losses
for losses have been made. Where, for examas a percentage of loans outstanding have
ple, loans which are considered doubtful as
doubled while the valuation portion of the
to collectibility have materi~iiy increased, ?r
where there have been large increases In
reserve for loan losses has declined substandelinquencies, loans eXtende~ or renegotially. In addition, current economic conditions have resulted in a substantial increase
tiated under adverse circumstances, or othe~
evidences of changed risk, registrants shoul
in borrowers who are experiencing financial
. hi'Ight
expand on normal disclosures to hIg
difficulties.
A significant factor contributing to the
such factors. '
decline in reserves is apparently the sole
reliance by some registrants on the miniMarketable Securities
mum provision for loan losses resulting from
.
. 'In th e marketd
The substantIal
declIne
applying regulatory formulae for minimum
re
value of common stocks which has occur
provisions described in the regulations of
.,"
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in 1974 has resulted" in many companies holding portfolios where the year-end market
value is below cost and hence where the risk'
of investment ioss has materially increased.
Generaily accepted accounting principles require that write downs to market be made by
a charge in the income statement in cases
where market declines are not due to a temporary condition. Registrants and their independent accountants must carefully review
investm"ent portfolios to determine whether
evidence indicates that a provision for loss is
necessary.
If registrants and their independent accountants conclude that no provision for loss
is required iIi the case of a portfolio where
market value is below cost at the balance
sheet date, it is particularly important that
full disclosure of the market decline and the
potential for loss on the basis of year-end
market values be made. In such case, corisideration should be given to including disclosure on the face of the balance sheet (in the
investment section) and the income' statement (in the investment income section). In
addition, comments on market value changes
should be included in "Management's Discussion and Analysis of the Summary of
Earnings" described in Accounting Series
Release No. 159.
Declines in the market value of common
stocks are particularly significant in the insurance industry. In this industry, current
practice permits common stock portfolios to
be carried on the balance sheet at market
values with cost disclosed parenthetically
even though gains and losses are reflected in
the income statement on a realized basis.
Under current market conditions, it would
appear desirable for all insurance companies
to consider adopting this approach.
By making these comments the Commis,sion does not intend to prejudge the many
co.mplex accounting issues in connection
wIth marketable securities which must be
a.ddressed in a systematic way by the FinanCIal Accounting Standards Board.
Deferral of Fuel Costs by Public Utilities
Du·
Sub rmg. th~ past year, there have been
stantIal Increases in the fuel costs of
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public utilities. In many cases, public' utility
commissions have 'permitted these increased
costs to be passed on to users through a "fuel
adjustment clause" under which increased
costs paid in one period may be directly
billed to users in a subsequent period~ These
costs have in some cases been deferred as
assets by utilities and matched against revenues in the period when they are' billed.
While such an accounting approach may not
be inappropriate" in circumstances where a
direct right of pass through exists, uncertainties exist in some cases as to whether
public utility commissions will permit the
recovery of these deferred costs at a time
when full new rate schedules are adopted. In
cases where public utility commission orders
do not assure such recovery, registrants
should make disclosure of the uncertainty as
to recovery which may exist and the effect
on the financial statements of a failure to
recover these costs.
Cost of Raw Materials Where Price is Still
Under Negotiation
During the past year, companies in the
petroleum industry who source crude oil in
foreign countries have had to deal with problems of unusual uncertainties. Because of
uncompleted negotiations concerning the
take over of ownership by foreign governments and because crude oil acquired in 1974
was expected to be subject to the price d'eterminations of the finally negotiated agreement, such companies have had to estimate
the cost of crude oil currently being used in
reporting results.
Where such unusual circumstances exist
and where changes in estimates would have
a significant impact upon reported results,
expanded disclosure should be provided to
enable investors to appraise the magnitude
of the risks involved. Such disclosure should
be highlighted in presentations of financial
information.
The disclosure should include a description
of the unusual circumstances involved, a description of the types of assumptions made
by management when preparing financial
reports, and an indication of the sensitivity
of current and prospective earnings to
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changes in such assumptions caused either
by changing circumstance~,or the final. determination of the uncertainties involved.
It would be appropriate to set forth such
narrative discussions as part of the statement of accounting policies, as a separate
note to financial statements or by a parenthetical statement on the face of the statements.
Small Number of Projects with Dominant
Effect on Results
In some circumstances, registrants are in
a position where the outcome of one or a very
small number of projects will have a dominant effect in determining. the company's
success or failure. These, projects are frequently subject to substantial, uncertainties.
Examples are major aircraft projects by airframe 'manufacturers, major constructon
projects by a contractor, or major mineral
exploration projects by an extractive industries company., In ,each case, .the individual
project is of an extremely large size relative
to the size of the company.
In such cases, estimates of future success
may be necessary in order to pre'sent financial statements on a going concern basis, and
the degree of that "future succe!'!s may have
to be predicted' to some explicit degree in
order to present an income statement covering current operations. In a major aircraft
project, for example, accounting .for the present will require some estimate of the total
number of units to be sold over the life of the

project and the length of time over which
those units will be i:;old, since aggregate costs'
must be spread over the units in the p:fo~
gram. In addition, estimates must be made of
changing levels of cost taking into account
production experience (the learning curve)
and inflationary effe'cts.
While the Commission has recently
amended 'its financial disclosure ,requirements (in Accounting'Series Release No. 164)
to obtain better disclosure of long-term contract activities in all cases, those. situations
in which one or a few estimates subject to
substantial 'uncertainty will have a' dominant effect must be additionally considered.
In such cases, disclosure of the sensitivity
of results to 'estimates must be emphasized.
This may be done in the face of the financial
statements by modifying appropriate captions. Another possible approach to be considered in unusual circumstances is revising
the basic format of conventional financial
statements to reflect a range of outcomes. In
addition, substantial footnote discussion of
results under alternative assumptions
should be considered.
The, Commission believes that the most
appropriate presentation in such cases will
depend upon the facts of the particular case,
but feels that it should emphasize the need
for comprehensive and fully highlighted disclosure.
By the Commission.
'GEORGE

A. FITZSIMMONS
Secretary

RELEASE NO. 167
December 24, 1974
SECURITIES EXCHANGE ACT OF 1934
Release No. 11153
Order Instituting Proceedings and Imposing Remedial Sanctions'in the Matter of Westheimer,
Fine, Berger & Co.
,
"
.
f issues
Westheimer, Fine, Berger & Co. ("WFB"),
solely for the purpose ~f dIspoSmg 0 2(e) of
raised with respect to It under R~le Those
a partnership engaged in the practice of
the Commission's Rules of PractIce.
accounting, has made an offer of settlement
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issues relate ~o WFB'sright to appear and
practice before the Commission. They arise
out of the entry on November 14, 1974, of a
consent 'judgment of permanent injunction
against WFB in an action, brought by the
Commission. 1 The Commission's complaint in
that action alleged, among other things, that
WFB had violated or aided and abetted violations of Se~tions 19(b)a~d 13(a) of the ,Securities Exchange Act and Rules 10b-5 and 13a-1
thereunder by permitting i~s audit reports,
including its qualified opinion, to accompany
the financial statements of Realty Equities
Corporation of New York ("Realty") for
Realty's fiscal years. ended March3l, 1971
and 1972. According to the complaint, those
financial statements reported certain transactions involving Realty, Republic National
Life Insurance Company and others as bona
fide arms-length busi~ess transactions when
such transactions were not so in fact. The
c~mplaint further alleged that, the results of
some of those transactions were not as reported in the aforementioned financial statements.
Without admitting or denying the allegations of the complaint, and solely for the
purpose of settlement, WFB consented to a
judgment of permanent injunction enjoining
it from violating the above-cited provisions
of the Exchange Act and the rules thereunder in connection with the purchase or sale
of securities of Realty, any subsidiary
thereof, or any other company which has or
has had securities registered pursuant to the
Securities or the Exchange Acts or for the
~ecurities of which there exists a public tradIng market and which, within two of the last
preceding three fiscal years (a) derived more
than 25% of its revenues or pre~tax net profit
(loss) from the purchase, sale, trading, or
other transactions involving the transfer of
~eal estate properties or interests therein
(~~her th~n personal residential uni~s), and
p ~ecogDIzed material (in relation to pre-tax
gains from the sale, or other
dl~OspoItSl·t·(loss»
Ion of interests in real estate proper-

'---'s

et 1l1:~SCD v. Republic National Life Insurance Company,
Releas ·N·N.y., 74 Civ. 1097 (MP). See S.E.C. Litigation
e 0.6273 (March 8, 1974),3 S.E.C. Docket 684.

,
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ties (other than personal residEmtiaI-units) (i)
in which the purchaser made no significant
investment in the property or (ii)' in which
the seller has a continued involvement with
the property sold.
In view of the permanent injunction, the
COl!lmission deems it necessary that proceed- '
ings be instituted against WFB pursuant to
Rule 2(e) of 'the Commission's Rules of Practice with respect to its qualifications to appear and practice befo~e the' Commission.
Without admitting or denying the allega-'
tions of the Commission's complaint,' and
solely for the purpose of 'settlement, WFB
has submitted an offer of settlement in
which it consents'to the entry of a,n order by
the Commission pursuant to Rule 2(e), which
provides that:
1. For at least one year from the date on
which this order is entered, WFB will
employ the services of a special consultant satisfactory to the, Commission.
Such person shall be available to WFB
for consultation to the extent requested
by that firm. In addition to any specific
requests by WFB during the period of
such consultant's retention, the consultant shall select for review and review, to
the extent set forth below, the audits of
approximately 15% of the publicly-held
companies for which WFB serves as independent auditor.2 The review to be conducted by the special consultant shall be
performed after WFB has completed its
audit work and formulated its proposed
accountant's report on 'the financial
statements which include the transaction
and/or occurrence occasioning his review, but before WFB has rendered its
report on such statements.
2. After the special consultant has completed his review with respect to the
prescribed number of public companies,
,2 The audits which the special consultant may select
for review shall be limited to those audits in which
certain transactions and/or occurrences outside of the
client company's ordinary course of business are mate·
rial to the audit. His review shall be limited to the audit
work performed, as reflected in the work papers, with
respect to such transactions and/or occurrences and the
accounting judgments made thereon.
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he shall render a report to the Commission as to his findings concerning' the
adequacy of the audit work performed,
as reflected in the work papers, with
respect to the transactions and/or occurrences occasioning his review and concerning the reasonableness of the accounting judgments made. thereon. The
report shall inciude a description of the
scope and nature of his review on which
such findings were based and shall be
furnished to the Commission not later
.than 90 days after the completion of the
. -last review by the special consultant
pursuant to paragraph 1 hereof. 3
3. -In addition, WFB shall adopt auditing.
procedures to determi~e whether its
clients' have entered into . material
_transactions with related parties. 4
. WIthin 90 days from the date of the
entry of this order, WFB shall submit
. such. proposed procedures to the Commission's Chief Accountant for his re_view and approval.
4. Should WFB merge into another public
_ accounting firm engaged in practice before the Commission and which. in terms
'of. the number of its professional. employees, including partners, is at least
twice' as large as WFB, the provisions of
paragraphs 1, 2 and 3 herein above shall
terminate on the date of such merger.
3 Such report shall not identify the clients' involved in
the special consultant's review. However, WFB shall
retain in its files information as to such clients' identity.
Should the Commission deem such information necessary, it will be made available to it.
4 Among other things, such procedures shall include a
definition of the circumstances in which transactions
shall be deemed to be with related parties.

. As expeditiously as possible thereafter,
'- the combined accounting firm shaH apply its quality control standards to the
audits to be performed on the financial
statements of public companies that
were for1p.erly clients of WFB. Furthermore, within 90 days from the date of
such merger' the combined firm shall
report to the Chief Accountant the status of the Implementation of the application of such quality control standards
to such clients. And within 180 days
from .the date of such merger the combined firm shall submit· to the Chief
Accountant a final report confirming
that the quality control standards have
been adopted for use in all audits of
such clients.
After due consideration, the Commission
has determined to accept the offer of settlement .
Accordingly, IT IS ORDERED that proceedings pursuant to Rule 2(e) of the Commission's Rules of Practice be, and they hereby are, instituted against Westheimer,
Fine, Berger & Co.; it is further
ORDERED that Westheimer, Fine, Berger
& Qo. be, and it is hereby is, censured; and it
is further
ORDERED that" Westheimer, Fine, Berger
& Co. comply with all of the terms of the
offer of settlement that the Commission has
hereby accepted.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.
GEORGE

A. FITZSIMMONS
Secretary
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RELEASE NO. 168
January 13, 1975
SEcuRITIES EX~HANGE ACT OF 1934
Release No. 11176
'Order Instituting Proceedings and imposing Remedial Sanctions in the Matter of Benjamin
Botwinick & Co. and Alvin I.-Mindes '
Benjamin Botwinick & Co. ("BB"), a firm
of certified public accountants, and' Alvin I.
Mindes ("Mindes"), a certified public accountant and a partner in BB, have made an
offer of settlement for the purpose of disposing of matters raised with respect to them
under Rule 2(e) of the Commission's Rules of
Practice.' These matters arise out of the entryon January 8, 1975 of a consent judgment
of permanent injunction against BB, and
Mindes in an action brought by the'Commis'
sion. 1
'- '
,
The Commission's complaint in that action
alleged, among other things, that BB and
Mindes violated and aided andl abetted violations of Sections 10(b) and 13(a) of the Securities Exchange Act arid the rules promulgated thereunder. The complaint alleges,
inter alia, that BB and, Mindes participated
in the filing with the Commission of an annual report on Form lO-K for the fiscal year
ended December 31, 1971 of Allegheny Beverage Corporation ("ABC"), which report
contained consolidated financial statements
of ABC certified by BB.
The complaint charged, inter alia, that in
its consolidated statement of operations for
the year ended December 31, 197i, ABC materially overstated net sales and net earnings by improperly accounting for sales of
Vending machines by its wholly-owned subSidiary, Valu Vend, Inc. ("VV"), because the
sales transactions had not been substantially completed as of December 31, 1971, and
the revenues reported as a result of such
~~l.es Were substantially uncertain ~f collectith lty. The complaint alleged that many of
e sales were made in late 1971 to newly-

-----

'SEC
93 2-73 v. Alle.g~eny Beverage Corporation, et at., D.D.C.
1975).' See LItIgation Release No. 6677 (January 13,

formed corporate purchasers with nominal
assets, the principl:lls of which were inexperienced in the vending or soft drink business,
had made nominal or no downpay~ents to
VV, had nominal or no cash invest,ment in
the business 'venture, and had not personally
guaranteed notes executed in conjunction
with the sales of the machines. The complaint charged that ABC or subsidiaries
made advance 'cash payments to several
large purchasers of machines to enable the
purchasers to commence business operations. The complaint -further alleged that
payment on the notes was dependent on the
sale of beverage through the vending machines, that by the end of 1971 a, inaterial
number of the machines reportedly sold had
not been delivered and more than 75% of the
machines were not on income-producing locations, and that moratoria on required note
payments of 'up to six months were granted.
Finally, it was alleged that by the time BB's
audit of ABC was completed', ABC had been
noti:fi~d by a number of major purchasers of
their 'inability to -make timely installment
payments and rp,eet inflated beverage sales
projections that 'had been used by ABC to
induce purchases of vending machines.
The complaint also alleged that ABC's
earnings were materially overstated by the
improper capitalization of purported start-up
costs and test-market costs, and that ABC's
consolidated balance sheet materially overstated assets and retained earnings as a
result of the improper accounting of sales of
vending machines and purported start-up
and test-market costs.
The complaint also alleged that the opinion
of BB contained in the ABC annual report
stated that "the Valu Vend, Inc. subsidiary
in its inception year reported income from
vending machine sales on the accrual
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method," that "[n]otes receivable from such
sales will be collected over a four year period
from the date of the sale," and that "subject
to the collection of the aforementioned notes
receivable.... the financial statements contained in the annual report present fairly
the consolidated financial position and results of operations' ·of ABC and subsidiaries
as of and for the year ended December 31,
197.1,. and were prepared in conformity with
generally accepted accounting principles.
The complaint alleged that the opinion of
BB was materially false and misleading because ABC's financial statements were not
prepared in conformity with generally accepted accounting principles and did not
present fairly the consolidated financial position and results of operations of ABC and
subsidiaries as of and for the year ended
December 31, 1971.
Without admitting or denying the allegations of the complaint and solely for the
purpos'e of settlement, BB and Mindes consented to a judgment of permanent injunction enjoining -them from violating the
above-cited provisions of the Exchange Act
and the rules thereunder in connection with
the purchase or i;Jale of any securities.
In view of the permanent injunction, the
Commission deems it necessary that proceed~
ings be instituted against BB and Mindes
pursuant to Rule 2(e) of its Rules of Practice
with respect to their qualifications to appear
and practice before the Commission. Without
admitting or denying the allegations of the
Commission's complaint and solely for the
purpose of settlemment, BB and Mindes
have submitted an offer of settlement in
which they consent to the entry by the Commission, pursuant to Rule '2(e) of the Rules of
Practice, of an order imposing the following
sanctions. 2 After due consideration, the Commission has determined to accept the offer of
, settlement.

2 In connection with the offer of settlement, BB advises the Commission that it will resign as the public
accountants for ABC on the completion of its audit for
the year ended December 31, 1974, and that it will not
accept any new engagements from ABC involving required filings, submissions or certifications with the
Commission.

Accordingly, it·is hereby ORDERED
1. That BB request the American Institute of Certified Public Accountants to
designate one 'or two persons satisfactory to the Commission's Chief Accountant to review the auditing procedures
(including the application.' of 'generally
accepted accounting principles) of BE. in
connection with clients· making filings
with the Commission; -that, in this connection, the designated reviewer or reviewers examine the working papers of
audits of companies for fiscal years ending before FebruarY 28, 1975, and have
the full scope and authority to communicate with the Commission's staff to
ascertail1 its views and questions and to
review, as they deem appropriate, the
persormel and other records of BB, to
the extent reasonable and necessary to
determine whether the professional procedures and practices. of BB are adequate; that at the conclusion of this
review, and within 10 months from the
date hereof, the reviewer or reviewers
report conchisions to the Commission
and make recommendations if needed to
BB for improvements; that these proceedings remain open, and the Commission 'retain jurisdiction of the matter, to
the extent reasonable and necessary to
assure reasonable compliance with said
recommendations; and that-BB not accept engagements with any new clients
for 10 months from the. date hereof
where the engagement is expected to
involve auditing or accounting services
in connection with filing of financial
statements with, or submissions or certifications to, the Commission.
2. That Mindes complete a program of continuing professional education by attending courses or seminars for at lea:t
100 hours in subjects relating to pub.hC
accounting or auditing; that this c~ntlnf
uing education extend over a perIod 0
not more than 10 months from the date
eminars
hereof; that the courses or s
the
attended must be acceptable to
d
Commission's Chief Accoun tnt·
a , anb.
M'In d es shall SUat
that upon completIOn,
mit an affidavit certifying attendance
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said 100 hours of continuing education.
3. That during the to-month period referred to hereinabove, Mindes engage in
no practice before the Commission as an
accountant other than as an employee
or consuitant under supervision, and in
no case act as and/or be a partner of BB.
4. That BB have a policy that, for a fiveyear period, each of its partners shall
attend courses or seminars in subjects
relating to public accounting or auditing
to the extent of at least 40 hours per
year.
It is further ORDERED that proceedings
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pursuant to Rule 2(e) of the Commission's
Rules of Practice be, and they hereby are,
instituted against Benjamin Botwinick & Co.
and Alvin 1. Mindes; and it is further
ORDERED that Benjamin Botwinick &
Co. and Alvin 1. Mindes comply with all of
the terms of the offer of settlement that the
Commission has hereby accepted.
For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.
GEORGE A. FITZSIMMONS
Secretary

RELEASE NO. 169
January 23, 1975
SECURITIES ACT OF 1933
Release No. 5558

SECURITIES EXCHANGE ACT OF 1934
Release No. 11198

Financial Disclosure Problems Relating to the Adoption of the Lifo Inventory Method
The Commission today authorized the issuance of the following exchange of correspondence between its Chief Accountant and
the Internal Revenue Service relating to discussions held in regard to financial disclosure problems arising from the adoption of
LIFO accounting by many registrants and
the book-tax conformity requirements of the
Internal Revenue Code.
Attachments
Letter to Internal Revenue Service,
January 20, 1 9 7 5 "
Letter
f
l
.
.
rom nternal
Revenue
SerVIce,
January 23, 1975

SECURITIES AND EXCHANGE COMMISSION,
WASHINGTON, D.C. 20549
January 20, 1975
MR. LAWRENCE B. Gnms,
Assistant Commissioner (Technical)
Internal Revenue Service
Room 3042
1111 Constitution Avenue, N.W.
Washington, D.C. 20224
DEAR MR. GmBS:
As we discussed, this letter sets forth my
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understanding of the solutions agreed upon
to prevent possible conflicts between financial disclosure principles and Revenue Ruling 74-586.
The Commission's Accounting Series Release No. 159 requires a public company to
include "Management's Discussion and
Analysis of the Summary of Earnings" in
filings with the Commission. The same analysis must be included in the annual report to
stockholders, although its format may vary
somewhat from that used in filings on Form
10-K or in registration statements. The purpose of requiring this analysis, which under
the rules would include a statement explaining "changes in accounting principles or in
the method of their application that have a
material effect on net income as reported," is
to provide investors with a summary in one
place bf the most significant elements of
reported results.
In 'the case of companies which have
changed to LIFO accounting for inventories,
an explanation of the change and its effect is
called for by Accounting Series Release No.
159. My understanding of our agreement on
Accounting Series Release No. 159 reporting
is that the Service would not terminate a
LIFO election if the same language used in
the financial statements footnote to disclose
the effect of the change to LIFO is repeated
in management's analysis of operations. This
is true whether such analysis is included as a
separate narrative or as a part of the president's letter. You are agreeable to this position because the change to LIFO would only
be made where that method is preferable to
the one previously used. Thus the description of the change would state the effect on
income but would be written in a manner
which conveys the message, that a summary
of operations using the LIFO method for the
current year is more meaningful in under'standing the company's results of operations.
A typical example relating to the impact
on earnings might read as follows:
Footnote A: The company has changed its
method of accounting for inventories to Last-in, First-out
(LIFO) method. This was done

because the rapid increase in
prices during the year would
result in an overstatement of
profits if use of the First-in,
First-out (FIFO) method were
continued since inventories
sold were replaced at substantially higher prices. The effect
on reported earnings for the
year was a decrease of
$XXX,XXX, or $X.XX per
share.
Excerpt from Man.agement's Analysis of
Summary of Earnings:
In order not to overstate reported profits
as a result of inflation during the year, the
company changed its method of accounting
for inventory from First-in, First-out to
Last-in, First-out. This was necessary because of the rapid increase in prices in
197X which caused inventories sold to be
replaced at substantially higher prices.
The effect of the change was to decrease
reported earnings by $XXX,XXX, or
$X.XX per share.
Your Rev. Proc. 73-37 has previously
stated that a company which changed to
LIFO may make any disclosure which is
required by Accounting Principles Board
Opinion No. 20 in its financial statements for
the year of the change without causing the
Service to terminate the LIFO election. I
understand that consistent with this position
and in recognition of new financial disclosure
principles, the Service will amplify Rev. Proc.
73-37 to allow the discl6sures required by
Accounting Principles Board Opinion No. 28
and Financial Accounting Standards Board
Statement No.3 in addition to the disclosure
required in Accounting Series Release No.
159. The amplified Revenue Procedure also
would provide that the above disclosures
could be made in news releases, etc., in the
year of election.
We believe that Rev. Proc. 73-37 amplified
as discussed above will satisfactorily solve
the problem of permitting necessary disclosures in the year in which a change to LIFO
is made. The disclosures required to be made
under our present rules and the other authoritative sources cited above are limited to
the income effects of the specific changes
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made during the year and therefore would
only cover any segment of an inventory for
which a change was made. If part of the
inventory was changed to LIFO in one-year
and another segment was changed in the
next, the disclosures in the second year
would only relate to the effect on overall
earnings of the segment changed in that
year and not to the effect of a different
inventory method on the inventory previmisly changed to LIFO.
Rule 3-07 of Regulation S-X requires that
the disclosure made in the year of change be
repeated at any time the financial statements for that year are subsequently reported. Instructions to registration statements and annual reports filed with the
Commission require a summary of operations which includes information or explanation of material significance, including accounting changes. Securities Exchange Act
of 1934 Release No. 11079 requires that-a five
year summary of operations be included in
the annual reports to shareholders. We understand that such a repetition of previously
made disclosure will not cause conformity
problems. Our rules and the relevant authoritative literature do not presently require
that any disclosure be made of the effect of
using an alternative calculation of cost of
sales covering periods subsequent to the
year in which the change to LIFO is made.
We do encourage but do not require registrants to make disclosure of the pro-forma
effect on income if the LIFO system had
been used in the year prior to its adoption,
but we understand that this disclosure would
cause no conformity problems since the registrant was not using the LIFO method for
tax purposes in such previous year.
We also considered Rev. Rul. 73-66 which
Was issued in part as a result of the 1972
a~endments on Regulation S-X which re~uIre (in Rule 5-02-6(b» that registrants uslng the LIFO method disclose "the excess of
repla
LIF cement or current cost over stated
call 0, value" if material, either parenthetiy In the balance sheet or in a note to the
fi nan'
I
Pro . ~Ia statements. The ruling presently
sta~ es that a footnote or parenthetical
the ement to the balance sheet could state
excess of FIFO over LIFO cost. We un-
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derstand that the Service will amplify Rev.
Rul. 73-66 so that the use of replacement or
current cost (which normally would not differ significantly from FIFO) also would be
permitted in this note or parenthetically in
the financial statements.
Sincerely,

John C. Burton
Chief Accountant

INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224
January 23, 1975.
MR. JOHN C. BURTON,
Chief Accountant
Securities and Exchange Commission
Washington, D.C. 20549
DEAR MR. BURTON:
I have received your letter dated January
20,1975.
Your letter is consistent with my understanding and the position of the Internal
Revenue Service as set forth in Revenue
Procedure 75-10, 1975-7 I.R.B. dated February 18, 1975, and Rev. Rul. 75-50, 1975-7
I.R.B., to be announced today in Technical
Information Releaseses, copies- of which are
enclosed for your information.
It is also my understanding that the above
mentioned letter and this letter are being
published concurrently by the Securities and
Exchange Commission and the Internal Revenue Service today.
Sincerely yours,

Lawrence B. Gibbs
Assistant Commissioner (Technical)
Enclosures
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RELEASE NO. 170
January 27, 1975
SECURITIES ACT OF 1933
Release No. 5562

SECURITIES EXCHANGE ACT OF 1934
Release No. 11210

Order Suspending Accountant from Appearance or Practice Before the Comission in the Matter
of Tubber T. Okuda
On April 27, 1973, Tubber T. Okuda, an
accountant, was permanently enjoined from
violating the antifraud provisions of the Securities and the Securities Exchange Acts by
the United States District Court for the Western District of Washington. 1 The court
found that Okuda prepared two false and
misleading financial statements for Northwest Pacific Enterprises, Inc., only one of
which was certified. These statements were
found to have been used to induce persons to
purchase the securities of Northwest Pacific.
In a memorandum in support of its successful motion for summary judgment, the Commission argued that (1) Okuda knew or
should have known these financial statements were false and misleading in that they
failed to disclose that principal assets (six
ocean going vessels) were grossly overstated,
and (2) Okuda failed to review sufficient competent evidentiary material to affQrd a reasonable basis for the expression of his opinion on the certified financial statement of
Northwest. The injunction led to Okuda's
temporary suspension from practice before
the Commission. These proceedings were initiated at Okuda's request to determine
whether or not that temporary suspension
should be made permanent. 2

IS.E.C. v. Northwest Pacific Enterprises, [nc., Civ. No.
518-72C2.
2 See Rule 2(e) (3) (ii) and (iii) of the Rules of Practice.

The Commission has now determined to
accept Okuda's offer of settlement. On the
basis of that offer, it is
ORDERED that Tubber T. Okuda be, and
he hereby is, permanently suspended from
appearing or practicing before the Commission; but it is further
ORDERED that on and after September
20, 1976, Okuda shall have the full right to
apply for reinstatement;3 and it is further
ORDERED that any such application shall
be granted, if s'upported by an adequate
showing that:
(A) Okuda has familiarized himself with
the registration and the disclosure provisions of the federal securitiees statutes and
with the Commission's requirements with respect to accounting procedures, and
(B) Nothing has occurred during the suspension period that would be a basis for
adverse action against Okuda under Rule
2(e).

For the Commission, by the Office of Opinions and Review, pursuant to delegated authority.

GEORGE A. FITZSIMMONS

Secretary

3The temporary suspension order was enter
September 20, 1973.
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RELEASE NO. 171
May 1, 1975
PUBLIC UTILITY
ACT OF 1935
Release No. 18963

HOLDING

COMPANY

Adoption of Revised Rule 26 Under the Public UtilitY Holding Company Act of 1935 and
Rescission of the Uniform System of Accounts for Holding Companies
The Securities and Exchange Commission
today announced the adoption of revised
Rule 26 (17CFR 250.26) under the Public
Utility Holding Company Act of 1935, and
the rescission of the uniform system of a.ccounts for holding companies ("uniform system"). The purpose of the change is to facilitate adjustment of . registered' holding
company accounts to generally accepted accounting standards.
The revision was noticed for comment 'January 23, 1975 (HCAR No. 18782, 6 S.E.C.
Docket 169, 40 FR 5372). Six responses were
received, all endorsing the change in substance.
(The text of the amendment of Rule 26
(17CFR250.26) is omitted.)
Statutory Basis
Section 15(a) of the Act authorizes the
Commission to prescribe the records and ac~
counts to be maintained and the periods
during which they are to be retained for
inspection and audit by every registered
holding company and every subsidiary. Section 15(e) of the Act requires that only ~n
a~counting system approved by the CommisSIOn be used. And Rule 28 prohibits, with the
e~ceptions stated therein, the use of finanCIal statements inconsistent with the book
accounts so maintained.
We hereby authorize, as a transitional
me
.
theasure, the adjustment of all ac£ounts for
calendar year 1975 to conform to the new
accOunti
an
ng system adopted in that year by
SU:h Company subject to the rule, as though
be . S!stem had been in effect since the
in ~~~?g of 1975. We have already granted
Janu lng Company Act Release No. 18782,
ary 23, 1975, an exception from Rule 28,

to permit companies which intend to adopt
such accounting system in 1975 pursuant to
the amended rule to publish financial statements for the year 1974 on the new basis.
This exception is hereby renewed and extended to, financial statements for the year
1975 or portions thereof.
.
. Background a ..d

~urpose

. We have detertnined that the uniform system, prescribed in 1936, -has ·become obsolete
in significant res'peets and that there is rib
longer a need for a single' prescribed system
of accounts for holding companies'. . The
change will aliow holding companIes to take
the initiative iIi developing accounting systems adapted to their particular requirements.
The rescission of the uniform system eliminates . discrepancies which have developed
since the uniform system was adopted between the accounts prescdbed and generally
accepted accoUliting principles. The principal
effects· are the use of the· equity method of
accounting for investments in subsidiaries in
place of the cost method and the presentation of extraordinary gains and losses on the
income statement, rather than in retained
earnings.
Record Retention
The rule published herein differs from that
proposed in that it adopts rather than rescinds the detailed schedule of record retention requirements which has been in effect
since 1959. It should be noted that, under
paragraph (g) of the revised Rule 26, references in that schedule to the uniform system
of accounts noW are to be read as references
to Rule 26. We are aware that this schedule
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needs some change and expect to publish' an
amendment for comment.
In reviewing the proposed rule in the light
of the 'comments' received, it became apparent that the substitution of proposed paragraph (c) for the existing specific instructioris as . to record retention created
uncertainties and ambiguities which should
be avoided. It would not be appropriate to
defer action on the basic accounting change
proposed for republication of record retention requirements, so it is necessary to retain the existing requirements until the pro-,
cedures necessary for change can be
completed'.
.
.

,

.

Other Changes From the Rule as Proposed
Textual alterations have bee:p. made to
clarify certain questions raised in the commentf'!. The second sel1tence. of p,aragraph
(c)(2), which would have required that undistributed .ea~ings of SUbsidiaries be 'seg1-egated .on: tlleparent. company's' balance
sheet, has been deleted. This conforms to our
basic policy of leaving the form of fin,ancial
statements to Regulation 8-X. Although the
legal restrictions on ~lie lise of that portion
of, the parent company's retained earnings
will normally be material, that restriction
wIll usually overlap with similar restrictions
imposed by bond indentures Qr loan agreements, which are customarily described by
foot'note. A mandatory use of a balance ~heet'
caption for one such restriction could complicate an already difficult problem of dIsclosure.'
,
The final clause of paragraph (c)(3), which
referred to a Section 12(c) application becoming effective under Rule 23, is deletedbe~
cause such an application can become effective in more than one way.
. Filing requirements, which originally appeared as subparagraph (b)(5), have beEm
restated in a separate paragraph (b). Each
existing registered holding company should
identify the accounts to be used in its system
as part of its Form U5S for 1974, due May 1,
1975, or by supplement thereto. A company
electing to continue to use the old uniform
system until January 1, 1976, should so state
in that filing but must specify the accounts

to beuse'd in a supplement thereto fiied' by
December 1, 1975. This conforms to the 30~
day advance filing requirement for' amendments.
This portion of the rule has beeD: 'elabo'rated to make it clear that the filing need not
be repeated' each year and that' copies' of
official charts of accounts, such as' those
promulgated by the Federal Power Commis:sion, need not be filed.
Some companies subject to the rule may
wish to adopt an official system used by their
subsidiaries or associates, even though not
. required to do so. The rule permits this choice.'
Such companies are free to modify the system so selected. Any variation from an official syste~ would, of course, preclude 'ine~t
ing the' filing requirements' by a simple
reference. However, official systems. are a
matter of official notice and maY'be incorporated by refere;nce in a filIng, as long as. the
variations therefrom are unequivocally
stated.
,Concern. has been expressed that. para~aph (b)(9) of Rule 14 a-3 under the Securities Exchange Act of 1934 would require
inclusion of the entire chart of accounts in
the material which the issuer is required to
furnish on request to its security holders.
That rule specifies the conditions on which
exhibits to such filings are to be furnished,
and is fully adequate to cover the' contingency~

Application of Rule 26
Rule 26 is coextensive with Section 15(a) of
the Act and applies, except 'as expressly limited, to every registered holding company
and every subsidiary thereof. The proposed
text has been rearranged to segregate in
paragraph (c) the provisions dealing with the
equity method of accounting for investments
in subsidiaries, which are inherently limited
t<,) su~h companies in a registered system as
have a subsidiary.
w
The record retention requirements, n0
1d
paragraph (d), apply only to registe~e d ho
Ttying companies which are not pubhc utl;lic
companies. Such requirements for P~ing
utility companies, whether or not hOd rill
companies, are specified by the Fe e
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P9wer Commission or state commissions. We
do not, at this time, see a need for additional
requirements ,as to 'these companies. '
'
"Subsidiary company" as used in this rule
has the specia~ meaning prescribed in Section 2(a)(8) of the Act, and includes any company regardless of form of organization in
which 10% or more of the voting,securities
are directly or indirectly owned, controlled or
held with power to, vote by a holding company. The rule does not prohibit use of the
equity method of .accounting
for. investm~nts
--

in nonsubsidiaries. Its use for such investments would be governed by applicable accounting standards. "
Rule 26, is adopted pursuant to authority;
conferred on, the Commissiort by the Public
Utility Holding Company Act of 1935, partic:
ularly Sections 15 and 20 thereof, and shall
. be effective forthwith.
'
By the Commission.
GEORGE

A. FITZSIMMONS
Secretary

- . RELEASE NO~ 172
JiI~e 13, 1975,SECURITIES ACT OF 1933
~elease No. 5590

PUBLIC UTILITY HOLDING COMPANY
ACT OF.1935
Rele,ase No. 19039

SECURITIES EXCHANGE ACT OF 1934
Release No. 11470

INVESTMENT COMPANY ACT OF 1940
Release No. 8819

Notice of Rescission of Guidelines Set Forth i~ Accouniing Series Release No. 148 Pertaining to
Classification of Short-Term, Obligatio~s Expected to be Refinanced
Accounting Series Release No. 148 (335436, 34-10493, 35-18168, IC-8082;' November
13, 1973) set forth guidelines concerIiing.Jthe
classification of commercial paper' and shortterm debt expected to be refinanced, as follows:
"Commercial paper and other short-term
debt should be classified as a-current
liability even though the issuer's intention' is to roll over such debt at its maturity. The fact that an issuer has both
financial strength and' a ,past borrowing
record such that sale of new paper appears reason'ably assured does not cons~itute a basis for long-termclassificatlon, since the power to terminate the
credit remains with the creditor. Only (1)
;he~ a borrower has a noncancelable
mdmg agreement from a creditor to
~e~nance the paper (or other short-term
t e t) and (2) when the refinancing exends the maturity date beyond one year
or th
e current operating cycle of the

business (whichever is longer) and (3)
when the borrower's intention is to exercise this right, should borrowings under
such an agreement be shown as a longterm liability (along with disclosure of
the above facts)."
These guidelines are rescinded effective
December 26, 1975 and financial statements
filed with the Commission with balance
sheets dated o~ or after that date shall follow the' criteria set forth in the Statement of
Financial Accounting Standards No. 6
("Classifi~ation of Short-Term Obligations
Expected t9 Be Refinanced-An Amendment
of ARB No. 43, Chapter 3A") which was
issued by the Financial Accounting Standards Board in June 1975. Earlier application
of this new Standard in lieu of ASR No. 148
guidelines is encouraged.
By the Commission
GEORGE

A. FITZSIMMONS
Secretary
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: RELEASE NO. 173
.: July 2, 1975
,.
SECURITIES EXCHANGE ACT OF 1934
ReieaseNo. 11517

Opinion and Order' iii a 'Proceediilg Pursuant to Rule 2(e) of the Commission's Rules
of Practice in the Matter of Peat, Marwick, Mitchell & Co.
•

, . . . .

f

Between February 1972 and March 1974
the Commission filed four civil injunctive
complaints against Peat, Marwick, Mitchell
& Co. ("PMM") relating to' PMM's examinations of financial statements of National Student Marketing Corporation ("NSMC"), Tall~y Industries, Inc. ("Talley"), Penri Central'
Company ("Penn Central"), and Republic:! N ational Life Insurance Company ("Republic
National"). In' addition, the Commission has
completed an' investigation relating to Stirling Homex Corporation ("StIrling Homex")
which"has also raised qu~stlons"coricerning
PMM's ~~lldit of thj.~ ."CoII1panY!s fjnancial
statements. 1 in order to resolve thes~ ,c(mtro~
versies, PMM has submitted an offer of settlement . which \s described in detail below,
and 'which we have considered and,d~ter~ ;.::
mined to' accept. As contemplated by the
settlement 9ffer, with~ut adniItting or denying any of the statements a,nd, conclusions
set forth herein, P:M:M· has -;agreed ·to the
institution of this Rule '2(e) 'proceeding and
the issuance of the order hereinafter set
forth. 2
The facts of these five matters, a/Sthey
The first four matters have' been the subje~t of
actions brought by the Commission against
the Companies involved, other persons and PMM. SEC v.
National Student Marketing Corp., et at, Civil Action No
225-72 (D.D.C.); SEC v. Peat, Marwick, Mitchell & Co.,
instituted sub nom; SEC v. Talley'Industries, Inc., et al.,
73 Civ. 4603 (S.D.N.Y.); SEq v. Republic National Life
I'I'I:surance Co., et. al., 74 Civ. 1097 (S.D.N.Y.); 'SEC v.
Penn Central, Co., et al., 74.Civ. 1125 (E.D. Pa.). The fifth
,matter has been the subject of an investigation of the
company, other persons and PMM. This opinion, except.
incidentally, does not attempt to deal with'. the other'
persons involved in these various controversies.
2 For purposes of this settlement and carrying out of
any procedures contemplated herein, PMM has waived
separation of functions between the staff and the Commission.
1

injun~tive

•

app~ar to the Commission, are set forth in
som~ detail below, together with the Com-

mission's views on the accounting and auditing lessons to be learned from them. The
following highlights certain of the basic
problems which have been noted by the Commission in these matters:
'
. The first set of problems relate to the
process of taking on a new audit engagement
and planning for the first audit. Three of
these cases involved initial audits:
In .the NSMC case, there was inadequate
communication between' the predecessor
auditor and PMM which resulted in, PMM's
being unaware of doubts wl.1ich the predecessor auditor had as to the integrity of manag~ment. In the Republic 'case, 'PMM was
:aware of disagreements between their predecessors and Republic's management regarding disclosure of and accounting for investments in its major debtor, 'but PMM did not
investigate these differen<~e.s in sufficient
,depth. The Commission, in Accounting Series
Release No. 153, already has expressed its
view that the basic responsibilities of auditors require full communication between
predecessors and successors. Another lesson
appears in NSMC and Stirling, where the
auditors accepted assertions by management
concerning the special circumstances of the
business involved although presentation of
the supposed results presented unusual accounting and auditing problems. In conside~
able measure this occurred because the audItors :were not sufficiently familiar with the
busin:ess context to assess the representations of management. Auditors should be
particularly careful when the client asserts}
.
unusu a}d
that special circumstances reqUIre
accounting or auditing solutions and sho~fi_
either possess or avail themselves of sU bcient industry knowledge to judge the SU
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stance of the situation. In additiqn, in Stirling there was a division of ultimate
authority for the engagement between two
partners, one of whom operated out of an
office far removed from the executive offices
and the manufacturing facilities of Stirling,
so that his abiiity to actively plan and supervise this difficult first audit was substantially reduced.
Another problem area highlighted by several of the cases is the need for emphasizing
the importance of substance over form in
determining accounting principles to be applied to particular transactions and situations. In addition to considering substance
over form in particular transactions, it is
important that the overall impression created by the financial statements be consistent with the business realities of the company's financial position and operations.
In the Penn Central case, PMM did not
place sufficient emphasis on the economic
substance of several transactions and hence
permitted these transactions to be accounted
for under principles which in our view were
not applicable in the circumstances. More
importantly, the inclusion of the sum of all
these transactions in financial statements
resulted in statements which, .taken as a
whole, did not communicate to the user the
business realities of the company's financial
position and operations.
We believe that an auditor must stand
back from his resolution of particular ac-.
counting issues and assess the aggregate
impact of the particular issues upon a reasonable investor's perception of the economic
substance of the enterprise for which financial statements are being presented.
In u~veral of these cases, serious problems
arose in the application of percentage of
completion accounting and its improper use
to accelerate the recognition of revenue. Percentage of completion accounting is normally
Used in SI't ua t'Ions where the conventIonal
.
afProach of recognizing revenue at the point
?Ingsale. and delivery would produce a misleadm llcture of business activity. This is nora
. y the case where there are substantial
proJects
I as t'mg longer than a year, where
ulti
wh mate sales are assured by contract and
ere reasonable estimates can be made of
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the cost to complete the project. In the
NSMC case, no firm sales had been made
and, in fact, the percentage of completion
was measured by the estimated percentage
of sales effort expended. In addition, "projects" were of short duration and cost estimates Were uncertain. Similarly, in Stirling,
sales contracts were dependent on obtaining
financing which was highly uncertain, and
the costs of completion were difficult to estimate.
These cases emphasize that the use of
accounting principles must be evaluated in
the light of their applicability to the facts of
the particular case, and that professionals
must exercise the greatest care and judgment in appraising their applicability. While
management may initially select the principles to be followed, the independent accountant must be satisfied that in his professional ju~gment the principles selected are
those which appropriately describe the business reality within the general framework of
the accounting approach to economic measurement.
Finally, in most of these situations, the
auditors accepted the representations of
management without obtaining independent
audit verification of the realities underlying
transactions. While the Commission does not
suggest that management representations
are not a significant source of evidence, it is
apparent that if the independent professionalism inherent in the auditor's role is to be
maintained, evidence beyond these assertions must be obtained in significant audit
areas.
In Talley, for instance, the auditors accepted management's estimates of contracts
to be received despite the fact that Talley
had to predict both total government contracts to be awarded and the company's expectations of its share of such total contracts. These largely subjective judgments
were based on various forms of "soft" data
and were not sufficient for the purpose of
assuming future orders. They also accepted
Talley's estimates of per unit cost reductions
despite the fact that Talley's cost system was
not capable of (and did not attempt to) monitor differences between estimated and actual
cost figures.
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The recognizing of revenue in· the NSMC
was its outside counsel. In July' of 1968,
case depended in part on the firmness of the
shortly before the close of NSMC's fiscal
"contracts" with NSMC's customers. In that . year, Covington & Burling resigned as counregard the auditors relied heavily on mansel to NSMC and was succeeded by White &
agement's representations that oral conCase ("NSMC's outside counsel"). At approxitracts were not unusual· and were suffimately the same time, Arthur. Andersen adciently firm to be a basis for recognizing
vised NSMC that it would not be available to
revenue. In the initial audit, they did not
undertake audit responsibilities for the fiscal
insist on written confirmations from cusyear ending August 31, 1968. Arthur Andertomers.
sen's decision to resign apparently came as a
In Stirling sales and income were recogresult of a'series of events which led Arthur
nized in connection with the manufacturing
Andersen and Covington & Burling to quesand installation of modular housing for local
tion the reliability of information which they
housing agencies although the agencies,
received fron NSMC's management.
themselves without funds, were dependent
Upon being requested by NSMC to accept
upon federal financing and binding committhe audit engagement, PMM's Washington
ments for such financing were absent. In the
office inquired of the managing partner of
Commission's judgment, PMM accepted repthe local Arthur Andersen office as to
resentations that documentation from the
whether there was any professional reason
local agency constituted or was the practical
why PMM should not undertake to act as
equivalent of committed federal financing.
outside autitors for the company. This limAssignments of modules to specific contracts,
ited inquiry, which the Commission believes
ability to recover installation cost overruns
should have been viewed as including quesand the status· of particular projects were
tions regarding management integrity, was
other areas where PMM largely relied upon
answered in writing in the negative. PMM
management representations and did not
did not ask for the reasons why Arthur Anperform appropriate audit steps.
dersen had resigned and -Andersen did not
supply any information in this regard. 4 The
* * * * *
Commission believes that information perThe following is a description of the five
taining to the integrity of management
cases.
should be communicated between predecessor and successor auditors. The resulting
failure of communication caused PMM to
undertake this engagement at a distinct disNATIONAL STUDENT MARKETING
advantage. While the kind of information
CORPORATION
Arthur Andersen and Covington & Burling
had did not necessarily go to the fundamenPrior to discussing PMM's role as indetal
integrity of NSMC's management, it was
pendent auditors for National Student Marnevertheless
significant information which
keting Corporation ("NSMC") reference
PMM
should
have
sought more aggressively.
should be made to the circumstances under
The
significance
of the simultaneous
which the firm was engaged. In April 1968,
changes
of
the
independent
auditors and outN'SMC made a registered public offering of
3
side
counsel
also
should
not
have been over30,000 shares of its common stock. At the '
looked. This additional information mighi
time of this registered, stock offering,
have added significantly to the nor~a
NSMC's independent auditors were Arthur
"healthy skepticism" with which the audItor
Andersen & Co. and Covington & Burling
approaches a professional engagement.
NSMC's common stock was offered to the public at
$6.00 per share. By September of 1968, the stock was
selling at $70 per share, about 350 times the last reported audited earnings per share.
3

I We

Arthur Andersen acted on advice of counse.
believe that at a minimum the fact that their respons~
ommunl
was limited by such advice should have been c
cated.
4

ACCOUNTING SERIES RELEASES

PMM's August 31,1968 EngagementAccounting for Fixed Fee Programs
NSMC was organized in 1966 to engage in
the development, marketing and implementation of various products and services of its
own and of its clients to high school and
college students. At this time, it maintained
its executive offices in Washington, D. C.
The clients of NSMC were companies wishing to sell their products and services in the
student market. NSMC designed youth-oriented advertising programs to fit the needs
of individual clients and sold its ability to
implement those programs by distributing
various materials - directly to the so-called
youth market. Media used by NSMC in its
youth marketing activities included campus
poster advertising, handouts, direct mail,
desk pads, college directories, newspaper insertions, films and product sampling. NSMC
sold its services through account executives
whose duties encompassed solicitation of prospective clients, explanation of NSMC's marketing capabilities and development and design of specific programs to meet clients'
marketing objectives. Posters, handouts,
samples and other promotional materials
used in the marketing programs were often
made and delivered to the NSMC distribution network by outside vendors and/or by
the clients themselves. NSMC's distribution
network consisted of part-time campus representatives employed by NSMC who workedon a commission basis.
NSMC's revenues were generated on
either a commission or fixed fee basis, depending upon the nature of the program. An
example of a commission program was the
distribution of posters with tear-off coupons
for a magazine subscription. The client
would pay a fee to NSMC per subscription
application coupon received. An example of a
fi:xed fee type program was a direct mailing
to
'fi number of addresses~ for a flat
£ a SpeCIIC
- ee. Fixed fee business first became signifi~;~t for NSMC during the latter half of fiscal
8.
A.s described to the auditors NSMC's increased f~
,
I
e Lorts to obtain clients for particu.,:r Inarketing programs on a fixed fee basis
ere centered on NSMC's recently expanded
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national sales operation centered in New
York City. The company -had -hired several
account executives whose efforts involved
the creation of an overall marketing program-marketing strategy, media selection,
art work, and the like-tailored to the needs
of a particular client, its presentation to the
client, possible revisions and a new presenta- tion, and ultimately acceptance by the client.
The programs were directed to the student
market and thus were to -be implemented at
various seasons during the academic year.
The program effort was the resporisibility of
the particular NSMC account executive who
drew upon and supervised the various necessary talents of the New York Office staff. As
represented by NSMC's management, the
only remaining functions after acceptance by
the client were those of an essentially mechanical nature such as printing, mailing,
placing posters, and the like, with their costs
being _susceptible to a reliable estimation. A
substantial amount of firm commitments allegedly had been obtained for such fixed -fee
programs prior to August 31, 1968, and it was
represented that the creative effort had thus
been largely accomplished, although implementation of the programs and billings were
to take place at a later date. It was explained
by NSMC to the auditors that, as was a
common practice in the industry, these commitments were for the most part not in written contract form.
When PMM commenced its examination of
NSMC's financial statements for the fiscal
year ended August 31, 1968, it became immediately clear that NSMC's internal accounting books and records were in very poor
condition and that the journal entries were a
month or two behind. By early October a
preliminary profit and loss statement had
been prepared by management which reflected a loss of approximately $220,000 for
that year. It was at this time that the company's management, principall~ its chief ~x
ecutive officer, advised the audItors that Its
books and records did not include substantial
amounts of revenues generated by NSMC's
New York office through the sale of fixed fee
programs. From the beginning of October to
the middle of November, additional information was supplied to the auditors by NSMC
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which purported to show substantial commitments which would result in income arising
out of the operations of this aspect of
NSMC's business. Approximately 96% of
NSMC's consolidated earnings before income
taxes and extraordinary items and forty percent of its assets resulted from the inclusion
in NSMC's financial statements for 1968 of
revenues, less the accrual of related costs,
from these fixed fee programs described in
the financial. statements as "contracts in
progress." In our view, both this accounting
treatment and the auditing in respect
thereof were inappropriate for several reasons. Of the $1.76 million in revenues from
unbilled receivables appearing in NSMC's
1968 financial statements, only about $200,000 was covered by written contracts from
NSMC's clients. 5 The rest was reported as
"contracts in progress" but in fact consisted
of what were said to be oral "commitments,"
the sole written evidence of whose existence
consisted in most part of one page commitment reports of the NSMC account executives. All of these commitment reports from
the account executives were dated in October, some six weeks after the close of the
company's fiscal year. These reports gave no
indication that the purported commitments
existed on August 31, 1968. The auditors'
work papers do not reflect that efforts were
made to test whether they existed at August
31, 1968 or not. 6
Revenue should be recorded on a percentage of completion basis only in circumstances where (1) the ultimate realization of the
revenue is reasonably assured, (2) the completion of the contract requires a relatively
long period of time, (3) the partial performance of the contract is a reasonable measure
of business activity and (4) the cost of completion can be reasonably estimated. In our

view, none of these criteria was met with
respect to the accounting for fixed fee programs, and the application of the percentage
of completion accounting method to. these
circumstances was inappropriate. In addition, the determination of percentage of completion on the basis of what, in our view, was
only sales effort appears to us to be totally
inconsistent with the basic principles underlying revenue recognition. Furthermore, the
method used ignored all cost of implementing the program in computing the percentage of completion, although such costs were
accrued. Moreover, the company relied only
on its account executives for their estimates
of the percentage of completion. Although the
auditors claim, to have tested these representations and estimates by the account executives, they did not document such testing in
their work papers. 7
_
The accounting method utilized for the
fixed fee programs made no allowance for,
and the financial statements made n.o reference to, guarantee provisions in a substantial number of the programs by which, in the
event the response level did not reach a
stated mInImUm, NSMC was obligated
either to accept a reduced fee or to rerun the
program at no cost to the client. Since NSMC
had had no significant past experience with
the fixed fee programs, its liability to make
good on these guarantees could not accurately be estimated.
By way of summary, some measure of the
inappropriateness of the percentage of completion accounting applied to the fixed fee
programs in the company's 1968 financial
statements may be gleaned from the fact
that during its 1969 fiscal year the company
wrote off over 75% of the $1.76 million in
revenues ascribed to the fixed fee program~
previously reported in the 1968 statements.

5 It was NSMC's practice not to enforce even written
contracts if the client never ordered implementation. In
fact, the written contracts which they did have in 1968
covering fixed fee programs included guarantees that a
certain level of market performance would be achieved.
6 See §338.02 of Statement on Auditing Standards No.
1 (AICPA) on the form, content and nature of working
papers.

7 It is worth noting in this connection that least o~e
account executive testified that he believed tha~ thl~
. represente d NSMC's likehh oo
percentage of completIOn
of getting the commitment from the client.
.
ffs
8 As discussed below, no disclosure of these wr~~-~er
was made in subsequent financial state.men.ts untl S~C's
the Commission began its investigation mto N
affairs.
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In: addition to the. propriety of the accounting method is the question of appropriate
auditing procedures with respect to fixed fee
prOgI'ams. Standard of Field Work No.2 of
Generally Accepted Auditing Standards requires the auditor to make "a proper study
. and evaluation of the existing internal control [of his client] as a basis for reliance
thereon." The 1968 audit was PMM's first
audit of NSMC. Pmm's work papers contain
evidence that the audit was the beginning of
adequate record keeping for the fixed fee
programs. 9 In this respect, the workpapers
themselves were the principal records from
which the financial statements were' prepared. In light of the fact that the auditors
did not consider NSMC to ,have a reliable
system of recordkeeping, nor an adequate
system of internal control, and that NSMC
had no substantial prior experience with
fixed fee commitments, the. extent of the
auditors' reliance on information supplied by
NSMC, we believe, was improper. For example, they accepted the percentages supplied
by NSMC's account executives of the amount
of work that had ostensibly been completed
on any particular commitment, even though,
to their knowledge, NSMC had no written instructions concerning how this was to be computed. 10 As noted earlier, although the auditors claimed to have examined the account executive's files to verify and test the percent-

·PMM's audit supervisor reported that NSMC's "accounting, bookkeeping and maintenance of files were
almost forgotten ... The net result is that our working
papers represent the beginning of proper record keeping
and accounting procedures for recording gross income
on contracts."
I·PMM'
1969
s management letter to NSMC of January 2,
s'd urged that these procedures be strengthened conI erably:

,

uD
sal Ue to the nature of the activity of the company,
es
sl'd are recorded when a client commitment is conered to
. t Th
based
eXIS.
e amount of the sale recorded is
mat d o~ the percentage of time incurred to the estiOPineg tIme to be incurred by the employees in develtime ~veral! programs for the client. Because the
devel~ . these employees is extremely important in
PIng a systematic method of recording sales, it
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age of completion figures utilized, such examination was not documented in the audit workpapers.
Moreover, the auditors did not obtain written confirmation from any of NSMC's clients.
Company officers informed them that its
clients, not having been asked to formalize in
writing their acceptance of NSMC's 'programs in the first instance, did not expect to
be c;!alled upon to do so at a later date and
might well back off from doing business with
NSMC if asked to do so. As a result, PMM did
not send written confirmations. The auditors
concluded that the existence of these commitments .could be determined by telephone
confirmation on a representative selection of
the oral commitments and review of such
written commitment as existedY A number of
the telephone calls were placed by NSMC's
account executives and the auditors did not
insist on proper audit controls for these· oral
confirmations. Although there may be' very
limited situations where telephonic confirmations can properly be utilized as an auditing
technique, provided adequate controls are

is imperative that the company adopt a policy
whereby these employees report their time to the
accounting department on a weekly or other timely
basis, report in writing commitments obtained from
clients, and estimates of time to cOIllplete committed
contracts. In addition, preprinted forms should be
used to obtain written confirmation of all client commit!JIents.
"Working with Mr. Kurek and Mr. Davies, we have
recently designed appropriate forms for use in the
above connection. We urge that implementation of the
recently established program be followed up very closely and that no wa'vering from the required procedures be permitted."
11 For the fiscal year ended August 31, 1969, at the
auditors' insistence NSMC recognized revenue only on
fixed fee programs which were evidenced by a written
letter of commitment by the client. These commitments
were confirmed in writing by the auditors. Again the
Commission believes that such commitments, even when
confirmed in writing, should not have resulted in recognized income resulting from the application of the precentage of completion method, for the reasons previously specified for the year ended August 31, 1968.
Following the institution of the Commission's investigation, the company adopted' the completed contract
method for the fiscal period ended December 31, 1969.
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maintained,12 in our view such a procedure
was inappropriate for NSMC.13
NSMC's

Pro~y

Statement

During the period from November 1968 to
May 1969, NSMC acquired additional companies primarily through the issuance of its
common shares. In the Spring of 1969, PMM
was engaged to assist the company in consolidating unaudited figures as at February 28,
1968 to be used in a proxy statement to
obtain authorization from its shareholders
for the issuance of additional shares needed
for its acquisition program.
Retroactive Adjustments. At about this
time, the auditors were informed that an
account executive of the company had been
terminated for alleged unethical conduct and
that Ii subsequent review of the accounts
which this individual supervised disclosed
that four particular. client commitments for
fixed fee programs which he had 'earlier reported had never in faCt existed. These commitments involved gross sales of approximately $750,000 which amounted to
approximately 43% of the fixed fee sales
reported in the company's previously issued
financial statements for the fiscal year
ended August 31, 1968. Costs of some $540,000 had been accrued on these commItments,
resulting in a net reduction on the, company's income before taxes for the prior period of some $210,000. The auditors suggested that this income should be written off
retroactive to August 31, 1968, and the company adopted this procedure.
About the same time that this retroactive
write-off was being discussed with the company, PMM's tax department, which had

I:

See, e.g., AICPA Industry Audit Guide, Finance
Companies, p. 105, 1973.
13 See Section 331.01 of Statement No.1 on Auditing
Standards:
.
"Confirmation of receivables and observation of inventories are generally accepted auditing procedures.
The independent auditor who issues an opinion when
he has not employed them must bear in mind that he
has the burden of justifying the opinion expressed."
The auditors did not satisfy this burden because no
adequate documentation existed."

been engaged in the preparation of the company's tax return, indicated that they believed that the provision for deferred taxes
which appeared in NSMC's 1968 financial
statements appeared to be in 'error as a
result of certain net operating loss carryforwards which the company was reporting
on its tax retUI:ns. After being apprised of
this, members of PMM's audit staff eliminated a portion of the 1968 provision for
deferred taxes in the amount of approximately $190,000, and a retroactive adjustment of this effect was made on the company's books as of August 31, 1968. 14
Work on the proposed proxy statement was
suspended to facilitate shareholder approval
of several additional mergers that were then
contemplated. When preparation of the
proxy statement was renewed, PMM personnel considered the question of whether the
retroactive adjustments to the 1968 audited
statements should be disclosed in a footnote
to the consolidated statement of earnings set
forth in the proxy statement which was to
reconcile the originally reported net sales
and net earnings with the restated amounts
resulting from pooled companies reflected
retroactively.
The auditors took .the· position that the
write-off of the previously erroneously reported client commitments and the extraordinary item which was a correction of the tax
provision error, both retroactively applied to
1968, approximately cancelled each other out
in their effect upon previously reported 1968
net income. The difference, amounting to
approximately $21,000, was an amount
deemed by the auditors to be immaterial.
They felt that the size and character of
NSMC had changed substantially through
acquisitions since PMM's report on the previous year's audited statements had been
released. While the August 1968 financial
statements originally reported sales of $4.9
million and net income of $388,000, the proxy
statement reflected sales for that year of
$11.5 million and net income of $773,000,
after giving effect to pooled companies re14 PMM later determined that this adjustment waS in
error.
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flected retroactively, as well as the, retroactive 'contract and tax adjustments.
It is the Commission's view that what the
auditOJ;s did had the effect of improperly
netting extraordi;nary and ordinary items of
income and that' in any event; disclosure of
both of these adjustments was required by
paragraph 26 of Opinion No.9 of the Ac-,
counting Principles, Board. None, of these
adjustments, moreover, were ~isclosed anywhere in the proxy statement filed with the
Commission and disseminated to stockholders; rather, they were improperly subtracted
from the ~mounts shown for sales and earnings of pooled companies acquired by NSMC
after August 31, 1968 in the reconciliation
footnote.,
,.
.'
About the same time that they were informed of the, four alleged nonexistent client
commitments, the auditors _were also informed that the company was writing off
against the current year's 'operating income
certain other fixed fee programs whi~h had
been included in the 1968 statements but
were not being implemented for variou~ reasons. Despite this adverse experien~e, the
auditors took no steps to reexamine or otherwise take a fresh look at its 1968 audit or the
procedures and principles utiliz'ed therein
with respect to fixe'd, fee programs, even
though NSMC was utilizing the 1968 audited
statements, which were being represented
by NSMC to be true and correct, to acquire
other companies. IS
The Commission believes that these Judgments were erroneous. The auditors were
aware that the company was experiencing
current difficulty with the implementation
and realization of income from the' fixed fee
programs. Payments were not being received

15 F l '
'
a t· 0 lOWIng the institution of the above injunctive
" c Ion against PMM and others, the Commission relerred th
t'
'
a d'
e ac Ions of PMM's engagement partner and
u rtsupe .
,
ary 17
rvlsor to the Department of Justice. On Janu1974
.
d'
With ' . an In Ictment was returned charging them
ing m aIring and causing to be made false and misleads t atements WI'th respect to material
. facts
'
. the
NSMC
In
Con'" t~roxy statement referred to herein. Judgments of
IOn we
.
1974..cTh
re en t ere d agaInst
them on December 27
.
ose
'.
States
N conVIctions
are presently on appeal. United'
v. atelli, Docket No. 75-10004.
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from these commitments in the ordinary
course. Several of the commitments for
which income was attributed in fiscal 1968
were being' written' off currently and the
ultimate collectibilityof a substantial number of other 1968 programs still on the company's books was, at this time'; subject to
serious question ...
It is the Commission's vie'w tliat disclosure
of these very' substantial write-om,; was essentia'l under the circumstances. The writeoffs affected what was represented by NSMC
to be its Basic and unique line of business.
The write-offs exposed the weakness of that
part of the company's operations· which was
at the heart of Its entire acquisition program:
The Nine MOl!th Statements '
The ,unaudited ~ine~month ea,rnings statement included in the proxY-statement was
co~piled ,by. NSMC with 'PMM;'s ,assistance,
using the, same percentage ,of completion accounting theory as in the 1968 figures. However, by the time the proxy statement was
issued, PMM knew not only that' a' material
amount of, the 19~8 commitments never existed, but that throughout fiscal 1969 the
company wa§i writing off incurren,t periods
other commitment that had been recorded in
the 1968, figures that werenQt, implemented
for one re~son or another.
Ip: compiling ,the nine-month financial
statements for the period whi~h ended May
31, 1969, in at least one instance the Firm
refused to permit the inclusion of income
from commitments where there was no evidence of a writing signed by the client. PMM
determined to eliminate from' the ninemonth earnings statem.ent a purported commitment from the Pontiac Division of General Motors Corporation in an amount of
over $1 million because PMM was not satisfied with the written evidence supporting
such commitment. However, NSMC substituted a commitment in a lesser amount from
Eastern Airlines. This letter from the client
supporting this commitment was produced in
August 1969 at the printers by an NSMC
official for the first time while preparation of
the proxy statement was in process.
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Th~ appe8:ranc~ of this:~commitmeIl;t letter
foiiowed what had been, In QU,r vi~w, aS1,lspicious pattern 9f.'P.ost-period. dis~~very,of inco~e,jtems by NSMO manageme.nt. in October 1968; as n9ted abc;>ve, folloWing a trial
balance which showed. a loss, .$1.7 million of
client commitments was disclosed to PMM
for inclusion in the revenues for. the period
ending August 31, 1968.:Although.a substantial port~on of these cQmmitQ1ents was written Q{f the. company~s bo()ks' du,ring the, sixmonth ,period ending ,February 28, 1969,
these, write-offs were, replaced· with the socall~d Pontiac commitment, in the amount of
$1.2 m~lion; wpich represented another matel':!al a~dition. to . NSMC . ' earnings two
months after the fiscal period had. ended.
'yet,: despite this experience, PMM did not
object to the recoxdingof the ,Eastern commitment. While .the Commission recognizes that PMl\f was engaged in a proxy'review
rather. than an' audit of these nine-month
finan:cial statements, :J:lOnetheless, we beiieve
that- urider 'all the 'circumstances then known
to' PMM, 'the 'ii,uditor's, should "not' have concurred in the deCision to recognize' income
arising out 'Of this commitment ·arid should
not have continued to be associated> with the
financial statements. '
At the time the p~oxy statement was filed,
NSMG and the auditors knew that of ,the
$3,347,775 Of unbilled accounts receivable recorded in the 18-month period ended February 28, 1969, some $2,055,523 (61%),had been
written off, 16' an additional $310,972 (9%) was
uncolleCtible or was to be written off and
some $123,006 (4%) was inactive and the
balance, some $858,274 (26%) had been billed
orbille'd in part. None ofthese write-offs was
separately disclosed. Despite the fact that
the company had ostensibly changed its procedures for booking these' commitments and
that the size' and character of the company
'hadch:a~ged through acquisitions, fixed fee
commitments still accounted for a significant
portion ()f the company's busiriess. Although
this method of accounting had proven to be
completely unreliable, revenues continued to
16 Included in these amounts was the Pontiac commitment of $1.2 million.

,be accrued· in ·m:uch the same: fashioIl
,through. August 31, '1969.

'PM~'s ConuorlLetter

The approval of the shareholders' was solicited on the basis of NSMC's August 31, 1968
and May 31, 1969 financial statements. The
proxy statement was 'filed'with the Commission on September 30,' 1969 and mailed to
NSMC's shareholders. Among the matters
noticed therein for actiori at a special shareholders ineeting to be held on October 8,1969
was the approval of a merger of NSMC with
Interstate National. Corporation ("Interstate"), a publicly owned company.
Substantially the same proxy statement
wasaiso mailed to Interstate's shareholders.
The shareholders' of both companies voted to
approve the merger. Under the terms of the
merge'ragree~ent', : which· was annexed to
- the proxy statement PMM was' to deliver at
the time 'Of the closing, and before consummation', of' the' merger, what is, commonly
called
,a "comfort letter,"
stating that: .'
..
.
~

~

..". '.. "on the basis of a limited review, but
not an audit, of the latest available unaudited .'fnterim . financial statements of
NSMC and "It's subsidia:rie~~ consultations
. with _responsible officers of NSMC and
other specified procedures and inquires (inchiding all such procedures as they 'consider necess,ary under the circumstances in
connection with such limited review), they
have no reason to believe that the unaudited int~rim financial statements of
NSMG as of May 31, 1969, and for the nine
months then ended, were not prepared in
accordance with accounting principles and
practices consistent with accounting printhe preparation of the August 31, 1968 aU, dited .financial statements or that any material adjustments of such unaudited interim financial statements are required for
a fair presentation of the 'results of operations of, NSMC and its subsidiaries or that
during the' period from May 31, 1969. to a
, '
b Ines s
specified date not more than five us
days prior to the Effective Date there hfiRS
. the 1been any material adverse change m

ACCOUNTING SERIES RELEASES

nancial position or results of operations of
NSMC and its subsidiaries taken as a
whole".
The.closing date for the Interstate merger
was scheduled fer October 31, 1969. At this
time, PMM's Washington office was in the
midst of its audit engagement for the fiscal
year ended August 31, 1969. In the course of
this examination, the auditors determined
that significant adjustments had to be made
to NSMC's financial statements. Certain of
these adjustments were determined to be
applicable to the May 31, 1969 nine-month
financial statements-a subject of the required comfort letter. The effect of the adjustments PMM considered applicable to the
nine-month statements was to reduce net
income as set forth in the proxy statement
for the unaudited nine-month period from a
$700,000 profit to a net loss of about $80,000.
In light of the fact that PMM would not be
able to give the "comfort" required by the
merger agreement, the Firm's Department
of Professional Practice in New York City
was consulted on October 31, 1969, the day of
the closing. An unsigned draft of PMM's letter
setting forth the adjustments considered by
them to be necessary was provided to the New
,York office of NSMC's outside legal counsel,
where the closing was to take place. Sometime
on the afternoon of October 31, before the
merger was consummated, PMM informed
NSMC and its outside counsel by telephone
that an additional paragraph would be added
to the letter which would state that if certain
necessary adjustments had been made at May
31, 1969, the unaudited consolidated statement of earnings for the period would have
shown a net loss for the consolidated opera~ions of the company and that the company' as
It existed on May 31 1969 was expected to
"b reak even" for the fiscal
'
year.
. At this time, PMM (which was consulting
~tsk own counsel as to what steps it should
a e) understood that the draft of~ts comfort
letter
pI t ' wholC h·It represented to be still incomore be, Was being reviewed by representatives
sp O~h Interstate and NSMC and their reectlVe ou t·d
Part.
SI e legal counsel and that all
les Would await the delivery of a signed,
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final copy of the comfort letter' before consummating the merger.
Later the same afternoon PMM called
NSMC's outside cou'nsel to state that the
firm was issuing a firial version of the letter
to which had been added a further paragraph expressing PMM's belief that the companies should consider submitting corrected
financial information to the shareholders before proceeding with the merger. At this
time, contrary to its prior understanding,
PMM was informed that the merger had
been consummated without awaiting the final text of PMM's letter.17 PMM delivered a
signed copy of the final version to the office
of NSMC's outside counsel before the close of
business on October 31, 1969. On the next
business"day, November 3,1969, PMM mailed
copies of its final signed letter to each member of the boards of directors of NSMC and
Interstate (some of whom in both instances
were outside directors) and NSMC's outside
counsel which had represented NSMC at the
closing and to the law firm representing
Interstate at the closing.
PMM took no further action, believing that
it had satisfied its professional obligations by
manifesting its concern to management of
NSMC and to the directors and attorneys of
both companies, and having been advised by
its own counsel that further disclosure might
violate state laws and the AICPA Code of
Professional Ethics relating to auditor-client
confidentiality.
We recognize that the action taken by
17 The comfort letter, after setting forth the basis on
which it was issued and the adjustments PMM considered necessary, stated in part:

"Your attention is called, however, to the fact that if
the aforementioned adjustments had been made at
May 31, 1969, the unaudited consolidated statement of
earnings of National Student Marketing Corporation
would have shown a net loss of approximately $80,000.
It is presently. estimated that the consolidated operations of the company as it existed at May 31, 1969, will
be approximately a break-even as to net earnings for
the year ended August 31, 1969.
"In view of the above-mentioned facts, we believe
the companies should consider submitting corrected
interim unaudited financial information to the shareholders prior to proceeding with the closing."
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PMM was considerable, especially in the f~ce
of what appeared to the Firm to be countervailing positions taken by two prominent law
firms. PMM's letter communication "to both
boards of directors was appropriate and put
them in a position to take necessary action.
Nonetheless, we believe that independent
auditors in such circumstances should insist
on revised financial statements being sent to
shareholders when they are professionally
associated with such statements, whether
audited or unaudited. Further, while we believe that primary responsibility rests with
management and directors of public companies, where they refuse to resolicit shareholders, under these circumstances, we believe that independent public accountants
have an obligation to notify the Commission.
We believe that such action is protected by
the policies underlying the federal securities
laws against any complaint that state statutory or ethical confidentiality provisions had
been violated.

1969 Financial Statements
On or about December 1, 1969, NSMC
mailed to its shareholders and others, and
filed with the Commission, its annual report
containing audited consolidated financial
statements for the fiscal years ended August
31, 1968 and 1969. Although the auditing
procedures followed by PMM with respect to
the 1969 statements represented a change
from 1968 in that the fixed fee programs
were confirmed in writing with NSMC's
clients, accounting for the fixed fee programs
continued to be on the same percentage of
completion basis which the Commission, for
the reasons stated above, concluded was inappropriate.
In addition, NSMC's 1969 financial statements reflected extraordinary gains in the
amount of $370,000 from the sale of two
subsidiaries. The transaction was described
in Note 3 to the company's financial statements for the fiscal year ended August 31,
1969 as follows:
"Subsequent to August 31, 1969, closings

were held with respect to the sale of all of
the stock of Collegiate Advertising Ltd.
and Compunjob, Inc., wholly-owned subsidiaries. The subsidiaries were sold to employees of the respective companies. As to
Collegiate, the consideration received was
$220,000 represented by five-year 8% personal notes;secured by 3,200 shares of the
company's common stock, and as to Compujob, the consideration was $225,000, represented by one-year 5% personal notes
secured by 4,500 shares of the company's
stock. The employees who purchas~d Compujob had originally sold it to the company.
In the opinion of counsel in both transactions negotiations and agreements of sale
were in effect consummated prior to August 31, 1969, and title to the stock and all
of the risks and benefits of ownership
thereof passed to the purchasers on August 29, 1969."
The auditors were first informed of these
transactions during their examination, well
after the close of the fiscal year. Although
PMM knew the closings of these transactions
did not take place until November of 1969, it
was represented to them that the basic
terms had been agreed prior to August 31,
1969. PMM was further aware that the parties were considering several different methods of structuring the transactions and, indeed, had been shown several different forms
of agreement with respect to the sales prior
to the November closing. In the auditors'
view, the structure 0.£ the transaction was
more a purchaser's problem and the auditors' concern was to assure them that risks
and benefits of ownership passed from
NSMC to the purchasers prior to the end of
the fiscal period in which the transaction
was to be recorded. Accordingly, the auditors
sought and received legal opinions on the
issue of passage of title from the attorneys
for the purchasers who, it was expected,
would have had first hand knowledge of t~e
relevant facts as participants in the neg~tlad
tions. In addition, PMM sought and recel~e
confirmatory opinions from NSMC's outsld~
legal counsel which stated that the effec
upon NSMC and the purchasers of the t~O
subsidiaries was "as if" ownership of ns
t e
shares of the companies had been tra -
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felJ'ed thereunder prior to August 31, 1969. 18
PMM was aware that each of these subsidiaries was operating at a substantial loss and
that the purchasers were employees of
NSMC. In order.to alleviate their concern as
to why the purchasers wanted to acquire
what were in effect losing companies, they
sought and received written representations
from the three principal officers of NSMC
confirming that there were no indemnification or repurchase commitments given to the
purchasers.
We believe that the auditors placed far too
great a reliance on the opinions of counsel
and the representations of management with
respect to these transactions. Although the
auditors were misled, such deception does
not relieve the auditors of their professional
obligation to conduct their examination in
accordance with generally accepted auditing
standards ("GAAS"). As we said in a similar
situation in Accounting Series Release No.
153, it appears that the auditors
" ... failed to fully appraise the significance of information known to [them] and
to extend sufficiently [their] auditing procedures under conditions which called for
great professional skepticism."
We believe the "sales" of these subsidiaries
were, in fact, sham transactions. 19 We believe
that if PMM had sufficiently extended its
audit procedures it would have discovered
that (1) in neither case had negotiations commenced until after the close of NSMC's fiscal
year;20 (2) in the case of one subsidiary,
18 The engagement partner explained in a letter he
wrote to NSMC's controller at the time that "we are'
agreeing to the transaction being recorded as of August
31, 1969 only in reliance upon legal opinion as to the
passage of title and the propriety of recording the
t ransact·
d
'
IOns a t that date. Furthermore, as we expressed
un~g said meeting and in other occasions we will
require ad
t
.
.'
o
.
equa e disclosure of the transaction and of
a~~ relIance on the opinion of White & Case in the notes
19 I~ro~ablY in our accountants' report." '.
by th s ould be noted that the promissory notes given
recou e purchasers clearly state that they are nonon th rse note'
s mvo I'
vmg no personal liability therefor
'0 T e purchasers' part.
he minut
f
meeting S
es 0 the NSMC Executive Committee
these tw reveal that negotiations for the disposition of
0 subs'd'
.
October 20
I lanes had not been authorized until
.,1969.
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NSMC had, by various side agreements,
agreed to assume all risks of ownership after
"sale" and, with respect to the other subsidiary, NSMC had agreed to make various cash
contributions and to guarantee a substantial
bank line of credit after sale; and (3) in both
cases the collateral to secure the notes had
been given to the purchasers by officers of
NSMC. 21
TALLEY INDUSTRIES, INC.
This case arises out of a merger in May
1970 of Talley Industries, Inc. ("Talley"), a
Mesa, Arizona bas.ed company engaged in
the manufacture and distribution of various
products, including products designed for the
U.S. Armed Forces, with General Time Corporation ("General Time"). In connection
with such merger, Talley's financial statements for the year ended March 31, 1969
(audited) and for the nine months ended
December 31, 1969 (unaudited) were included
in a joint proxy statement mailed on or
about April 16, 1970 to shareholders of Talley
and General Time. PMM had examined and issued a qualified report on the 1969'statements
and consented to the inclusion of its report in
the proxy statement. Immediately prior to the
merger, PMM also had issued a comfort letter
dated May 10, 1970 with respect to Talley's
unaudited financial statements for the nine
months ended December 31, 1969 which were
contained in the proxy statement. Information
obtained by the Commission in a non-pUblic
investigation indicates that the foregoing financial statements and comfort letter were
materially false and misleading. In ,addition,
21 Another instance where we believe PMM should
have· extended its audit procedures to inquire further
into the substantive nature of the transaction relates to
the accounting for the acquisition by NSMC of Consultants for Market Isolation, Inc. This transaction, which
was accounted for as a pooling of interest in NSMC's
financial statements for the fiscal year ended August 31,
1969, involved the sale for a substantial purchase price
(approximately $1,360,000 in NSMC stock) of a company
which had little or no economic substance. In our view,
this acquisition was a sham transaction entered into by
NSMC and the sellers, who were employees and stockholders of NSMC, in order to. avoid recording as expenses payments to which the sellers were entitled
under a sales representative agreement they had previously entered into with NSMC.
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we believe PMM's examination did not meet
professional standards.
Talley's financial statements were computed on the basis of: (a) Talley's projections
of amounts of sales and expectation of new
defense contracts in future periods for significant portions of Talley's business at its
Mesa, Arizona operations, and (b) Talley's
estimates of future production cost savings.
In fact, Talley had no reasonable basis for
expecting receipt of new contracts for production of its products in the amounts it
projected or for future production cost savings in the amounts it estimated.
In view of the foregoing, we believe that
both Talley's March 31, 1969 and Talley's
December 31, 1969 financial statements improperly reflect inclusion in inventory of substantial costs in excess of those attributable
to goods on hand at those dates ("excess
costs"). The aggregate of excess costs
amounted to $8.9 million at March 31, 1969
and substantially more at December 31, 1969.
These excess costs (including those accumumated in 1969) were written off as of March
31, 1970 at the insistence of PMM.22 To the
extent that such excess costs were improperly included in inventory, cost of sales was
understated and net income was overstated.
The write-off of excess costs at the end of
fiscal year 1970 was approximately $19 million before anticipated tax effect. In our
view, under the circumstances present in
this case, Talley should have reflected excess
inventory costs in its profit and loss statements as incurred; the result of not having
done so was to overstate Talley's earnings
for the year ended March 31, 1969. If all of
the excess costs had been written off as
incurred, Talley's earnings for the year
ended March 31, 1969 would have been $.74
per common share, compared to the reported
. figure of $1. 71 per common share.
Talley's Accounting System
In 1969 Talley accounted for its cost of
sales on a program basis ("program method")
for fixed price U. S. Government contracts at
22 We note that PMM's insistence on the write-off was
. with the knowledge under the circumstances that such a
write~off would most likely lead to the civil and Commission litigation which in fact ensued.

its Mesa, Arizona operations. Similar products were grouped into a program. At fiscal
year end (March 31, 1969) a gross profit ratio
based on estimates was established and was
used in the following manner: actual sales
for the fiscal year were added to projected
sales for the following year as determined by
known backlog and projection by Talley's
management of anticipated contracts and actual costs for the year's production were
added to costs estimated by Talley's management to complete the sales projected for the
following year. A gross profit ratio based on
total estimated sales over total estimated
costs was established and applied to the dollar amount of actual sales made in the audit
year to determine the cost of sales for the
year. Any costs incurred in the audit year in
excess of the 'amount recognized as cost of
sales in that year by this computation were
carried forward as part of inventory. The
gross profit ratio so determined, adjusted for
actual manufacturing overhead, was used by
Talley throughout the following fiscal year
to compute cost of sales for unaudited interim periods.
In the financial statements examined by
PMM for the fiscal year ended March 31,
1969, Talley had projected total sales for the
year ending March 31, 1970 amounting to
approximately $100 million, of which only
approximately $24 million was backlog. Anticipated sales contracts were primarily for
programs for pyrotechnics, starter cartridges, and bomb racks. Such treatment had
the effect. of including in Talley's Mesa inventory account at least $8.9 million of costs
in excess of the projected total costs of contracts on hand as of March 31, 1969.
Talley's financial statements for the nine
months ended December 31, 1969 (unaudited)
showed nine months earnings computed on
the same basis of projected sales and estimated production costs, which resulted in an
overstatement of inventory and of earnings;
however, such financial statements were
based on:
(1) $100 million of projected sales for the
Talley Mesa operation for the fiscal yea~
ending March 31, 1970, when actual sales 0
only $18 million had been achieved for ~.~
nine months ended December 31, 1969, an 1
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was, evident that the projected sales level of
$100 million for the fiscal year 1970 would
not, be achieved; and
(2) anticipated production. cost savings
which had not been achieved as of December
31, 1969.
.
Such, projections were made by Talley
without adequate substantiation and lacked
sufficient documentation.
Talley's business at its Mesa operation was
obtained as a result of government contracts
awarded for defense products. Talley, in
making projections of future sales, had to
predict: (1) total dollar amount of future
contracts ,for a particuJar product· to be
awarded by the defense agencies; and (2) the
percentage of the total market for that product that Talley would be successful in capturing.
,
As to (1), although information was' available concerning future contracts to be
awarded in the form of Advanced Planning
Procurement Information ("APPI") bulletins
from the Armed Forces, and in some trade
publications, projections were based largely
on subjective judgments by management as
to 'future government purchases., Reliance
was not based solely on government accouncements, but also on a number of unofficial sources, such as reports from Talley's
field representatives,' conversations with
other individuals in government and industry, and in-house estimates of the government's future purchasing plans. Complicating Talley's problems in making accurate
sales projections was the fact that not all
anticipated defense product requirements
listed by APPIs or reported in other trade
sources available to Talley materialized into
~ormal requests for proposals or bits. In some
In~ta?ces, reductions by Congress in approprIatIons cancelled programs in which Talley
~ad projected it would secure contracts.
thoreover, delays in approval by Congress of
e appropriations bills sometimes seriously
un~ermined the accuracy of som~ of Talley's
projections of future contracts to be
aWarded.
itsA:hto (2) above, i.e., Talley's projections of
the p are. o~ the total market for a product,
than ;~:I?tIons were even more subjective
Judgments made in (1), because no
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official information was available as to an
accurate determination of those manufacturers wh~ would win bids .. As to certain of
these projections, Talley had to estimate,
among other things, whether it would be the
low bidder. As to certain others, Talley's
judgment was based upon its belief that government had desired and/or would d~sire to
have more than one source of supply ..
Talley's production cost estimates of material, labor and overhead for the fiscal year
1970, used in computing Talley's cost of sales
for its fiscal year ended March 31, 1969, were
also made without adequate substantIation
and lacked sufficient documentation. While
the program method of accounting is acceptable in circumstances where contracts for
future sales exist, or where the likelihood of
future contracts may be documented with a
substantial degree of assurance based on
past experience or other factors, we do not
believe that either of these conditions existed in this case. 23
In view of what PMM realized was the
crucial importance of the reliability and accuracy of Talley's projections of sales and
estimates of production costs to a fair presentation of Talley's financial statements as a
whole for the fiscal year ended March 31,
1969, we believe that the auditors relied too
heavily upon the representations, projections and estimates made by Talley's management, and did not require sufficient documentation and evidential matter to enable
them to review adequately the sales projections and cost estimates for reasonableness.
Accounting Controls and Use of Program Cost
Method
A physical inventory of goods-on-hand and
Z3 Based upon our experience with respect to corporate
disclosure on defense and other long-term contracting
activities, we expanded the rules set forth in Regulation
S-X to call for disclosure of greater detail in certain
critical areas, particularly with respect to the nature of
costs accumulated in inventories, the effect of cost accumulation policies on costs of sales and the effect of
revenue recognition practices on receivables and inventories. Such amendments to Regulation S-X were
adopted in Accounting Series Release No. 164, effective
with respect to financial statements for periods ending
on or after December 9, 1974.
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work~in-process was taken only once a year,

at fiscal year-end, at Talley's Mesa operations, despite PMM's recommendation in
1~68 to take inventory on a more frequent
basis for selected programs.
No procedures or accounting, steps were
established by Talley or recommended by the
auditors to adjust the cost of sales figures for
interim periods on the basis of variances of
actual' sales and cost experience from the
projections and estimates. Moreover, while
information was available throughout the
year. on both actual sales and actual costs,
their variance from projections and estimates was not computed as such by Talley
and, .in fact, Talley's management made no
reView of their impact on the validity of
Talley's inte,rim cost of sales figures.
The program cost method could be accepted for certain products with extended
production cycles and 'large start-up costs
and : where' there is a reasonable basis to
expect the receipt of future or follow-on contracts. However, even assuming the predictability of such contracts, the use of estimates
inherent in this sytem requires strong accounting controls with constant monitoring
and the recording of variances between estimates and actual experience. However, Tal~
ley's cost system lacked the sophistication to
monitor variances with respect to interim
financial statements or, in, any event, was
not utilized by Talley to do 'so. Also, there
was no documented evidence to substantiate
the large amounts of start-up costs (such as
research and development costs and tooling
costs) expended by Talley to develop a major
portion of its products.
In light of these facts, Talley should not
have employed the program cost method for
a major part of their programs such as starters and pyrotechnics. Of the $19 million in
excess costs at March 31, 1970, $10.5 million
was in the pyrotechnic program, $1.9 million
in the starter program and $3.3 million in the
bom b rack program.
Moreover, prior to April 16, 1970 when
Talley mailed its proxy statement, it was
known that Talley's actual sales for its Mesa
operation for the nine months ended December 31, 1969 were only $18 million and it was
then evident that the projected sales level of

$100 million for the year ending March 31,
1970 would not be realized. Accordingly, even
assuming, arguendo,' that' 'ralley had been
justified in embarking on use of the program
cost method, by the date of the proxy statement it should have become quite obvious to
Talley that the projections utilized in the
computation of c"urrent earnings had proved
so inaccurate and unreliable that continued
inclusion of excess costs in inventory was
clearly improper.
The Role of PMM
PMM's report on Talley's financial statements for the year ended March 31, 1969
contained in the proxy statement is qualified
as subject to the company's ability to obtain
sufficient future contracts as referred to in
Note 3. The relevant section of Note 3 states:
"The Company .bases its calculation of
inventories and of cost of sales applicable
to fixed price United States Government
, contracts on the costs (including administrative overhead) incurred and estimated
to be incurred on the relative production
programs. For the purpose of computing
sales, these costs are prorated over the
estimated total revenues for such programs. The estimates are based on actual
contracts on hand and future contracts
expected by management to be obtained.
The resultant value of inventories on this
basis at March 31, 1969 is approximately
$8,900,000 in excess of the prorated cost of
actual contracts on hand and such excess
is believed to be larger at December 31,
1969 but management expects sufficient
future contracts to be received to recover
such excess." '
Although the auditors' report on Talley's
financial statements for the year ended
March 31, 1969 included a "subject to" qualification with respect to Talley'S ability to
obtain future contracts, the notes to Talley's
financial statements did not disclose:
(1) The dollar amount of future contracts
($100 million) which Talley's management
was estimating would be obtained; and
s
(2) That recovery of the excess costs waf
to n 0
also dependent upon Talley's reahza 10
°
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its projections of material amounts of savings in production costs. Thus, the report did
not have a qualification that Talley's ability
to recover the excess costs was subject to its
ability to perf<?rm contracts in a profitable
manner.
While it was clear from Note 3 that the
excess costs arose because Talley's cost$ to
date exceeded costs allocated to goods completed, in our view the footnote lacked sufficient facts to permit an informed assessment
of Talley's ability tOI recover the excess cost
balance. Of great significance in this respect
was the absence of disclosure of the, ~mount
of contracts its management was projecting
for the Mesa operations, which projection for
1970 was $100 million or approximately four
times Talley's previous year's actual sales,
and which projection was used iY:l computing
Talley's 1969 earnings.
In August of 1969, PM~'s senior on the
Talley audit noted weaknesses regarding the
accounting system utilized by Talley, stating
in a draft letter to Talley management:
"Our examination revealed that the estimated items used in the prior years' cost of
sales computations were very inaccurate
when they were compared to the actual
results of operations for the current period. This inaccurate estimating is one of
the reasons for the large discrepancy between book and physical inventory that
presently exists. By overestimating future
sales and underestimating future costs,
prior years' sales have not been charged
with their proper share of accumulated
costs, causing a substantial amount of
~osts which are not supported by physical
mventories, to be carried forward from
year to year."
,
The draft letter further stated:
" ... Whenever possible, the use of estimates should be avoided. Such items as
~ext year's overhead rate; future savings
.0 be obtained from increased efficiency or
~m.proved procedures, or future selling
rlces and product mix should not hav~ to
be cO'd
'
determining the curnSl ered when
ent
rh
year's
costs
of
sales since many of
t ese 't
'
1 ems are not subject to reasonable
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estimation and tend to become guestimates 'which permit inaccurate and inconsistent financial reporting."
The PMM manager on the engagement
(the senior's immediate supervisor) has testified that he discussed the projections with
Talley officials and' reviewed certain documentation from which he concluded that the
projections were' reasonable;' However, ' it
does riot appear that such discussions were
held with the Talley official who was responsible for the sales projections. Moreover, the
manager did not document, as' he should
have, in PMM's workpapers in the Talley
audit either such discussions or the scope of
his review of the sales projections. The engagement partner disagreed with the senior
on the audit with the result that the above
draft letter (the substance of which was or
should have been already known by Talley in
any event) was not sent. The workpapers do
not reflect this disagreement or the manner
in which it was resolved.
PMM's Comfort Letter
On May 10, 1970, four days before the
shareholders' meetings of Talley and or' General Time, PMM issued a "cold comfort", letter to the directors of Talley wlIich stated, in
part:
". .. nothing has come to our attention
which caused us to believe that ... the
aforementioned unaudited financial statements [for the nine months ended December 31, 1969] would require any 'material
adjustments for a fair and reasonable presentation of the information shown." 24
However, by the time the comfort letter
was, written, the auditors already knew the
actual amount of sale ($24 million) for Talley's Mesa operations for the entire fiscal
year. A PMM workpaper dated April 29, 1970 .

24 The auditor's comfort letter stated that the auditors
had conducted no examination of Talley's nine month
financial statements and that such letter was based
solely upon PMM's having read the unaudited financial
statements and Talley's minutes of board of directors'
and stockholders' meetings and PMM's discussions with
Talley officials.

368

SECURITIES AND EXCHANGE COMMISSION

prepared in connection' with its then annual
examination of Talley's financial statements
for Talley's March 31, 1970 fiscal year had
scheduled both the $100 million projected
sales and the $24.7 million actual sales for
the Mesa operations. The auditors knew the
importance of Talley's projections in Talley's
cost of sales calculations for both fiscal year
1969 statements and the '1970 interim statements. 25 Knowing as it did by May 10, 1970
that actual sales had fallen far short of projected sales, the auditors should have insisted on amendment of the proxy materials,
and, at a minimum, the comfort letter should
have disclosed:
(1) that the actual sales for Talley's Mesa
operations for the fiscal year ended March
31,1970 were only $24.7 million;
(2) that computation of Talley's earnings
for the nine months ended December 31, 1969
(unaudited) had been based on a $100 million
projection of sales for the Mesa operations,
which projection exceeded by a wide margin
the actual sales of $24.7 million for the fiscal
year ended March 31, 1970; and
(3) that a write-off of Talley's accumulated
excess costs (inCluded in inventory) would or
might be necessary, such Write-off resulting
in material downward adjustment of earnings from those shown in Talley's financial
statements for the nine months ended December 31, 1969 (unaudited), which financial
statements had been included in the April
16, 1970 proxy statement furnished to shareholders of Talley and of General Time.
Prior to issuing the comfort letter for the
information of the Board of Directors of General Time Corporation, PMM'had had discussions with Talley management in which
PMM inquired as to the status of the excess
'costs in inventory. The auditors were informed that, in the absence of a physical

25 Both Talley and PMM personnel have testified that,
in their view, Talley did not need to obtain all of the
$100 million of sales during fiscal 1970 (i.e., in their view
the sales could be obtained over more than one year) in
order to justify the carrying of the excess costs in
inventory. We do not disagree. However, in the I,!ircumstances we believe a further review was necessary.

inventory as at' December 31, 1969, Talley
was not able to determine with accuracy the
amount of the excess costs as of December
31, 1969. However, Talley's management estimated that the excess costs existing at
March 31, 1969 had been substantially reduced and would be reduced to an immaterial amount by March 31, 1971. Talley's management further informed PMM it ~stimated
that as a result of additional programs instituted after March 31, 1969, the aggregate
amount of excess costs at December 31, 1969
and March 31, 1970 was somewhat greater
than at March 31, 1969 but no more than $12
million in total (including the remainder of
the excess costs existing at March 31, 1969).
These representations by Talley's management were added to a letter which PMM was
writing to the Commission. PMM had not
,verified such information' nor did it represent that it had done so. In fact the estimates were unreliable and Talley's representations were incorrect. We believe that such
use of PMM's name was inappropriate in
these circumstances.
On May 14, 1970 Talley'a acquisition of
General Time was effected. In early June
1970, subsequent to the merger, PMM discovered during its audit of Talley's 1970 fiscal
year-end financial statements that the excess costs at March 31, 1970 were in fact
approximately $16.5 million (an increase of
approximately $7.6 million from the previous
year). Moreover, most of these costs did not
appear to PMM to relate to new programs
instituted since March 31, 1969 contrary to
the represntations previously made by Talley. In mid-June 1970, PMM informed Talley
that it would be necessary to write off the
$19 million of excess costs (discussed at page
364, supra) that had been accumulated in inventory.
Conclusion
reli-d
.
In our View, the au d"Itors uncn·t·cal
I
'f'
dan
ance on Talley management's unven Ie
undocumented representations as to future
.
. t because
sales and costs was mapproprla e.
of its
they related to such a material portIon
earnings for fiscal 1969.
.
b'e ct
While an opinion qualified as bemg sU J
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to the outcome of a particular uncertainty is
designed to communicate that uncertainty to
readers of the report, it does not absolve the
independent accountant of the responsibility
for performing adequate audit tests and obtaining documentation in regard to the matter.
In this particular case, since Talley was
using an estimate of future sales greater by
several orders of magnitude than what the
company had ever achieved on such products
and an estimate of reduced future costs
which was not supported by past experience
in computing cost of sales for fiscal 1969, we
believe, that absent substantial documented
evidential support for Talley's sales projections and cost estimates, the auditors should
not have accepted Talley's projections and
estimates as a basis for even a qualified
opinion.
Furthermore, since at a date six weeks
after the close of the following fiscal year,
the auditors' workpapers in the then ongoing
examination of Talley's financial statements
for its March 31, 1970 fiscal year showed that
Talley had achieved less than 25% of the
$100 million of sales which Talley had estimated would be achieved during that year
and which Talley had used as a crucial element in estimating gross profit for 1969 and
the first nine months of fiscal 1970, we believe that the auditors should not have issued a comfort letter in which they said that
nothing had come to their attention which
would cause them to believe that the financial statements would require any material
adjustments.
/
We believe that in both the 1969 audit and
the issuance of the comfort letter, PMM's
professional performance in ~onnection with
the Talley engagement was deficient in
terms of the standards of the accounting
profession.

REPUBLIC NATIONAL LIFE INStrRANCE
COMPANY

onP~M

r:ndered unqualified audit reports
Lif l~anclal statements of Republic National
197~ ~~rance Co. ("Republic") for the years
herein t~ and 1972. For the reasons set forth
,
e Commission believes that said
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statements were materially false and misleading in that they misrepresented the income and financial condition of RepUblic and
failed to adequately diclose the nature and
extent of transactions between Republic and
Realty Equities Corporation of New York
("Realty") and Realty-related entities 26 during this period. Moreover, .it is the Commission's view that PMM failed to apply auditing standards and procedures appropriate
under circumstances which should have
caused them to exercise a great degree of
caution, particularly since during the time in
question Realty was experiencing severe financial difficulties and the prior auditors
already had identified some of the problems.
On May 10, 1971, PMM was engaged by
Repulbic, a Texas life insurance company
which then had about $10 billion of life insurance in force and over $400 million in net
assets, to examine and report .upon Republic's financial statements for the calendar
years ending December 31, 1970 and December 31, 1971. Republic's prior independent
auditor, Arthur Andersen & Co. ("Andersen"), had been terminated in late December
1970 and its 1970 financial statements previously had been issued in February 1971 without a report by an independent public accountant. They were accompanied by an
"Actuarial Certification" stgned by Neal N.
Stanl~y, the company's actuary.
PMM rendered an unqualified opinion
dated February 18, 1972, on Republic's 1970
and 1971 financial statements. PMM's report
stated that:
". . . such financial statements present
fairly the statutory financial position of
Republic National Life Insurance Company at December 31, 1971 and 1970 and
the results of its operations and the source
and use of funds for the years then ended,
in . conformity with insurance accounting
26 For purposes of this opinion, we consider transactions with Realty-related entities to include transactions with companies and individuals affiliated or associated v-ith or otherwise related 1;0 Realty or involving
assets or properties at one time owned or managed by or
otherwise connected with Realty or which came to Republic in a transaction in which Realty participated.
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principles prescribed or permitted under
statutory authority applied on a consistent
basis. Insurance accounting pr~nciples
vary in some respects from generally accepted accounting principles (see Note 1 of
.notes to financial statements)."
PMM's report on Republic's 1972 financial
statements, dated February 6, 1973, was also
unqualified, and contained the same opinion
concerning the statutory financial position of
Republic National Life' Insurance Company.27
We take issue with PMM's audits of Republic's financial statements. only with respect
to treatment of Republic's transactions with
Realty and Realty-related entities in 1970,
1971, and 1972. For reasons stated hereafter,
we believe that Republic's financial statements for 1970, 1971, and 1972 did not present fairly the financial position of Republic,
the results of its operations and the source
and. use of funds during such periods. It
should be noted that. our views as to the
issues of adequate disclosure and "recognition
of income in these financial statements of

27 On February 1, 1974 PMM withdrew its two reports
on Republic's prior financial statements when, on the
basis of PMM's ongoing examination of Republic's 1973
financial statements and information learned by PMM
during the Commission's private investigation, it appeared to PMM that a substantially greater reserve, the
amount of which was then still undetermined, for losses
in Republic's investment portfolio would have to be
established, and that the larger reserve would in part
apply to earlier years since there was no basis for
determining that all of these losses had been occasioned
by events confined to 1973 alone. On February 4, 1974,
PMM insisted that Republic issue a press release (revising a press release previously issued by Republic on that
day) which stated that substantial adjustments to Republic's previously issued financial statements would be
r.equired and that such prior financial statements and
PMM's reports thereon should no longer be relied upon
until the necessary adjustments were made. PMM subsequently issued its report, dated April 12, 1974, on
Republic's 1973 financial statements containing Ii substantial reduction of Republic's net gain from operations
and net gain from operations per share as previously
reported for 1970, 1971 and 1972. This April report
stated that the financial statements had been prepared
in accordance with statutory insurance accounting practices. In May 1974, PMM reported on Republic's financial statements on the basis of generally accepted accounting principles.

Republic do not turn on any distinctions
between statutory insurance accounting
practices and generally accepted accounting
principles. Moreover, we believe PMM failed
to gather sufficient competent evidential
matter to determine the adequacy of the
reserve for possible losses on mortgage loans
and real estate for the years 1970, 1971 and
1972.
Republic's Realty-Related Investments
Beginning in January 1968, Republic made
a series of investments in securities of
Realty and First National Realty' & Construction Corp. ("FNR"), a Realty-related
entity, and made commitments to place and
placed mortgages on real properties owned
or operated by Realty and Realty-related
entities. In addition, Realty and FNR purchased real properties from third parties
who owned the properties subject to Republic mortgages. Many of the mortgages with
Realty and FNR thus assumed had a his'tory
of late payments or other collection difficulties.
On August 3, 1970, the American Stock
Exchange suspended trading in Realty's securities and Realty publicly announced an
expected loss of $8.7 million for its fiscal year
ended March 31, 1970. Shortly thereafter,
Alexander Grant & Co., Realty's then auditors, disclaimed an opinion on Realty's consolidated financial statements for the fiscal
year ended March 31, 1970, in part because of
uncertainties as to Realty's ability to meet
financing requirements with respect to substantial amounts of short-term indebtedness.
Realty's financial difficulties continued
throughout the ensuing period covered by
the Republic financial statements discussed
in this opinion.
As of September 30, 1970, RepublIC 'owned
or was committed to purchase $24.6 million
of stock, bonds and notes of Realty, FNR and
other Realty-related entities. In addition,
Republic had over $33 million in mortgage
loans outstanding on real properties owne~
or managed by Realty or Realty-related er: t1 ties. In view of Realty's financial difficultieS,
Republic was thus faced with a serious qu~S
tion as to its ability to recover in full ItS
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unsecured investment of $24.6 million. At
this time, Republic apparently attempted to
restructure its investments in a manner
which ga~e the investments the appearance
of greater security~' by removing itself from
the position of a substantial unsecured creditor of Realty. It thereafter engaged in a
series of transactions with Realty which resulted in removing all of the bonds, notes
and stock of Realty and FNR which Republic
then owned in exchange for notes of four
Realty-related' entities which held assets
purchased from Realty. These notes were
subsequently exchanged for mortgage loans
on real estate properties and real estate
itself. In these transactions significant additional funds were invested by Republic, the
great portion of which was returned to Republic to pay prior obligations of Realty and
Realty-related entities to Republic and in
the form of interest income.
At December 31, 1971, Republic's financial
statements included $9 million of bonds and
notes of Realty-related entities, mortgage
loans outstanding of $56 million on properties owned or managed by, or in some other
way connected with Realty or Realty-related
entities and $31.5 million in real estate which
had come to Republic as a result of Realtyrelated transactions.
Republic's problems with its' Realty-related investments continued in 1972, and Republic invested significant additional funds
in transactions with Realty and Realty-related entities. Republic's aggregate Realty
and Realty-related investments, contrasted
to Republic's total reported statutory assets,
Were approximately as follows at year end
1970, 1971 and 1972:
Realty and
Realty% To- Total
AsYear
related
tal
sets
1970
$ 56 million 20.2
$277 million
1971
$
97
million
23.5
$412"million
1972
$110 million 24.6
$448 million
This a
.
Re It
ggregate amount of RepublIc's
no:
and Realty-related investments was
. lll.ent IS~losed in Republic's financial stateaccous tor 1970, 1971 and 1972 or in PMM's
that ~ a;:t~' reports thereon. We believe
Uc Information was material to Re-

l
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public's financial statements, particularly
since by September 1970 Realty was experiencing severe financial difficulties which
continued throughout the period covered by
PMM's 1971 and 1972 audits of Republic.
N or did the financial statements or notes
thereto or PMM's accountants' reports on
such financial statements contain the material information that at least 30% of Republic's reported income in 1970 (31%), 1971
(42%), and 1972 (30%) resulted from Republic's Realty-related investments. Moreover,
for reasons stated hereafter,· such income
should not have been recognized at all.
In our view, PMM's auditors should have
insisted that Republic make adequate disclosure concerning such matters; failing that,
disclosure of such matters should have been
made in PMM's accountants' reports together with appropriately qualified opinions.
PMM's auditors had been aware of the
significant transactions between Republic
and Realty as a result of their own audit
work. Additionally, prior to issuance of
PMM's initial report (dated February 18,
1972) on Republic's financial statements the
auditors had reviewed workpapers prepared
by Andersen, Republic's prior auditors, and
had reviewed a letter dated Nobember 6,
1970, addressed by Andersen to Republic's
Board of Directors. The letter noted that as
of September 30, 1970, Republic's investments and commitments in Realty and FNR
totalled about $58 million, called to Republic's attention recently available information
concerning Realty's financial difficulties and
informed Republic that the ultimate recovery in full of Republic's investments in
Realty and FNR as of September 30, 1970
was in doubt. In view of the above factors
and the likelihood of material effects thereof
on Republic's financial positions at December 31, 1970 and the results of Republic's
operations for the year then ending, the letter set forth Andersen's belief that Republic's 1970 financial statements should include
"complete and informative disclosure" of
these matters. Examples of such disclosures
included:
"Segregation within the balance sheet of
all investments in Realty and affiliates."
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"Information regarding commitments to
Realty and affiliates together with appropriate description as to Realty's current
financial condition."
"Information relating to all significant
transactions between Republic and Realty
or its affiliates .... "
'Andersen's letter also stated: .
"Republic ha~ presently recorded approximately $2,000,000 of income from its
investments in Realty' and FNR during the
nine months ended September 30, 1970.
Although substantially all of such income
has been' collected in cash, it nevertheless
has been offset by larger investments in
Realty. Since realization of this income is
· dependent upon the ultimate recovery of
Re'public's investments in Realty and
· FNR, we do not believe current recognition
· of such income is appropriate."
In December 1970 Republicterminated Andersen's .engagement as Republic's auditors,
and" Andersen did not audit the December
1970 transactions between Republic and
Realty nor did they report upon Republic's
financial statements for the year ended December 31, 1970.
In addition to the reserves discussed
herein, Republic's 1970 and 1971 financial
statements reported upon by PMM contained
a Statement of Source and Use of Funds, not
required under" statutory life insurance accounting practices but insisted' upon by the
auditors as disclosure of investment portfolio
difficulties experienced by Republic which in
a "Note" at the end of the text thereof,
stated:
"During' the years ended De<:,ember 31,
1971 and 1970 certain investments were
exchanged for or converted to other investments. The details of such transactions
(excluded from the above statement) are as
follows:

Bonds exchanged for
real estate
Bonds exchanged for
mortgage loans
Mortgage loans converted to real estate

1971

1970

$17,753,000

$-

1,200,000
19,302,928

2.350,395"

. The following year, a "Note" to the Statement of Source and Use of Funds contained
in Republic's 1972 financial statements
stated as follows:
'During the years ended December 31,
1972 and 1971 certain investments were
exchanged for or converted to other investments. The details of such .transactions
(excluded from the above statement) are as
follows:
.
Bonds exchanged for
real estate
Bonds exchanged for
mortgage loans
Mortgage loans converted to real estate

1972

1971

$-

$17,753,000
1,200,000

8,556,628

19,302,928"

However, neither Note explained that the
"certain investments" referred to therein
were Republic's Realty-related. investments
or the fact that these investments were related to a compnay experiencing severe financial difficulties.
PMM correctly identified in late 1971 the
primary problem area in Republic's financial
statements as being Republic's investment
portfolio and more particularly, Republic's
Realty-related investments. 28 While the auditors expanded the scope of their examination
in an attempt to deal with this area and
. 2ft While PMM was able to identify this problem area as
a result of its own examination, it should not have
acquiesced in Republic's request that it complete its own
field work before it reviewed the prior auditors' workpapers.
As it turned out, the information came so late that
PMM's response was inadequate to the situation. As set
forth in an earlier opinion, In the Matter of Touche RosS
& Co., ASR No. 153 (1974), it is important that successor
auditors "obtain access to and carefully review t~e
results of the predecessor's work." In our judgment, thIS
includes a timely review which should be initiated by
the successor auditor at the inception of the engagement. We believe this is necessary to assure an adequately planned audit program which would take int~
consideration those significant areas of controversY tha
h remay have been uncovered as a result of suc It.
Rbi'
's
Rea
Y
VIew. Mortgage loans unrelated to epu IC
eS
enc
e
related investments were the subject of confer
c
es wer
between Andersen and Republic. The conlerenc
ot
· h were n
recorded by Andersen in memoranda w h IC.
a rel a seen by PMM. We think that all papers havmg'b'JjtieS
. tionship to the successor auditor's respons l I
should be made available by the prior auditor 3.
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insisted on establishment of a reserve for
possible losses on mortgage loans' and real
estate of $7 million at· December 31, 1971
(approximately $5 million of which was. attributable to Realty-related investments)
and $7 million at December 31, 1972 (all
attributable to Realty-related investments),
it failed' to come to grips with the ba~ic
auditing questions. 29 PMMni.ade ·a juqgment
that establishing the $7 million reserve for
possible losses on mortgage loans and' real
estate essentially mooted· the disclosure
question. We believe, however, that judgment was not correct in light of the then
known circumstances. In our' view, the
above-quoted notes and the establishment of
the reserves was not an a'dequate substitute
for disclosing Republic's relationsh~p· with
Realty and the transact~ons. they had engaged in. No specific explanation was given
that some or all of the reserve was attributable in the judgment of the audit()r~(t6 possible losses on 'Republic's' Realty-related investments and Realty's name w'as not even
mentioned in the financial statements. or in
PMM's reports thereon ..: '
Although auditing of Republic's 1970 and
1971 financial statements was accomplished
at the same time, PMM's examination of
Republic's Realty-related investments f9cused on the investments which Republic
had on its books at December 31, 1971 as a
result of the numerous transictions between
RepUblic and Realty in: 1970 and 1971. Since
these remaining investments were in great
measure mortgage loans and real estate,
PMM attempted to value the real estate and
th: collateral underlying the loans to determIne whether Republic had sustained losses
~ ~ result of the 1970 and 1971 transactions.
t. hIle this examination 'included consulta:.ons with Republic's managemEmt and a reO~e~hof the appraisals, prepared by Members
A.
e. American Institute of Real Estate
ppra1sers, which Republic had on the prop-

---

.. In addition t thO
'
Valuatio
0
IS reserve, a Mandatory.Securities
lOSses onn t Reserve ("MSVR") applicable to possible
estate \V socks and bonds but not on mortgages or real
1
as pr 'd d .
971 and $5 8 O~I.e In the amount of $4.5 million for
, mIlhon for 1972,
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erties in question, neither the appraisals nor
PMM's examination sought to asc~rtain the
purchase prices, paid, by Realty to,third'parties for these properties.- These properties
had been purchased by Realty and simultaneously sold or' mortgaged to Republic at
prices far in excess of what Realty had paid
for them. Although PMM questioned the basis and validity of preparation of some of the
appraisals (some of which were done on a
"highest an~ best use" basis, assuming future development), it did not obtain s~fi
cient evidence of the current value Of the
properties' in question. As 'one example;' in
December 1971, Realty purchased a large
tract of undeveloped land in the Adirondack
region of New York State for $3;150,000 and
RepUblic placed a $13,450;000 mortgage on
this property at the same time. This was the
largest mortgage 9n Republic's books at both
December 31, 1971 and', 1972. Also ~nchided in
the 1972 financial' statements was a $5 million leasehold' mortgage· to 'a·'Realty-related
entity. This mortgag~ was secured by ,the
leasehold interest in an 'aging industrial
complex, the sole tenant of which had already given notice that it would not renew
its lease. Also, the Commission's investigation revealed that this transaction was contrived by Republic and Realty so that the
portion. Of the proceeds in .the amount of $1.7
million of this loan could be used by Realty
and Realty-related entities to pay Republic
the principal and interest payments to become dueo~ .two previously existing loans
which had beep. grant~d by Republic to
Realty-related. entities in late 1971. PMM's
audit procedures during their 1972 audit did
not reveal this design or alert them to all of
the factors, surrounding the making of this
loan. Although PMM did raise questions concerni~g the source of funds for the $1.7 million principal and interest payments on the
pre-existing loans, it did not learn that the
new $5 million loan by Republic had been
used for such purpose. Included in Republic's
1971 and 1972 financial statements were the
results of several similar transactions. Considering the significant prior transactions
between Republic and Realty and Realty's
failing financial condition, we feel that PMM
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should ~ave e.xtended its audit procedures
substantially more than it did in this area.
The result was that despite establishing a
reserve of $7 million for possible losses on
mortgage loans and real estate, Republic's
Realty-related .mortgage loans and real estate were substantially overvalued at December 31,1971 and I)ecember 31, 1972. 30
In this case, PMM was aware, or should
have been aware, of the significance of these
transactions with Realty and Realty-related
enti~ies. We consider it an auditors's duty to
do more than just make a mechanical examination of the data underlying a particular
transaction. The responsibility of the auditor
alsoinvolves a duty. to investigate the totality .9f the circumstances surrounding material transactions, individually and in the aggrega~e; and to seek out the significant
information that affects evaluation and decisions. In the instant case" PMM should have
examine~ the circumstances under which
R~a~ty; and J~ealty-related. erititiesa<:quired
theprope~ties ·being. mortgaged to Republic
and· should have ·insisted upon receiving appraisals based upon current value. Had PMM
conducted. an appropriate audit, it should
hav~ discovered the unusual.nature of these
transactions an<.l ~he need for more complete
disclosure.
Many of the!'!e transactions betweenRepublic and Realty and Realty-related entities
were less than arm's length and many of the
characteristics commonly found in what are
usually referred to as "related party" transactions. It should be recognized that related
party transactions are not limited to any
particular type or classification. Rather,
they can take an infinite number of forms
including some of those engaged in by Republic and Realty-related entities. Auditors
must be alert to these types of transactions,
which frequently are the subject of one form
30 ;Republic concluded in its statutory financial statements for 1973, which were accompanied by PMM's
report dated April 12, 1974, that the reserve for possible
losses on mortgage loans and real estate at December
31, 1973 was $25,000,000 after reductions of the carrying
value of certain assets aggregating $8.5 million and not
recognizing as income amounts aggregating $11.8 million. The possible losses related principally to Republic's
Realty-related transactions.

of management deception or another. Auditors should be especially alert to these possibilities where there exists some ongoing relationship, such as existed between Republic
and Realty.
~MM's Workpapers

As set forth above,we believe that Republic's financial statements significantly overstated the value of its Realty and Realtyrelated investments during the period covered by PMM's 1~71 and 1972 audits. At the
same time, Republic's reserve for possible
losses on mortgage loans and real estate was
significantly understated. The valuation of
th~ investment portfolio was a crucial problem, and we believe that the inadequacies of
PMM's 1971 and 1972 audits are reflected by
the' insufficient inform.ation in the workpapers as· to the basis of calculations to support
the adequacy of the $7 million reserve for
possible losses on mortgage loans and real
estate as at December 31, 1971 and 1972. The
complications' contained in the workpapers in
support of the' $7 million reserve as of the
above dates, in our opinion, were not supported .by sufficient evidential matter that
would result in a conclus.ion that this account was fairly stated.
Income Recognition
In 1970, 1971 and 1972, Republic recognized substantial amounts of income which
came largely out of the funds which RepubliC
was advancing' to Realty and Realty-related
entities in those years. To the extent that
PMM was aware that interest on many of
Republic's Realty and Realty-related investments would not have been paid currently in
the absence of such advances by Republic,
serious questions should have been raised by
PMM as to the propriety of recognizing s~ch
income on a current basis. PMM's determInation that recognition of 'this income waS n~t
improper was based upon their attempt ~
value the Realty-related investments tha
Republic received. The auditors took the p~:
sition that because possible losses on ReP: d
lie's major Realty-related investments
been identified and provided for by the

;1

ACCOUNTING SERIES RELEASES

million reserve and the MSVR, that there
was no basis for refusing to allow Republic to
recognize income from such investments.
This judgment, although having some theoretical support,. was only as good as the
valuation of the investments that Republic
held. In our view of the circumstances in this
case, the auditors did not sufficiently extend
their audit procedures beyond their review
of the appraisals referred to above to determine the adequacy of the collateral for the
Realty-related mortgage loans and, in fact,
such collateral was substantially overvalued.
Accordingly, we believe that in these circumstances such income should not have been
recognized. Where interest is not being paid
currently, it may be appropriate under some
unusual circumstances to recognize interest
income currently on adequately collateralized loans, but such circumstances generally
will be very exceptional.
PMM's Review Procedures
In late 1972, PMM instituted a procedure
whereby all of its reports on audited financial statements issued after December 31,
1972 would be reviewed by a second partner
prior to issuance, primarily to give additional
assurance of compliance with PMM policy
regarding the form and content of the report
and the accompanying financial statements.
Thus, the report dated February 6, 1973 with
respect of Republic's 1972 financial statement was one of the first to be subject to this
so-called pre-issuance or "cold" review procedure. 31
.
As part of the procedure, the ~ngagenient
partner was to prepare for the reviewer a
memorandum regarding the potentially criti~~l areas of the audit and an indication of
th e engagement partner's satisfaction with
e aUdit in each of those areas. The proced ure d'd
by th I not normally contemplate a review
in
e s.econd partner of any of tl\e underlyhi~ audIt workpapers, nor did it place upon
any responsibility for the adequacy of

---

3'Th'IS pre iss
With a dif~ - uance review should not be confused
e\ sew her lerent. rev"lewmg proce d ure of PMM referred to
reView ofe here~n as "SEC review", which related to the
certam filings with the Commission.
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the audit or the appropriateness of the financial statements and related disclosuressuch responsibility remained with the engagement partner who conducted the audit.
In his memorandum in early 1973, the engagement partner for the Republic audit
identified, as the "main problem" in the audit, Republic's investments ill Realty-rel~ted
entities. In this connection, he stated:
"The main problem area from an audit
standpoint is, investments. This company
has some real ,problems in mortgage loans,
certain bonds and real estate owned, most
of which arose through dealing ~th
Realty Equities Corp. I not only reviewed
the investment workpapers' in detail but
also reviewed the loan files on new loans
this year, held lengthy discussions with
VP-Investments'regarding problems and
solutions and personally directed the audit
of investments."
The memorandum did not mention, nor did
the second partner making the pre-issuance
review learn, that Realty was in severe financial difficulties and that the prior auditors had raised a number of questions with
respect to Realty-related investments. 32
THE PENN: CENTRAL COMPANY
On February 1, 1968 the Pennsylvania and
the New York Central railroads merged and
became the Penn Central Transportation
Company ("PCTC" or "Transportation Co.").
PMM became the auditors of the merged
, company and issued a report on the result of
PCT on both a consolidated and a "company
only" basis for 1968. During 1969, Penn Central Co., a holding company, was formed and
acquired all of the stock of PCTC. For 1969,.
PMM issued a report on the results of Penn'
Central on a consolidated basis and PCTC on
a "company only" basis. 33
32 These questions are reflected in the prior auditor's
letter quoted above. The engagement partner apparently did not describe the differences the prior auditors
had with Republic because he thought he was confronted
with a different situation.
33 PMM's reports were dated March 7, 1969 and March
12, 1970, respectively. Both reports were qualified as to
the failure to provide deferred income taxes and were
otherwise unqualified.
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On June 21, 1970, the Penn Central Transportation Co. filed· a petition for reorganization under the bankruptcy laws. An investigation conducted by this Commission
following the filing of the petition revealed
that Penn Central management 34 had engaged in a program of concealing the deterioration of the company which occurred in the
post-merger period and which led to the filing of the petition in reorganization. A detailed description of the transactions, events
and activities preceding the filing of the petition is contained in the Commission's Staff
Report on the Financial Collapse of the Penn
Central Company.35 Management's efforts involved misrepresentations as to the affairs,
prospects, financial results, and value of assets of the Penn Central complex. The misrepre!'1Emtations were made in many. forms of
communications to the investing public and
shareholders.
While the financial statements upon which
PMM reported did show a declining trend in
1969,36 'they substantially' understated the
magnitude of the real decline in the economic fortunes of Penn Central and did not
reflect the case drains which led to the col-

34 Penn Central is used to identify the corporate complex in general without distinguishing the separate
identities of Penn Central Co. or the Transportation Co.
Penn Central Co. was essentially a holding company and
neither it nor PCTC had a separate management.
35 The Financial Collapse of the Penn Central Company~taff Report of the Securities and Exchange Commission to the Special Subco'mmittee on Investiga.tions of
the House Interstate and Foreign Commerce Committee,
August 1972. U. S. Government Printing Office, Washington, D. C.
36 The consolidated results and the PCTC results were
reported. Rail operations, which were most significant
in appraising long run operating prospects, were not
separately reported. The data are as follows:

Jan-Mar
1970
1969
1968
1967

Penn
Central
consolidated
earnings·
($17)
$ 4
$88
$69

Penn
Central
Transportation
operations·

(Loss)
on rail
operations·

($63)
($56)
($ 5)
$ 9

($101)
($193)
($142)
($ 86)

lapse of the railroad when PCTC could no'
longer borrow funds.
The financial statements did not ade:..
quately present the financial condition of
Penn Central because the economic substance of several transactions was· not properly reflected therein and because there was
insufficient attention given to the overall
condition of the Company and its operations.
The principal means by which Penn Central inflated financial results for 1969 included the failure to include charges arising
out of Penn Central's ownership of Lehigh
Valley Railroad Co., failure to reflect current
maintenance expenses of the New York-New
Haven and Hartford Railraod Co. as charges
against income, the improper inclusion of
income from large real estate transactions
by Great Southwest Corp. and the improper
inclusion of dividends from certain subsidiaries. In 1968 the financial results were inflated by the improper inclusion of profits
from the exchange of certain equity interests
in real property for the stock ownership in
Madison Square Garden Corp., the improper
inclusion of income of the purported dividend
comprising the common stock of a whollyowned subsidiary of Washington Terminal
Corp., the failure to record properly expenses
connected with mail and baggage handlers,
charges arising out of Penn Central's ownership of Lehigh Valley Railroad Co. and Executive Jet Aviation and the inclusion of purported profits from certain real estate
transactions of Great Southwest Corporation. By acquiescing in these improper accounting practices, PMM, in our view, permitted Penn Central to misstate its financial
position and operating results for the years
1968 and 1969.
In some of the items discussed below,
PMM's position is briefly described.
Washington Terminal Company
PCTC in 1968 included as part of its oper"
.
ating income
what they consIdered
to be
"dividend-in-kind" in the amount of $11,70 0,000 declared by Washington Terminal CO.ffld
pany ("ETC") a 50% owned company carrIe
on the cost basis by PCTC. 37 This income waS
WTC waS the
The other 50% owner of the stock 0 f
Baltimore & Ohio Railroad Company.
37

* In millions
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reflected in the results from ordinary operations and was part of the consolidated earnings of Penn Central and also part of the
Transportation Company's operating results
for the year. There was no separate disclosure in the financial statements or in the
notes thereto that informed the reader of the
nature of this transaction or' of its magnitude. Absent this recordation as dividend
income, consolidated earnings would have
amounted to $78,753,000 as opposed to the
$90,273,000 reported; and, PCTC's loss from
ordinary operations would have amounted to
$14,473,000 as opposed to the reported loss of
$2,773,000~

The "dividend~in-kind" which was declared
to its parent company was in the form of
100% of the stockofa new company formed
for the purpose of receiving an undivided
one-half interest in real property and air
rights over the Union Station in Washington,
D. C.38 Both before and after the transaction,
Penn Central owned a 50% interest in the
Union Station property.
The Union station property became the
subject of an agreement with the United
States Government for development of a Visitor's Center and the leasing by the National
Park Service of such Center. The deed conveying legal title and an undivided one-half
interest provided that WTC would continue
to control the property during the period
that the Visitor's Center was under construction. 39 The agreement provided that the N a-

38 A similar dividend was paid in the form of 100% of
the stock of a separate new company which was formed
to receive B&O's 50% interest.
~ a. The deed by which WTC conveyed (to the newly-.
~rmed corporation) the undivided one-half interest inc Ud~~ th.e following reservation:
ubject to the continued right of use possession
°Per ti
"
Q
'1 a on and maintenance of the Union Station
""UI ding, concourse concession areas and related
areas pr
'
Wa h' esently used for commercial operation by the
\ices lngton Terminal Co., its lessees, concessionaries,
nsees
invI't
' passengers, officers, employees, contractors,
ees and "
.
and
'
VISItors during the period of alteration
ity a~~nstruction of the Visitor's center parking facilLaw 90 ~ew passenger station contemplated by Public
the Un~t64 and until the taking of full occupancy by
coverin~;~ States of America pursuant to a lease
e property herein described."
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tional Park Service would lease the property
for 25 years, after the owners had made
significant alterations and. improvements,
which were expected to take two or three
years. At the conclusion of the lease the
property could be acquired by the National
Park service for $1.
PCTC recorded the $11,700,000 as its determination of the value of the stock distribution received. 40 This amount was based on an
appraisal of the underlying property and the
air rights.
PPM states that:
Penn Central Transportation Company accounted for its investment in Washington
Terminal Company on the cost basis, an acceptable method of accounting and the
method most commonly followed in 1968.
Since Penn Central Transportation Company
accounted for its investment in Washington
Terminal Company on the cost basis, in
PMM's opInion any distributions from Washington Terminal Company necessarily were
properly recorded in earnings when received;
and since the distribution was a dividend-inkind the proper method of recording it by
Penn Central Transportation Company was
at fair market value under then current
accounting literature. In PMM's view,
PCTC's obligations under the lease contract
.were fixed and accrued in its accounts, and
therefore, there was no uncertainty with respect to the value of this dividend and income had to be recognized in 1968 when the
dividend was received.
The Commission disagrees with PMM's position that all necessary elements were present to permit the recordation of income in
1968. In the Commission's view, this transaction was, in substance, a write-up of this
asset on the books of the parent company.
We believe that recognition by the Transportation Company of income in the amount of
$11,700,000 in the form of a 100% stock distri40 McCandles Corporation had appraised the property
and the air rights for the Baltimore & Ohio Railroad Co.
at $27,000,000, so that based on that appraisal the value
of a 50% was $13,500,000. The figure of $13,500,000 was
reduced by PCTC to $11,700,000, to reflect its determination of the fixed cost of improvements and a discount for
the period prior to commencement of rental payments.

378

SECURITIES AND EXCHANGE COMMISSION

bution was improper since in substance the
position of the consolidated enterprise was
. unchanged with respect to the use, possession, operation, and maintenance of the underlying subject property after the receipt of
the distribution. Generally accepted accounting principles do not permit recording a
transaction based on form when its substance is materially different.
The substance of the December 18, 1968
agreement was a promise on the part of the
United States Government to purchase certain property after significant construction
and alterations had been made to transform
such property into a National Visitor's Center. In the Commission's opinion, recognition
of income to PCTC under the circumstances
outlined herein was inappropriate until the
seller of Union Station had substantially performed its obligations.
The Commission also believes that if incorrie hi this amount was recorded in 1968,
separate disclosure should have been made.
Madison Square Garden Transaction
Penn Central entered into a transaction in
1968 which involved a nonmonetary exchange within its investment portfolio that
resulted in the company recording a gain in
the amount of $21 million. This gain was
reflected in income from ordinary operations
and was part of the consolidated earnings of
Penn Central and also part of PCTC's operating results for that year. There was no
separate disclosure in the financial statements or in the notes thereto that informed
the reader of the nature or magnitude of this
transaction. Absent this gain, Penn Central's
consolidated earnings from ordinary operations would have amounted to $69,273,000 as
. opposed to the $90,273,000 reported, and
PCTC's loss from ordinary operations would
have amounted to $23,773,000 as opposed to
the reported loss of $2,773,000.
This transaction represented the exchange
of Penn Central's 25% interest in Madison
Square Garden Center ("Center") and its
55% interest in the Penn Plaza office building for a 25% interest in Madison Square
Garden Corporation ("Garden"). Before the
transaction, Garden owned 25% of the Cen-

ter, 20% of the office building, and real estate on which the former Madison Square
Garden had stood, and other minor assets. 41
Penn Central, in its filing with the Commission describing the transaCtion, indicated
that its purpose was
"to concentrate and unify Penn Central's
interests in the new Madison Square Garden Center and the office building-though
the ownership of a substantial equity interest in Madison Square (Garden Corporation) which will be the beneficial owner
and operator of those facilities." 42
Penn Central, which received no cash, recorded the gain of $21 million on this transaction by valuing the Garden Stock received
at $25.7 million (based on its average market
price on the NYSE of $11.078 per share at
the date of negotiations) and subtracting the
$4.6 million carrying value of assets given
Up.43

,

It is PMM's position, as stated by it, that
the exchange of PCTC's shareholdings and
interest in two corporations (privately held)
which owned and operated an office building
and a sports center, for shares of stock in
41 Madison Square Garden Corp. was essentially a
holding company whose major assets consisted of its
interests in Madison Square Garden Center, which in
turn had the exclusive right to the use of the franchise
and player contracts of the New York Rangers and New
York Knickerbockers, and the Penn Plaza office building
venture. The group 'of companies comprising the Madison Square Garden Corporation also owned a professional ice skating show and other real estate. The Madison Square Garden Corporation common stock had
registration rights under the exchange agreement.
42 Source-Schedule 13 D filed by Penn Central Company received by the Commission April 1, 1969.
43 This was based on an agreement dated December 18,
1968. On the same date, Garden and Penn Central also
entered into another agreement whereby Garden had
agreed to sell and Penn Central agreed to purchase at
$11.078 per share up to 180, 538 shares of Garden 'sd
common stock. This sale and purchase agreement ha
the effect of continuing Penn Central's undertaking to
loan funds to cover costs of construction of the 29-s torY
office building that would be in excess of the construCtion loan. This was to be accomplished by Garden loan!
ing the funds that it would receive from the sale 0
additional shares to Penn Central.
ul t
Penn Central originally had a 23% interest as a re~ 1)'
of the transaction which was increased to 25% malnnt
eeme .
through purchases under the stock purchase agr
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.Ma~ison Square Garden Corporation, a diversified holding company with over 36,000
shareholders, whose shares were publicly
traded, constituted a substantive exchange
of distinctly different kinds of assets and, in
accordance with accounting theory then in
existence, was an exchange of assets to
which gain or loss must have been recognized. If no recognition were m.ade of. the
exchange, the 1968 financials would not have
shown the true results of management's de. cisions in the handling of its stock ownership
in Madison Square Garden Corporation. In
PMM's opinion, PCTC realized gain of its
investment in 1968 as the financial statement properly showed.
It is the Commission's opinion that the
transaction represented .the substitution of
an investment in one form for essentially the
same investment in another form. There was
no change in economic interests in Center,
the principal a~set involved, and Penn Central's intent, as stated by it, was clearly not
to dispose of its economic interest in the
facilities exchanged.
We believe that PMM failed to recognize
that in substance there were not sufficiently
significant changes from a business viewpoint to warrant the recording of income on
this nonmonetary exchange. Furthermore, it
is the Commission's view that PMM should
have required separate disclosure of the nature and amount of this transaction.

a

Merger Reserve: Separation of Mail and
Baggage Handlers
In 1968, Penn Central Transportation Company charged against a $117,000,000 merger
reserve established in 1967, payments aggregating $4,672,000 made to certain mail and
baggage handlers upon 'their separation
from employment with PCTC. 44
.. The $117 million reserve was the pQ,tential cost of
recalled
I
.
tall'.
emp oyees portIOn of an aggregate reserve toof ~ng $275,421,985 for anticipated costs of the merger
res ennslyvania and New York Central railroads. The
Ra:ll"Ve Was established in 1967 by the Pennsylvania
I road C
.
Corn
ompany WIth the approval of the Interstate
charrnerce Commission. It was established by making a
. the amount of $275,421,985
ge to earn".mgs m 1967 m
thereb
Y reducmg earnings in that year by that amount.
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The Penn Central's predecessor railroads,
the Pennsylvania and New York Central
railroads, and their labor unions had entered
into a Merger Protective Agreement, dated
January 1, 1964, which provided that no one
employed during the period from January 1,
1964 to the effective date of the merger
would be terminated after January 1, 1964. A
subsequent termination did not have to be
merger related for the agreement to apply.
The $117,000,000 liability reserve which
was established in 1967 was to provide only
for wages to be paid to 5,600 employees who
had been furloughed prior to the merger, but
who, due to the Merger Protective Agreement, had to be recalled to service upon the
consummation of the merger and had to be
employed or paid thereafter until they left
through natural attrition. 45
Subsequent to the merger, Penn Central
early in 1968 incurred a cost of $4,672,000 in
separation payments to mail and baggage
handlers made surplus as a result of curtailment of use of Penn Central's services by the
U. S. Post Office Department. The basic accounting question faced by PMM was
whether. the payment of $4,672,000 made to
the mail and baggage handlers, who had
been separated from employment with
PCTC, was chargeable to the reserve previously established, or chargeable to expenses
for the period.
PMM seriously questio.ned the use of the
liability reserve for the payments to the mail
and baggage handlers which questions may
have led management of PCTC to petititon
the ICC for approval to charge this cost to
46
the reserve for ICC accounting purposes.
45 There was another class of employees who were
expected to be made surplus as a result of the merger.
This group numbered about 7,800 employees and were to
be made surplus as a result of consolidations, coordinations, elimination of facilities, and so forth. It was made
up of employees who were working as of February 1,
1968, and were to be subsequently made surplus. All
wages relating to such 7,800 employees were to be
charged to current operations, no wages were to be
charged to the liability reserve.
46 By letter dated January 23, 1969, PMM advised
Penn Central Company with respect to this charge, in
part as follows:

"We have reviewed the facts concerning the separa-
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By a letter to the ICC dated January 23,
1969, Penn- Central argued that such . costs
should be charged to the merger reserve
because the payments to the mail and baggage handlers were directly the result of the
labor agreements incident to merger, that
they were unproductive of merger savings,
and that the reserve was adequate in total
amount.
PMM reviewed the letter to the ICC before
it was sent and in the letter referred to in
Footnote 46 above stated that if the ICC" ...
in its judgment deems the separations to be
merger related and the costs incident
thereto chargeable against the reserve, we
would no longer have a basis for objection to
a charge against the Merger Reserve for this
purpose."
By letter dated January 29, 1969, the ICC
replied as follows:
"This will advise that a majority of Division 2 in conference today voted to grant
the letter request filed January 23, 1969,
for authority to charge an amount of $4,672,000 expended during 1968 in connection with separation of mail and baggage
handlers against the 'Merger Reserve' established in 1967."
In our view, the $4,672,000 in separation
payments incurred during 1968 as a result of
the curtailment in services of mail and baggage handlers did not come within the original merger reserve criteria. The original
merger reserve was created to provide for
charges for payments to employees who had
tion of these einplo'yees' and the 'dat'a,supplied to us
with respect to the costs, amounting to $4,672,000. It is
our opinion that the Merger Reserve originally was
not established to cover separations of this nature,
and, accordingly, such costs would not constitute an
appropriate charge against the reserve.
·"We understand that you intend to petition the
Interstate Commerce Commission to review the facts
concerning the separation of the mail and baggage
handlers and to rule on the question of whether such
separations are, in fact merger-related. We have reviewed the. letter addressed to the Commission by Mr.
Saunders. Under the circumstances, if the Commission in its judgment deems the separations to be
merger-related and the costs incident thereto chargeable against the reserve, we would no longer have. a
basis for objection to a charge against the Merger
Reserve for this purpose."

been furloughed prior to the effectiveness of
the merger. The mail and baggage handlers
were not furloughed prior to the effectiveness of the merger. 47
In the Commission's opinion, even though
the ICC was willing to permit the charge to
the reserve for ICC purposes, we believe
such amounts should have been reflected as
a period expense during the year ended December 31, 1968 in the financial statements
of the company issued to the shareholders.
The accounting rationale for setting up the
original $117 million liability for the recall of
surplus furloughed employees was that
solely as a result of the effectiveness of the
merger a liability had been created and the
combined railroads had therefore suffered an
expense (loss), unrelated to future operations
that had to be recognized. This accounting
rationale does not apply to the facts leading
to the $4,672,000 in payments. The liability,
and hence the expense, did not exist as of
December 31, 1967 nor February 1, 1968. Nor
was there a known contingent liability as of
such dates. It is the Commission's view that
PMM should have been more objective by
. resolving this issue independently of the ICC
and that initial resistance of PMM to charging the reserve for these payments reflected
the proper accounting and auditing posture.
Lehigh Valley Railroad Company
Prior to 1962, the then PRR, through subsidiaries, owned 44.4% of the outstanding
shares of Lehigh Valley Railroad Company
("Lehigh Valley"). As a result of an exchange
offer, PRR on February 28, 1963, became the
record or beneifical owner of 89.9% of the
stock and this was incrased to 97.3% in 1964.
Lehigh Valley remained a 97.3% owned
subsidiary of PCTC at the time of the merger
of the PRR and NYC Railroads. In 1968, the
Lehigh Valley losses were $6 million, and in
Penn Central had attempted to rna k e a cas eto PMM
t ally were
that these mail and baggage han dl ers ac u
the
intended to be furloughed prior to the date of en
unforese
merger and would have been b ~t f or some
been
events and administrative oversIght, and had they fte r
. to that d a t e an d recalIed therea
furloughed prIOr
h re-'
the payments would have been chargeable to t e
serve.
47
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1969 the losses were $5.1 million, before an
extraordinary charge of $1.2· million. The
footnotes to the 1968 and 1969· Financial
Statements contained in the Aimual Report
to Shareholders ,separately disclosed these
losses. The Lehigh Valley results', however,
were not consolidated with Penn Central's
results during these periods. 48 Mariagement's
reason for not consolidating the operation of
Lehigh Valley was' their position that Penn
Central's ownership was temporary since the
ICC had required that Lehigh Valley be offered for affiliation with another railroad
sYstem. 49 Penn Central apparently relied on
that ICC ruling as the basis for nonconsolidation,50 apparently drawing its accounting
support for nonconsolidation from the criteria included in Accounting 'Research Bulletin
No. 51. 51
The Commission concluded, based upon its
investigatlen that neither, C&O/B&O nor
N&W ever had any interest whatso~:ver in
acquiring Lehigh Valley; further, in the
4. The operations of Lehigh Valley were not consolidated in prior years; however, the financial state,ments
for those years were not examined by independent public accountants.
4' As noted in the footnotes to the 1968 and 1969
financial statements contained in the Annual Reports to
shareholders, Lehigh Valley was not included in consolidation because the Interstate Commerce Commission
"has required [Lehigh Valley] to be offered for inclusion
in another railroad system."
50 The Interstate Commerce Commission, in approving
the merger of the Pennsylvania and New York Central
Railroads in 1966, required PCTC to use its best efforts
to offer Lehigh Valley to the C&O/B&O or to the N&W
Railroads for inclusion in one of those systems, or absent such affiliation, for PCTC to continue to keep
Lehigh Valley operational and possibly be merged eventually into Penn Central
51 Th
.
e pertinent section of ARB No. 51 reads as folIows:

"Consolidation policy: 2. The usual condition for a
con~rolling financial interst is ownership of a majority
votIng' t
e h' In erest, and, therefore, as a general rule own5~s Ip by one company, directly or indirectly of over
co!ercen~ of the outstanding voting shares of another
Ho pany IS a condition pointing toward consolidation.
Fo;ever , there are exceptions to this general rule.
whe eXample, a subsidiary should not be consolidated
doesre Contr 0 I'IS I'k
1 ely to be temporary; or where it
stanc~ot :es t with the majority owners (as, for inOr in b' wkere the subsidiary is in legal reorganization
an ruptcy)."
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course of the investigation a management
representative flatly stated that no one'
wanted to acquire Lehigh Valley and that it
was not worth anything. In the Commission's opinion, therefore, Penn Central's
ownership in Lehigh Valley could not reasonably be said to have been temporary, and,
further, a significant' write-down in the investment was required.
The Commission's investigation also included information gathered from "Moody's
Transportation Manual" and from filings'
made by Lehigh Valley and contained in the
public dockets at the SEC. These sources of
public information revealed, among other
things, that for a 13-year period from 1957
through 1969, Lehigh Valley incurred consecutive annual losses; whereas for the 13-year
period preceding 1957, Lehigh Valley had
only two loss years. The trends as indicated
in this published data, as well as the current
amounts of advances being made to Lehigh
Valley, clearly supported PMM's questioning
management as to reasons why Penn Central's investment in Lehigh Valley should
not be written down.
The audit workpapers of PMM for 1969
illustrate its awareness of the problem, the
workpaper stating "Lehigh Valley-to be
written down or reasons must be supplied."
As a result, at the request of PMM, Penn
Central made the following written representation to PMM in a letter dated March 12,
1970 concerning management's evaluation of
this investment and their intention concerning its disposition.
"One of the roads to which Lehigh Valley
must be offered is the C&O and if the
merger with the Norfolk and Western does
not go through, the Lehigh Valley will
have great strategic value to the C&O and
we certainly should be able to come out
well on our investment.
"There are other alternatives we have in
mind if this does not occur but it is too
early and premature to determine to what
extent, if any, an impairment may result in
the investments."
PMM states that, in its opinion: (1) Lehigh
Valley was properly not consolidated under
the provisions of ARB No. 51; (2) that the
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carrying value of Lehigh was recoverable
upon disposition; (3) that disdosu.re of the
losses in 1968 and 1969 were clearly set out
in footnotes to fully' inform the r~ad~r; and
(4) that the investment in and advances to
Lehigh Valley were included i~ consolidated
Penn Central investments and advances
which in the aggregate had a ~~rket value
well in excess of their carrying value. For all
of the (oreg~ing .t:easons,jn ·PMM's view, not
consoiidating. Lehigh Valley was appropriate
and no write-down would have been required
C?f this asset either in 1968. or 1969.
PMM further states that it was unaware
that Penn Central was not reasonably likely
to divest itself of Lehigh Valley in the foreseeable future and, therefore, accepted management's accounting rationale in this regard and also accepted its reasons alS to why
the investment in Le4igh Valley' should not
be written down ..
It is our vi~w that PMM~s ~uditingproce
dures should have· included its s~~king ade~
quate eVidence to support management's
writtenr~epr~'~entationas to the likelihood of
divestiture. In both 1968' and 1969 PMM
should have insisted that management furnish evidence .that. they had made offe'rs to
the C&O/B&O ahd to. N&W, or that they were
going to do' so· within a specific time period.
PMM should have satisfied itself by further
inquiry as to whether management had evidence of any. indications of interest from
these two railroads or from any other potential acquirer. We believe that PMM should
have insisted on additional representations
describing the specific alternatives that
management had in mind in order for PMM
to' satisfy itself whether it was too early to
determine, to what extent, if any, an impairment of value existed or would result.
In our view, Penn Central's ownership of
~ehigh Valley was not temporary within the
meaning of ARB No. 51 and, therefore, the
operating losses of Lehigh Valley should
have been reflected through consolidation.
Failing such treatment, PMM should have
insisted that the investments in, and/or advances to Lehigh Valley be written down
since, in addition to Lehigh Valley's recorded
losses there was substantial evidence in the
Commission's opinion, as early as 1968, that

o

Penn . Central could not readily expect to
cover its lo-ans and advances to .Lehigh Villley;52 It is our opInion that PMM should have
more critically examined management's assurances given in support of their representations that Lehigh Valley could be disposed
of to another railroad system and without
incurring a loss.
Executive Jet Aviation

In 1965, as part of a diversification program, the Pennsylvania RailrC?ad ("PRR"),
began investing in an air taxi service, Executive Jet Aviation, Inc. ("EJA").53 PRR looked
upon the investment as a means of entering
into the air transport and air' cargo fields,
even though it was aware that the Federal
Aviation Act prohibited railroads from engaging in such activities. PRR, however,
made the investments in the" hope that it
would, be able to have the aeronautics laws
.changed to permit it to engage in the air
'cargo busiriess.
. -" .
In 1966 EJA applied to the Civil Aeronautics- Board for approval of its acquisition of
Johnson FlYirig Service, a supplemental air
carrier. In connection with this. application, a
C.A.B examiner found that PRR controlled
EJA . in violation of aeronautics laws. Pur'suant to this finding, PRR submitted a plan
of financing and divestiture which contemplated continued investment in ERA by
PRR. In December 1967, the CAB held the
plan to be inadequate, and ordered a complete divestiture.
Up to 1966 PRR had advanced approxi-

52 The investment and advances in Lehigh Valley by
Penn Central at December 31, 1969 aggregated $49,493,000. Of this amount, $23,025,000 was in capital stock,
$4,125,000 in bonds, and $22,343,000 represented advances and other sums due. Of the latter amount, $16,395,000 represented advances made in 1968 and 1969.
53 In 1965, as part of its diversification program, PRR,
through a wholly-owned subsidiary, American Contr~et
Corp., acquired 655,960 shares of class B, nonvot~ng
common stock of EJA at a cost of $327,980, representJn~
a 58% interest in the company's combined class A ant
.
Con t rae t' s larges
class B shares outstanding. AmerIcan
"
.
f
of loans
Investment m EJA, however, was m the orm
II"n U
.
691
w~Ie
and advances. Between 1964 and 19 , oans. f nds
$21 million were made by American Contract WIth U
provided to it initially by PRR, and later by Pen neo .
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mately $14,000,000 to EJA. These advances
at a rate of approximately $2.5
million a year during 1967, 1968 and 1969. In
the last half of 1967, EJA embarked on a
program of quietly acquiring interest in several foreign supplemental carriers. At the
same time, Penn Central also was purportedly trying to find a buyer for its interest in
EJA, although its desire to retain some sort
of "buy-back" rights was making this more
difficult.
In mid-1968 U. S. Steel Corp. and Burlington Industries, Inc. entered into a memorandum of understanding with Penn Central
whereby they agreed to purchase Penn Central's equity and debt interest in EJA, subject to EJA's receiving CAB approval to acquire Johnson Flying Service. However,
Burlington withdrew from the agreement in
December 1968 and U. S. Steel followed.
On June 4, 1969, the CAB instituted proceedings to determine whether EJA arid
Penn Central· had violated provisions of the
Federal Aviation Act: In October 1969, the
CAB issued a cease-and-desist order, to
which Penn Central and EJA consented. In
addition to levying fines against both, the
order directed EJA to divest itself of control
of foreign air carriers and Penn Central to
divest itself of control of EJA.
EJA had sustained losses since it began
operation. 54 EJA was unable to obtain outside financing unless Penn Central was willing to subordinate its investment. EJA's
auditors, Lybrand, Ross Bros. & Montgomery (now Coopers & Lybrand), were unable
to complete audits in .1968 and 1969 because
of major problems. EJA's financial and operating condition was continuously adverse
~nd,. in the opinion of the Commission, the
. kehhood of Penn Central's recovery of its
Inv~_s~ments was highly unlikely.
Despite this situation, Penn Central's
stated
t.
POSl't'lOn, as reflected in a represental\~~n letter addressed to Peat \. Marwick
J.YJ.ltch II
"
f~ll e & Co., dated March 12, 1970 was as
co~tinued

OWs:

---

"Pursuant to order of the Civil Aeronau-

.. 1965 10 .
$869,000' l;s. $992,000; 1966 loss: $2,214,000; 1967 loss:
, 68 loss: $3,830,000; 1969 loss: $4,101,000.
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tics Board we must dispose of our investment in Executive Jet Aviation by March
1, 1971. Consequently, we are at this time
carrying on negotiations with a number of
interested parties with a view of disposing
of our hold,ing just as soon as practicable.
It 'is a complicated situation and consequently negotiations as between interested
parties vary widely. We anticipate that our
holding will be disposed of in the relatively
near future but only at that time will it be
possible to evaluate intelligently the consideration to be received for our investment. It is almost certain that we will
receive various types of securities in exchange for our stock."
PMM states that in its opinion it was not
unusual: (a) for a company the size of PCTC
to invest approximately $21,000,000 in what
amounted to an experiment for expansion
and for the investee company to suffer losses
during its initial years; and (b) for a company
which had suffered losses still to be considered to have substantial value to another
company thereby enabling the investor company to recoup its investment or incur only a
minor loss upon sale, this being particularly
true of a start-up company possessing operating rights. The investment in EJA of approximately $21,000,000 was among total investments and advances of Penn Central of
$453,239,000 in 1968 and $535,711,000 in 1969.
In PMM's opinion investments and advances
to consolidated subsidiaries and miscellaneous investments are to be considered as a
group in determining whether a write-down
should be made. The total market value of
the investments and advances, including
EJA, was in excess of the carrying value,
and, therefore, in PMM's view there was no
reason to write down the group of investments nor to write down any individual investment. Moreover, PMM states that it did
not believe that management's representation was unreasonable and considered that it
would have been improper to require that
the investment be written down by an arbitrary amount when, in PMM's opinion, an
estimate of the loss, if any, was not determinable. EJA eventually was sold in 1970 at
a considerable loss, but in PMM's view this
loss is not a true measure of the loss, if any,
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that .would have been experienced had the
sale occurred under normal circumstances
prior to commencement of reorganization
proceedings.
The Commission believes PMM did not go
far enough in its examination to evaluate
this asset. It was known to Penn Central and
to PMM that EJA had been continually in
need' of operating funds; PMM was also
aware' of the CAB's order to Penn Central to
divest itself of control of EJA, and it also
knew of certain prior unsuccessful attempts
by Penn Central to dispose of this investment. Under the circumstances described
above, in the Commission's view the investment in EJA was seriously impaired and
PMM should have viewed this investment
differently from other Penn Central investments.
. The Commission's investigation revealed
that PMM was not furnished with financial
statements of EJA. PMM, however, requested Penn 'Central management to represent to ,PMM its evaluation of Penn Central's
position in this investment and. its intention
concerning the disposition of EJA.
Penn· Central's March 12, 1970 reply to
PMM made no mention of any possible loss in
this investment.
The Commission feels that since PMM was
aware of EJA's financial difficulties, it
should have insisted that management of
Penn Central require EJA to prepare financial statements for PMM's review, and also
should have insisted that Penn Central include in its representation letter the number
and identities of the parties interested in
acquiring EJA .. Further, PMM should also
have insisted that this representation letter
include the status of the various negotiations in support of management's statement
that they had anticipated this investment
would be disposed of in the relatively near
future. In addition, PMM should have required management to represent to them the
possible range of any gain or loss that could
result from the nature and status of the
negotiations with interested parties.
We believe that PMM should have expanded its auditing procedures in 1968 and
1969 to obtain the necessary competent evidential matter to enable it to conclude that

this investment was fairly stated. In 'out
opinion, based on all available evidence, it
appears the loss in this investment should
have been recognized in 1968 and 1969, and
that PMM failed to exercise proper judgment
in this regard.

Great Southwest Real Estate Activities
Great Southwest Corporation ("GSC") is a
majority-owned (approximately 91 %) real estate development subsidiary of Pennco a
subsidiary of PCTC, which is in turn a s~b
sidiary of the Penn Central Company. 55 In
1968 and 1969 GSC management effected several income tax oriented syndications which
were described as having included therein
certain tax advantages to investors. These
syndications resulted in large reported earnings by GSC and were reported to shareholders of GSC in its annual report to its shareholders and to the extent. of Penn Central's
ownership, they were also included in Penn
~entraVs
consolidated earnings and in
PCTC's reported results Of operations. 56
At issue in this case were GSC's accounting treatment and financial reporting of
three real estate transactions which were
part of the 1968 and 1969 tax syndications. In
one transaction in 1968 GSC sold a parcel of
raw land known as the Bryant Ranch which
was suitable for holding for subsequent sale
or development and sale. In the other two
transactions GSC sold in'1968 an operating
amusement park known as Six Flags Over
Georgia, and in 1969 an operating amusement park known as Six Flags Over Texas.
In December 1962, the Commission issued
Accouriting Series Release No. 95 ("ASR-95")
to provide guidance in the application of
generally accepted accounting princ~ples to
real estate transactions reported in financial
statements to be included in documents filed

nc
55 Pennsylvania Railroad Company, through Pen
acquired the majority interest in GSC in the mid-1960 s
as part of the diversification program of PRR. For
P
convenience, any reference to GSC includes Macco cor
, ,
h' h
s merge
a 100% owned SubSIdIary of Pennco w IC wa
into GSC in March 1969,
56 PMM was the auditor of GSC as well as Penn CentraL

?,
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under the federal securities laws. In that
release we stated:
. "The recognition of profit at the time of
sale, in accordance with generally accepted
accounting principles, is appropriate if it is
reasonable to conclude, in the light of all
the circumstances, that a profit has been
realized."
We also indicated, in that release, that
mere formal compliance with the technical
legal requirement of a sale is not necessarily
sufficient to justify revenue recognition, and
that the substance of a transaction is the
controlling consideration. In our opinion, the
real estate transaction in question in this
case involved circumstances of the type discussed in ASR-95 arid were governed by the
principles set forth therein dictating that
there be no recognition of profit. 57
In 1968 GSC sold the Bryant Ranch for
$31,0.0.0.,0.0.0. to a limited partnership formed
to purchase the land. GSC reported the
transaction as a sale and recorded a profit in
that year of $8,558,176 and deferred $827,833
as a reported profit in 1969. The purchaser
made a cash payment of $6,0.0.0.,0.0.0. of which
$60.0.,0.0.0. was assigned to principal and $5,40.0.,0.0.0. to prepaid interest. A note for $30.,40.0.,0.0.0. at a 7% annual rate was given for
the balance, and under the terms of the note
no principal payments were to be paid for the
first 15 years after the transaction through
1983. There was no personal liability on the
note and as required by California law, the
on~y recourse was against the land. During
thIS 15-year period, interest in the flat
amount of $1,0.0.0.,0.0.0. per year (less than that
~ed for by the 7% rate) was to be paid.
er,1984, principal payment plus accrued
as well a s current mterest
.
.
payments
were to
be made 0
th
ver a f·Ive-year period to amortize
e note. Among other aspects of the terms

- ---

"fu
•
.
Matter rsuant
of G to an a d"
mlnIstratIve proceeding In the
Release No. ~e9~t Southwest Corporation, Securities Act
Section 15(c) (4)4, dated January 15,1973, brought under
and consent d of the Securities Exchange Act of 1934
GSC for 196~ to by GSC, the financial statements of
re~orts the reo and 1969 have been restated and new
tamed in th n have been issued by PMM. PMM mainfor th eSe .tr ese new repo r t sthatth e orlO"lnal
"
accounting
ansact'Ions h ad been proper. .,"
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of the transaction, GSC was obligated under
certain conditions to make certain improvements and also pay certain other costs.
In 1968, GSC sold its amusement park
known as Six Flags Over Georgia for $22,980.,157 and recorded a profit of $4,813,40.0. on
the transaction. In the Georgia park transaction, the purchaser, a limited partnership,
made a cash payment of $2,970.,0.0.0. of which
$1,50.0.,0.0.0. was assigned to principal and $1,470.,0.0.0. prepaid interest. The purchaser also
gave a mortgage note for $21,0.0.0.,0.0.0. at 7%
interest. Principal payments in the amount
of $70.0.,0.0.0. yearly were to begin in 1975. In
1969, it sold its other amusement park known
as Six Flags Over Texas for $40.,0.0.0.,0.0.0., and
recorded a profit of $17,530.,170. on the transaction. As to the Texas park, the purchaser
also a limited partnership, made a cash pay~
ment of $5,432,670. of which $1,50.0.,0.0.0. was
assigned to principal and $3,932,670. to prepaid interest. The purchaser also gave a
mortgage note for $38,30.1,585. There were
other aspects to the structure of these two
transactions which included continuing exclusive management of the am:usement
parks by GSC as well as GSC's retention of
certain risk of loss and opportunity for gain
factors. 58 Except for a few differences both
amusement park transactions were substantially similar.
In ASR-95, we stated that a prerequisite to
revenue recognition is an effective exchange
or conversion. The Commission finds that
applying the text of ASR-95 to the Bryant
Ranch transaction, there was not a sufficient
conversion of either GSC's or the purchaser's
interest in the property to justify treatment
of the transaction as a sale; and despite the
formal aspects of the transaction, GSC immediately after the sale had essentially the
same type and degree of control as it had
prior to the transaction.
The Commission finds that one of the aspects of an exchange missing from the
amusement park transactions, but necessary
for an effective economic conversion, was the
transfer of control.
58 Moreover, GSC could not be removed as general
partner prior to 1997 except under certain limited circumstances.
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The Commission finds that the other critIcal aspect of an exchange absent from the
transactions was the transfer to the purchaser of the risk of loss and opportunity for
gain. Upon the transfer of the amusement
parks, GSC continued to have, in a functional
sense, essentially the same type of degree of
control over the business and management
as it had before. 'GSC also continued to bear
substantially all of the opportunity for gain.
When the elements of control and retention
of risk and opportunity for gain are considered together, it becomes apparent that
GSC's position with respect to the amusement parks did not substantially change because of the sale transfers. As to these two
transactions, the Commission believes that
in economic 'terms, true exchanges did not
take place, and therefore, it was not proper
for financial reporting purposes to record the
transactions as sales and recognize revenue
thereon. 59
PMM states that in 1968 and 1969 it was its
opinion and still is that the three transactions mentioned above were bona fide sales
and, in its view, met the criteria of ASR-95,
which was an important consideration in
PMM's decIsion that it was appropriate to
recognize income on these transactions.
PMM believes that these transactions involved substantial cash outlays by the purchasers and resulted in the transfer of the
reward or burden of ownership from the
seller to the buyer. It also believes that there
was no continuing involvement on the part
of the seller, except to make certain improvements on Bryant Ranch for which estimated
costs were taken into account and to become
the operator of the two amusement parks
under a management contract with the purchasers. Moreover, aside from ASR-95, it is
PMM's view that other then current accounting literature required that income be
recognized in 1968 and 1969 when these
transactions occurred.
In the Commission's opinion these three
real estate transactions were structured by
GSC with the concurrence of Penn Central's
59

See Securities Exchange Act Release No. 9934, su-

pra, dated January 15, 1973, for the Commission's de-

scription and views of the three real estate transactions.

management in an unsuccessful attempt to ,
meet the criteria contained in ASR-95.' Tlie'
Commission believes these transactions
failed to meet the criteria of ASR-95 since, j.n '
substance, nothing happened from a business viewpoint to warrant the recording of
sales and profits on these transactions. PMM
should have recognized the attempts by
management to structure transactions in a
contrived manner to meet the technical criteria of existing accounting literature, when
in the Commission's view, they did not. It is
our opinion that PMM in its 1968 and 1969
audits of GSC and of Penn Central' failed to
exercise critical and independent judgment
on this very important issue.
New York, New Haven and Hartford Railroad
As a condition of the merger of the Pennsylvania Railroad and the N ew York Central

Railroad, substantially all of the properties
and investments of the New York, New Haven and Hartford Railroad Company ("N:ew
Haven") were acquired by Penn Central as of
December 31, 1968. In our view Penn Central
in 1969 improperly accounted for New Haven
maintenance costs thereby obscuring the
true dimensions of New Haven's operating
loss. As a result, there was a significant
difference between the results of operations
reported to the ICC and those reported to the
public in 1969. Footnote 14 to the financial
statements contained in the 1969 Annual
Report to Shareholders discloses this difference. 60
60

Footnote 14 reads as follows:

"(1) Shares issued in December 1968 in connection
with the acquisition of New Haven properties have
been reflected in the accompanying financial statements at $41.125 per share, the average fair market
value of the stock during the period of negotiation of
the acquisition agreement; whereas the Commission
[ICC] has ruled that such shares be valued at $87.50
per share, the value determined by the Commission
[ICC]. The difference in purchase price has been re~
fleeted partly as a deferred credit of $23,077,000 a~
!D
Partly as additional paid-in capital of $21,284,000
. bTt
0f
reports to the Commission [ICC]; whereas a lIa
1 1 Y
er
approximately $40 000 000 for rehabilitation and oth f
'
,
. 't' n 0
costs assumed in connection with the acquls 1 10
· the aed
New Haven properties has been reflecte lD
.
companying [GAAP] financial statements, but not !D
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Penn Central asserted that the state of
New Haven's equipment was very poor and
had to, be rehabilitated. On this basis, substantially all of the costs attributable to the
upkeep of the road in 1969 were written off
against a liability for rehabilitation cost established in connection with the purchase of
the New Haven properties.
.
To charge the rehabilitation liability, account with items charg~able as period expenses would be improper. As a result of
making such charges Penn Central recorded .
total maintenance expenses in 1969 for New
Haven which were significantly lower than
those recorded by New Haven in the prior
years.
Care must be taken to distinguish genuine
rehabilitation charges from ordinary maintenance costs which may be incurred at about
the same time. We believe that in this case
insufficient attention was given to this distinction. The Commission is of the opinion
that it would have been necessary to approximate the amount of expenditures deserving
capitalization by comparing the total of
maintenance and restoration costs incurred
with the record of normal up keep incurred
in prior years. The historical record of approximate expenditures by 'New Haven for
normal maintenance and capitalization
items, as compared with 1969, follows (in
millions of dollars):61
Expense Capitalized Total
$ 1.6
$35.9
$37.5
34.6
0.6
35.2
335
.
1.3
34.8
33.3
0.5
33.8
5
31.7
4.7
36.5
th~S a result of the staff's investigation of
I~. area, the Commission believes that the
a? It examination by PMM was not suffiCIent to come to a conclusion that the $1.6

1969
1968
1967
1966
196

-

'.

reports
"
th tto the CommlSSlon
[ICC1. In 1969, the net loss
for
hOlde: ransportation company, as reported to sharethe C s, w~s $21,986,000 less than the loss reported to
the li:~~llssion [ICC] because of charge-offs against
61 Fro
1,Ity for rehabilitation and other costs."
(N o. 10)m Infor
f
rnat'IOn contained in "Verified Statement
InterstateO C Stanley G. Jordon, Bureau of Accounts,
ommerce Commission, Docket No, 35291",
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million was all of the general maintenance
and. repair costs. that were to be charged
agamst 1969 earmngs.

Trucking Company Dividends

In 1969, PCTC caused one of its trucking
company subsidiaries, New York Central
Transport Co. , to declare cash dividends of
$12,000,000 to PCTC. PCTC also caused two
other trucking companies to declare cash
dividends in the aggregate of $2,000,000 to an
intermediate subsidiary which then declared
a dividend in a like amount to PCTC.
The Commission's investigation revealed
that none of the trucking company subsidiaries had sufficient cash funds to meet these
dividend declarations. As to the $12,000,000
in purported dividend payments from New
York Central Transportation Co., PCTC instructedone of its banks to charge PCTC's
account and credit the account at that bank
of New York Central Transport Co. Simultaneously, New York Central Transport Co. instructed the same bank to charge it's account
for that amount and credit the account of
PCTC. The bank followed the instructions.
At the time when rCTC w~s allegedly loaning funds to its subsidiary, PCTC did not
have the necessary cash funds in that bank
to cover the amounts transferred. N ew York
Central Transport Co.'s books of account
then reflected "advance payable" in the
amount of $12,000,000 and its equity account
was reduced by a like amount. While advances payable were substituted for equity
belonging to the sole shareholder on the
books of New York Central Transport Co.,
the Commission concludes that the end result, in effect, did not give the 100% stockholder (PCTC) entity anything more than it
had before, and the $2,000,000 dividend payment by an intermediate subsidiary was the
same, in practical effect as N ew York Central Transport dividend payment.
Notwithstanding the fact that these dividend declarations had no effect whatsoever
on the consolidated earnings of Penn Central, the "company only" (PCTC) financial
statements did include this dividend declaration in reported income.
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PMM disclaims knowledge of the instructions given to the bank by PCTC or the New
York Central Transport Co. However, PMM
states that its view was, and is, that a subsidiary may make a dividend payment as
long as it has accumulated earnings available for such dividend, even if no cash
changes hands at the time and the parent
company simultaneously or subsequently
records advances to such subsidiary. With
respect to intercompany transactions of this
nature, it is PMM's opinion that such transactions are by their nature not arm's-length
and that, therefore, in "company only" statements the important factor is disclosure.
These dividends were included in a separate
line item entitled "Dividends and interestConsol~d~ted Subsidiaries" which totalled
$44,324,000 in the separate "company only"
financial statements for 1969.
.
.In the Commission's opinion, though PMM
dif!c~aJms knowledge of the instructions
givento t,he bank by PCTC or the New York
Central' Transport Co., PMM should have
followed the procedure of tracing cash transfers in. support of these transactions and ,
had it done so, it would have discovered the
bank statements, and the bank's debit and
credit memoranda accompanying such statements. This, in turn, would have led PMM to
make further inquiry of management as to
the factual circumstances underlying these
trans~ctionl:!.

In the Commission's view, PMM's audit
program should have been expanded in order
to test intercompany transactions in greater
depth. Such expanded testing was desirable
since PCTC, the entity purportedly benefiting from this transactions, had it separate
financial statements, which were reported on
by PMM, included in the annual report furnished to shareholders by Penn Central.
In the Commission's view, since no cash
changed hands and the dividend, though de~
elared from retained earnings, was supported
only by entries on the books of the bank, the
subsidiary and the parent, and since cash
funds were not available to support the entries of the bank or the companies, there was
no basis for recognizing the dividend as income.

Conclusion
In this case, Penn Central management
was engaged in an attempt to conceal the
extent of the deterioration of the company.
One of the elements in this program was the
presentation of financial statements which
did not reflect the adverse results of railroad
operations and which minimized adverse
trends in the total business. PMM should
have understood what management was
doing and, rather than acquiesce, should
have resisted management's efforts.
Auditors should be alert for the kinds of
warnings present in this case indicating that
management seeks to conceal a deterioration
in the affairs of the company.
One major warning given was management's effort to record income from transactions which were structured to give an appearance of being bona fide but which did not
reflect. a business or economic change which
would justify the recording of income. The
Washington Terminal dividend, the Madison
Square Garden exchange, the trucking company dividends and the Great Southwest
property sales illustrate this development.
In a period of crisis, management may
structure transactions or seize upon opportunities which may serve as a vehicle for
recording a gain in a particular period but
which do not require that a company change
its fundamental interest in the asset. Auditors must not allow their skepticism as to the
essence of transactions to be undermined.
Instead, auditors should increase their vigilance when the proposal of such transactions
raises questions as to management's intentions and as to the condition of the company.
Attempts by management to shift expenses from current accounts to reserve accounts or to capital accounts is also a cautionary note to accountants. In the itemS
above, PMM allowed Penn Central to shift
expenses under highly unusual circumstances, as in the case of New Haven maintenance costs and the mail and baggage handlers.
Auditors also should be alert to the fact
that where a company is experiencing a deterioration in its financial condition and results, it may seek to avoid writing down loSS
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operations or investments and might seek to , ments were not a fair presentation of
keep the current losses from such operations
business facts.
out of the consolidated financial statements.
Many of these transactions were prese~te?
The Lehigh Valley Railroad and the Executo the auditors with a variety of SOphIStItive Jet A viatioI1 situation described above
cated justifications supporting' manag~
are 'illustrations of that kind of desire by
ment's accounting methods to be us~d. m
management, which must be resisted by audrecording the transactions. The Co~mI~slOn
itors'. The' time when write-downs may be
believes that PMM viewed these JustIficamost needed is when a company is deteriotions too narrowly and did not consider
rating and it is that very time when managewhether the justifications were applicable i~
ment will be particularly likely to want to
the circumstances. We consider it an audIavoid write-downs and will be willing to
tor's duty to insist on meaningful application
make representations to auditors to avoid
of accounting principles and disclosures in
the write-downs or to avoid consolidation of
order that the financial statements reflect
loss operations.
the business reality of the enterprise.
Another element in attempts by management to conceal in the financial statements
STIRLING HOMEX
the deteriorating condition of a company is
Stirling Homex Corporation ("Stirling
the timing of recording large transactions.
Homex")
was engaged in the business of
Some of the transactions described above
manufacturing and selling completely inwere rushed to completion in the final mostalled modular dwelling units, ready for ocments of the financial period. Although this
The concept employed by Stirling
cupanGY.
is not always a sign of improper manageHomex was hailed as revolutionary in that
ment conduct, auditors should pay particular
the corporation attempted to integrate the
attention to such last minute transactions
many phases of home construction on a fixed
where the results of the company are declinsite. The modular units were manufactured
ing or at a breakeven point as to profit and
at a plant, shipped to a site and thereafter
loss as in the Penn Central situation.
assembled into multi-family dwelling units.
When faced with the possibility that manInitially, Stirling Home~ operated on a re!agement may be attempting not to reveal
atively limited scale. Durmg the Company s
major adverse business trends, auditors
first full year of operations, the fiscal year
must recognize this and review accounting
ended July 31, 1969, approximately 61 % of it.s
matters with a particularly critical outlook
revenues 62 were derived from sales to entIto make certain that the financial results do
ties controlled by the principal stockholders
not obscure the adverse business trend. The
of the Company. For the succeeding two fisaccountant must be certain that the treatcal years nearly all revenue was derived
ment of all items fully conforms with the
from sales to local housing authorities and
applicable principles. Moreover, the ac<;o~n
other non-profit entities who depended on
tant must not view the treatment of items as
Federal Government funding to finance the
acceptable merely because the treatment
purchase of Stirling Homex dwelling units.
might be fitted within an applicable princiStirling Homex became a public corporaple, and innovative treatments which tend to
tion on February 19, 1970 through a public
increase reported earnings or decrease reoffering of 1,175,000 shares of common stock
Ported losses must be scrutinized with parat
$16.50 a share. On July 29, 1971 the Comticular care.
"
pany made another public offering of 500,000
In our opinion, PMM, in auditing these
shares of cumulative preferred stock at $40
statements, failed to heed the warning signs
per share. In July 1972, the Company filed a
outlined above to insist on the application of
petition under Chapter X of the Bankruptcy
appropriate accounting principles in the cirCUmstances and to require adequate disclosures. In the Commission's view the state62 Total revenues for 1969 were $9,600,000.
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Act. Thereafter the Commission began an
investigation of the affairs of the Company.
Information obtained by the Commission
in that investigation into the affairs and
financial reporting of Stirling Homex for the
period 1970 to 1972, indicates to us that a
registration statement and certain reports
issued by Stirling Homex and filed with the
Commission included audited financial statements for the seven-month period ended
February 28, 1971 and for the fiscal year
ended July 31, 1971 which were false and
misleading and did not present fairly the
consolidated financial position and results of
operation of the Company in conformity with
generally accepted accounting principles.
The consolidated statements of income of
Stirling Homex for the seven-month period
ended February 28, 1971 included in the registration statement for the. preferred stock63
and the consolidated statements of income of
Stirling. Homex for the year ended July 31,
1971 contained in the Annual Report to
Shareholders and Annual Report on Form
10;.K for such fiscal year were false and misleading in that among other things:
all modular sales of $12,493,000 for the
February 28, 1971 period and $25,292,600
out of total modular sales of $29,482,271 for
the July 31, 1971· period were improperly
recorded in that the purported sales were
not supported by required financing commitments;
installation sales were overstated by approximately $3,723,000 out of a total reported installation sales of $5,137,000 for
the February 28, 1971 period and $2,443,000 out of total installation sales of $7,200,000 for the July 31, 1971 period through the
inclusion of sales from projects for which
.there were no commitments of financing
and through Stirling Homex's improper re-

63 Also included in the registration statement were
unaudited financial statements for the nine-month period ended April 30, 1971. Such unaudited financial
statements were false and misleading in that all modular sales of $18,183,000 for the April 30A971, period and
approximately $4,656,000 out of the total installation
sales of $6,382,000 for such period were improperly recorded.

porting of approximately $1,000,000 as of
February 28, 1971 and approximately $2,000,000 as of July 31, 1971 of excess installation costs as "cost overruns" reimbursable to the Company64; and
general administrative and other: expenses were materially understated by
approximately $832,000 as of February
28, 1971 and approximately $1,000,000 as
of July 31, 1971, as a result of the improper capitalizing of such expenses. Additionally, certain other expenses and
construction costs were improperly capitalized.
PMM examined and issued unqualified reports on these financial statements. Although it should be noted that it appears
that officers and other representatives of
Stirling Homex, as well as others, intentionally deceived PMM by misrepresentation and
concealment of material information and
even the creation of a forged or spurious
document, our investigation causes us to believe that PMM's examinations were not conducted in accordance with generally accepted auditing standards and we believe, as
is detailed within, that the accounting methods followed by Stirling Homex were not in
accordance with generally accepted accounting principles.
Stirling Homex accounted for its sales by
separating the manufacturing and installation functions and by recording sales and
income on the manufacturing aspect of the
transaction upon the supposed assignment of
manufactured units to the requirements of a
particular housing agency customer. This
was supported by a commitment of funding
which was supposedly evidenced by receipt
of a letter of designation, feasibility letter or
other similar document from the local
agency. Stirling Homex treated the letters or
. as
other documents from the local agenCIeS
the equivalent of a financing commitment,
and PMM accepted this concept.
d
. te a
In determining whether there eXIS
"
ital ized
Had Stirling Homex not Improperly
cap"
of
.
11
t"
n
portIon
these costs overruns from the msta a 10
b taI1 certain of its projects, it would have incurred su s
tiallosses on completion of these projects64
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commitment of Federal financing, PMM relied. on representations of Stirling Homex
management, the Company's supposed experts, on governm~nt housing programs, an
opinion of outside counsel furnished by management; apparent concurrence of other reputabl~ organizations dealing with the Company,': and the belief that local housing
authorities would not enter into contracts
for projects without reasonable assurance
that funding would be available. In fact, as
we think PMM should have understood, in
almost all, cases the letters or other documents were not a commitment for Federal
financing and without Federal financing the
revenue from the project was not assured. 65
The acceptance of these representations
without further auditing' work, particularly
in the light of PMM's lack of experience in
this area, resulted in improper recognition of
sales revenues ...
In summary, the Commission believes that
. the registration statement, reports and the
financial 'statements contained therein portrayed Stirling Homex as a healthy, prosperous company with increasing sales and earnings when, in fact, that company was
experiencing serious business problems and
financial difficulties. Moreover, nearly all of
Stirling Homex's sales and resulting accounts receivable were either improperly recorded or fictitious, and the Consolidated
Balance Sheet included in the Annual Reports materially overstated assets by ap~roximately $36,400,000 as a result of the
Inclusion in accounts receivable of sales from
projects improperly recorded in th~ current
and prior fiscal year.'
.
Stirling Homex Revenue Recognit'ion Policies
t Stirling Homex contracted with its customers, primarily public housing authorities,
o ~anufacture and install modular housing
UDlts resulting in a housing-development

-

"" some p , t
and th
rOJec s went forward to completion. Others,
reSUlte~Yf Were larger, did not. The lack of completion
hOOd 0
r~~ a number of factors, including neighborinabill·tPPo:;ntlOn to housing at particular sites and the
,
Y of St' r
lng Which I lr l?g Homex to continue to obtain financed to Its Ultimate collapse.

ready for occupancy. Modules were manufactured on an assembly line at Stirling
Homex's manufacturing facility in Avon,
New York. The modules were later to be
shipped to a construction site where they
would be assembled into two, three and four
bedroom apartments. The apartments, in
turn, woul,d be assembled into larger structures consisting of two to five apartments,
depending upon the requirements of an individualized site plan. The completed modules
contained wall and floor coverings, drapery
fixtures and all other necessary appurtenances in order to make the multi-mod~le
dwelling unit ready for occupancy when assembled.
The Company purported to follow a revenue recognition policy whereby revenue
would be recognized on the sale of each
module when manufacture of the module
was completed and other events had occurred (including an irrevocable assignment
of the modules to a specific contract and a
firm commitment of funding for the project)
which reasonably assured the ulti~ate collectibility of the sales price. For purposes of
revenue recognition, Stirling Homex made
an allocation of the contract price as between module manufacture and module installation segments and, upon the manufacture and assignment of modules to a
contract, the Company normally recorded as
modular manufacture sales approximately
55% of such total contract price. The accounts receivable resulting from the recording of sales upon completion of the manufacture of modules were carried on the books of
Stirling Homex as unbilled (not invoiced to
customers) receivables. The portion of the
total 'contract price allocated by the Company to module installation was recognized
on the percentage of completion basis as site
preparation and installation work was performed.
During the period relevant here, Stirling
Homex's customers consisted primarily of
public housing authorities who looked to
Federal government housing programs as
sources of financing for their proposed projects. The programs involved were low rent
housing programs under the turnkey program of the Department of Housing and
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Urban Development ("HUD") and a subsidized housing program under Section 236 of
the National Housing, Act administered by
the
Federal
Housing
Administration
("FHA;~). In addition, Stirling Homex had
one project under the rural housing program
of the Farmers Home· Administration
("Farmers Home") of the Department of Agriculture.
Mosiof Stirling Homex'sprojects in the
period under co'nsideration were under the
HUD turnkey program. The initial step in
this program, following the receipt of proposals including proposed prices from a number
of applicants, was the issuance by a local
housing authority ("LHA") of a letter of designation, designating an applicant, such as
Stirling Homex, as the developer of a specifiedproject subject to specified conditions.
Subsequently, if the specified conditions
were met, the letter of designation would be
foliowed by a contract of sale between, the
LHA and the developer, countersigned by
HUD to evidence tts commitment to finance
the project. Until HUD countersigned the
contract of sale, there was no legally binding
commitment of governmental funds by HUp.
Stirling Homex, however, began to manufacture modules and recognize income with respect thereto prior to the countersigning of
the contract of sale by HUD and in most
cases recognized income upon receipt of a
letter of designation.
Commencing in the last quarter of the 1971
fiscal year, Stirling Homex recognized revenues on modules manufactured in connection
with three projects which were intended to
be financed under the Section 236 program of
the FHA. The inItial step in this program
was the issuance by the FHA of letters of
feasibility. These letters, although indicating
th~ FHA's determination that the project
'was economically feasible and evidencing an
intent to participate in the projects upon the
satisfaction of certain conditions, did not in
fact represent a legally binding funding commitment. 66 Stirling Homex, however, began
66 In addition to representations by Stirling Homex
that the feasibility letters were a commitment of financing, PMM relied upon an opinion of counsel experienced
in FHA matters, furnished to them by Stirling Homex

to manufacture modules and recognized income when a letter of feasibility was· 'received.
-The third governmental program involved
was the rural housing program of Farmers
Home Administration, a branch of the· Department of Agriculture. The one project
purportedly financed under this program
was the Greater Gulf Coast Housing'Development Corp. project in Mississippi which is
discussed below. Since the only purported
commitment on the part of Farmers Home
was a forged or spurious document committing $15 million, it is unnecessary to discuss
the normal operation of this program. 67
While reviewing $tirling Homex's 1971 registration statement, the staff of the Commission's Division of Corporation Finance questioned the reasonableness of recogriizing
sales revenues in advance of the date on
which the Company was able to validly invoice a customer.68 The staff requested that
Stirling Homex revise its financial statements to defer recognition of income to that
point' at which the amount recorded was
validly billable to a customer.69 Had Stirling
management, which stated that, "In the trade and
within the FHA organization, the feasibility letter is
considered a binding, firm and reliable document" and
"In summary, it is our opinion that the feasibility letter
may reasonably be treated for accounting purposes as a
basis for recognition of projected projects." The auditors
did not fully relate the existing facts to this opinion.
67 The materiality of this one project to the financial
statements of Stirling Homex is vividly illustrated by
the fact that sales on this project represented in excesS
of 60% of all module sales for the seven month period
reflected in Stirling Homex's 1971 registration statement.
68 Stirling Homex's unbilled receivables grew rapidly.
On December 31, 1969, unbilled receivables were $6.4 4,918. At the end of the 1970 fiscal year, unbilled receIvables increased more than seven-fold to $4.6 million. By
July 31, 1971, the unbilled receivables were to inc:-e.as e
by over $25 million bringing the total to $29.5 ,mIlllOnd
This increase of unbilled receivables created a dIstorted
balance sheet since the current assets were compose
primarily of these unbilled receivables.
0 1971
69The relevant paragraph from the June 3, the
letter of comment reads as follows: "It is n?te~ t~~~1 is
number of modules installed through AprIl 3, h the
far less than the number manufactured throug Divifiscal year ended July 31, 1970. It appears to thegnize
reCO
sion that the registrant's accoun t'mg practices b'lling
to
income too far in advance of the date of 1
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H6mex complied with this request, its financial statements would have shown substantiaLlosses from operations.
Instead, Stirling Homex requested a meeting with the Division of Corporation Finance
to discuss its accounting practices. During
this meeting,70 and in a written statement
submitted shortly after the meeting, Stirling
Homex set forth its rationale for the allocation oLthe total contract price between the
module manufacturing phase and the installation phase and represented that no sales
were recognized with respect to module manufacturing unless the following five conditions were met:
"(1) The Company must be designated by
the LHA non-profit sponsor or other agencies as the contractor for the project. This
designation is supported' by a formal commitment from the customer to the Company.
(2) The customer must have obtained and
submitted evidence to the Company that a
commitment of monies to fund the project
has been obtained from the appropriate
governmental agency under which the project has sponsorship. 71
(3) The numbers and types of modules
and the general site plan and improvements must be identified and be the subject of the agreement between the Company and its customers.
(4) The Company must assign the manufactured module to a specific project
and physically identify the module as
being assigned to and reserved exclusively for the specific project and customer. (This identification was to be
~ustomers. It is requested that the' financial statements
. or the current year be revised to defer recognition of
income
.
v I'd at I
east to a'
pomt no sooner than the amount IS
~oI ly billable to the customer."
pa~t this meeting, which is discussed iii/ra, PMM
mad er responsible for the Stirling Homex account
Rome ,a number of statements regarding Stirling
.
. we belIeve
.
been'ex s accou n t'mg practIces
WhICh
to have
"
In error.
In its s b . .
sented t
u mISSIon, Stirling Homex falsely repredesi ...... t~ the staff-as it had to PMM-that a letter of
., .. a Ion f
represent d rom an LHA under the turnkey program
e Such a commitment.

a
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physically attached at the earliest stage
of the manufacture of the module.)
(5) The module must be completed and be
ready for shipment to the customer."
In short, it was represented- to the Commission by Stirling Homex that before income was recognized in connection with module manufacture all events had occurred
which reasonalby assured the ultimate collectibility of the sales price properly allocable to such manufacture.
This representation was false and the
Commission has concluded that with respect
to virtually every project as to which the
Company recognized income at the point of
module manufacture, one or more of the five
conditions stated above had not in fact been
satisfied at the time of income recognition.
General site plans were rarely in existence
at the time sales and income were recognized
from the manufacture of the modules. Because irrevocable assignment of modules to a
particular project was, in many instances,
largely impossible until such site plans were
developed, the purported assignment of modules to projects indicated in the computer
runs and other records of the Company
shown to PMM, was essentially a sham. In
fact, the modules were maintained for the
most part on an unsegregated basis and
shifted and reassigned from project to project where the need arose. 72
More importantly, in virtually every instance there did not exist a firm and legally
binding commitment of Federal funds to finance the project. The non-profit entities
(some of which were "shells") and the LHA's
doing business with Stirling Homex did not
have substantial funds of their own. The
letter of designation and feasibility letters
did not represent legally binding commitments of funds to purchase the projects and
were subject to a number of stated conditions, such as selection and approval of a
72 For example, on the RIT project, which Stirling
Homex included in sales for the nine months period
ended April 30, 1971, Stirling Homex "assigned" modules to the project for the purpose of recognizing income
but they were not the type called for by the project. It
was not until May, 1971 that the Company began manufacturing the appropriate modules.
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site, satisfaction of various zoning and building code requirements· and agreement on an
ultimate contract price. In almost all cases
there was no commitment of funding to finance the projects at the time income was
recognized.
In constrast to its representations to PMM
and the staff of the Commission, that these
conditions would routinely be satisfied, the
Company, in practice, experienced great difficulties in finding acceptable sites (because
of local opposition to the projects and other
political and social problems) and in obtaining the zoning and building code variances
necessary for its projects. In some instances
it also had difficulties in reaching agreement
on the ultimate contract price.
Moreover, the Commission believes that
the allocation of the contract price as between module manufacture and installation
was arbitrary and did not accurately reflect
either the relative costs of each segment of
the total sales price nor the relative profitability of the two segments. In fact, the actual
costs of installation in most of the projects
completed by the Company substantially exceeded those portions of the applicable total
contract prices that Stirling Homex allocated
to the installation work-at least, when
there is taken into consideration the cost
overruns improperly classified by the Company as accounts receivable.
Stirling Homex's accounting policy with
respect to the recognition of sales and income upon completion of the manufacture of
modules, which permitted the Company to·
front-end and prematurely report sales and
earnings, was not in accordance with generally accepted accounting principles. 73 Follow73 In 1970, the Accounting Principles Board issued
APB Statement No.4 which stated the general view on
income recognition as follows:
"Revenue is conventionally recognized at a specific
point in the earning process of a business enterprise,
usually when assets are sold or services are rendered.
This conventional recognition is the basis of the pervasive measure of principle known as realization."

'" * *

"Revenue is generally recognized when both the
following conditions are met: (1) the earnings process
is complete or virtually complete, and (2) an exchange
has taken place."

ing the manufacture of a modular hoqsing-.
unit for sale to an LHA, Stirling Homex still
owned the modules and bore the risk ofa
loss.
,
The Commission believes that the percentage of completion method of income recognition was inappropriate with respect to the
installation portion of the projects 74 since,
among other things, the total time required
for manufacture of the modules, prepar.~tion
of the site and installation of the modules did
not require more than a few months....,-;assuming site selection, funding approv~ls and
other local approvals were in fact in handand, therefore, the contracts probably could
not be properly considered as Ion&,. term contracts.
Retention of PMM
Stirling Homex began to search for a new
accounting firm in January of 1971 after
encountering resistance to certain of its accounting practices on the part of Harris Kerr
Forster and Company ("HKF"), its auditors
for the fiscal year ended July 31, 1970.* Stirling Homex apparently contracted a number
of accounting firms, including members of the
so-called "big-eight." In late February of
1971, PMM was retained by Stirling Homex.
PMM was not aware of the approaches by
the Company to other accounting firms or of
the disagreements between HKF and the
Company.7S PMM was informed that the
principal reason for the change in auditors
was purportedly the Company's desire and
that of its investment banker to obtain a
"big eight" firm. PMM also asked KHF if
there .were any professional reason why
PMM should not accept the engagement. In
addition, PMM made inquiries concerning
Stirling Homex and learned that the Corn7. While there are some exceptions to this rul~, t~e
necessary criteria for such exceptions did not eXIst In
this case. This method, as indicated above, differed fr?~
the method Stirling Homex utilized in connection WIt
recording sales on the manufacture of the modules
whereby Stirling Homex recorded sales and in~me
upon the completion of the manufacture of the mod es.
See Accounting Research Bulletin No. 45.
d'd
75 Although PMM reviewed HKF workpapers, t,heY t~e
not learn of questions raised by HKF regardIng hicb
income recognition policies of Stirling Home:: 17ta te HKF had reported on in the prior years' finan c1a
ments.
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pany' had 'reputable outside' directors, legal
co'uDsel and bankers. *
PMM was retained to perform an audit of
Stirling Homex's financial statements for
the seven months of the Stirling Homex fiscal year ended February 28, 1971. PMM was
informed that such financial statements
were '"to be included in their registration
statement to be filed by Stirling Homex with
the Commission. The account was assigned
to a partner in PMM's Newark, New Jersey
office. The audit work, however, for the Stirling Homex account was to be performed by
the PMM staff located in Rochester, New
York, working under the direciton of a PMM
partner in that office.
PMM assigned an SEC reviewing partner
from the New York office to the Stirling
Homex audit who participated in several
meetings where significant decisions were
made concerning unresolved audit questions.
However, the .SEC reviewing partner was
unfamiliar with the. income recognition policies of Stirling Homex and the government
housing programs, being utilized by customers of Stirling Homex. He did not review
the audit workpapers and, in connection with
the February 28, 1971 audit, met only once
with the other PMM auditors for face-to-face
discussion of the audit.
The Financial Statements of Stirling Homex
Reported on by PMM
.
There is set forth below analyses of specific
aspects of PMM's audit of the Consolidated
Financial Statements for the seven month
period ended February 28, 1971 and for the
twelve month period ended July 31, 1971. In
the view of the Commission, these analyses
demonstrate that in a number of respects
PMM's conduct of the audits was not in
accordance with generally accepted auditing
standards.
I~ a number of important areas, PMM
~~ uly relied on the representations and
n erpretations of Stirling Homex managelIlent
d
.
ul ,an on management-prepared schedre~is and workpapers. It appears that this
of t~nc; was. due in part to the inexperience
~M personnel and their unfamiliaree Accou t'
S '
the Corn ,n, lUg enes Release No. 174 issued today by
rnlSSlOn with respect to the activities of HKF,
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ity with government housing programs, government contracting or construction companies.
Many
such
management
representations were intentionally false and
misleading and constituted part of a deliberate effort by management of the Company to
deceive PMM, among others, as to the true
status of a number of significant affairs.
However, in the Commission's view, PMM
accepted uncritically the representations of
Stirling Homex with respect to these matters
and did not take those steps which were
required under the circum stan aces in order
to verify the accuracy of the Company's assertions.
Thus, PMM's personnel relied on management's representation that a letter of designation represented a firm commitment of
financing for a HUD turnkey project. As
discussed above, letters of designation did
not constitute a commitment of government
financing and, should not have been relied
on for that purpose by PMM. Documentation
evidencing a legally binding commitment of
governmental financing rarely existed prior
to the reporting of income by Stirling
Homex.
In several instances Stirling Homex obtained from the LHA contracts of sale on
which the required HUD signature evidencing that funds had been authorized and reserved for the purchase of the development
was missing. Absent such signature, there
was no assurance that the project was eligible for financial assistance, that the funds
had been properly authorized or that funds
had been reserved by the government and
were available to effect payment and performance by the purchaser LHA.76 Despite
the fact that these documents should have
been recognized as being incomplete, PMM's
personnel relied on the oral representations
of Stirling Homex management that in practical effect financing had been committed to
these projects. In the Commission's view this
reliance was improper.
Similarly, PMM's personnel relied on the

76 In some cases, Stirling Homex did not actually have
a letter of designation but only a preliminary, nonbinding letter of intent.
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representations of management and an opin~
ion of outside counsel expert in FHA matters
furnished by management that letters of fea~
sibility in. practice represented financing
commitments by the FHA. Although a feasi~
bility letter was an important first step in
obtaining FHA financing and indicated a
strong interest in the project, feasibility let~
ters in general, and· the feasibility letters
involved here in particular, were subject to
specified conditions and, in the Commission's
view, they did not represent a binding commitment of funds for the project for income
recognition purposes.
The obtaining of a commitment of funding
was an especially serious matter since the
LHAs and other nonprofit entities doing
business with Stirling Homex were without
financial resources and any agreements they
entered into with Stirling Homex required
financial backing of the Federal government.
However, the auditors did not adequately
familiarize themselves with the governmental housing programs despite their lack of
prior experience with these programs and
did not contact any Federal agency in order
to verify the existence of commitments to_
finance the housing projects involved. The
auditors' assumption that the LHAs would
not enter. into agreements with Stirling
Homex without reasonable assurance of gov~
ernment financing was, in the Commission's
view, unwarranted.
PMM's peronnnel relied on management~
prepared schedules and workpapers, includ~
ing computer runs of module assignment to
projects, without adequate independent veri~
fication of their accuracy. As it turned out
such schedules were essentially meaningless
unless a final site plan for the project existed. Such a site plan did not exist in many
cases. They did not perform the extended
audit steps which the Commission believes
were called for with respect to the accounts
receivable resulting from the improper and
premature recording of module sales from
periods preceding its engagement by Stirling
Homex, carried on the books of Stirling
Homex as unbilled accounts receivable.
In the Commission's opinion, the confirma~
tion procedure used by PMM with respect to
unbilled receivables was inadequate. The con~

firmations which were sent to the LHA's
sought, for the most part only confirmation
of the existence of a letter of designation or
contract and the basic terms of the agreement, i.e., the number of housing units and
price. In the Commission's view, information
on the status of the project should also have
been sought from the LHA's and, although it
was perhaps reasonable to assume that an
LHA would not confirm a project unless governmental funding was in fact available, the
confirmations should have specifically requested confirmation of a funding ·commitment.
The Commission also believes that the
handling of the confirmations by the audit
staff was faulty in that they failed to take
extended audit steps to evaluate the signifi~
cance of remarks written on certain of the
confirmations or deviations from normal confirmation practices, such as, in one case, the
return of a confirmation to the company
rather than to the auditors.

February 28, 1971 Audit
Listed· below is a schedule of projects for
which Stirling Homex, in the Commission's
view, improperly recorded sales during the
seven months ended February 28, 1971.
Percent
Module Sales Total Sales
Portland Project $ 569,200
1,200,400
Rochester
721,600
Ithaca
678,400
Washington, D. C.
7,916,000
Mississippi GGC
Additional sales
recognized on projects previously
recorded in the
1970
2,522,400
fiscal year
$12,608,000

4.5
9.5
5.7
5.4
62.8

12.1
100.0

--

(a) Mississippi GGC Project
f the
This project accounted for 62.8% 0
nth seve
module revenue reported for . e 971 and
month period ended February 28, 1
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represented over .44% of the total revenue
reported for the period.
In December, 1970, Stirling Homex entered
into'a contract (subsequently amended) with
the Mississippi Greater Gulf Coast Housing
Development Corp; ("GGC"),77 a non-profit
corporation with no financial substance, for
the construction of 800 modular units for
$15,000,000 with the funding to be provided
by the Farmers Home Administration, an
agency of the Department of Agriculture
("Farmers Home").
As evidence of the financing commitment
necessary for the inclusion of sales and earnings from this project in the financial statements, PMM's personnel relied on a letter to
GGC from Farmers Home dated February 22,
1971 which purported to represent a commitment of government financing for $15 million. 78 This letter was a forged or spurious
document, on the stationery of Farmers
Home. 79 GGC had 'neither a history of operations, nor any' financial substance. Since
there was no funding for the project, it
should not have been included in sales.
The contract with GGC was subject to
agreement on acceptable sites for the projects conditioned upon the approval of the
appropriate governmental funding agency
and the obtaining of financing from the appropriate governmental funding agency. No
site plans or proposed site plans existed. No
modules were ever shipped to Mississippi for
this project, and the project was never built.
Because of the magnitude and effect on
the Stirling Homex financial statements of
the sales and earnin:gs of this project, it
'7 Although PMM was not aware of this fact, this
roup was formed at the behest of Stirling Homex solely
~cause of the necessity to have such a corporate vehiCe to ostensibly negotiate and contract with Federal
agencies for the funding of housing projects
aT
.
limit of funding on any individual Farmers
II ornehepr'
·
IS ·
restrIcted
by statue to' $750,000. The
Miss' ,oJ,ect
had ~~SIP~1 GGC contract provided that Mississippi GGC
One 0 e rIghts to assign its rights under the contract to
prova~ rnore non-profit corporations subject to the apinvol v sdofthe appropriate governmental funding agency.

e .

'·PMM d'
spurio
Id not know that the document was forged or
us and 't
Corn mit
I was presented to PMM as representing a
ment of funding by Farmers Home.
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should have been audited with greater care
than PMM exercised. 80 PMM's personnel,
without 'knowing even the general guidelines
of the Farmers Home program, accepted
their reading of the February 22, 1971 letter
and the oral representations of Stirling
Homex management at a meeting described
below as a sufficient basis to conclude that
there was a firm commitment of financing
for this project.
On March 19, 1971, three PMM auditors,
including the client partner and the SEC
reviewing partner, visited the offices of Stirling Homex to discuss with Stirling Homex
management problem areas of the audit then
being conducted. Among the areas discussed
was the absence of evidence of such financing. 81
At this meeting the management of the
Company submitted th'e $15 million commitment letter for the inspection of the PMM
auditors. These auditors requested a copy of
the letter for their files, but the management
of the Company stated they could not provide one at that time, stating that there was
"political reasons" for keeping the letter confidential until .local announcements were
made by the sponsor of the project. No copy
of the letter was subsequently obtained, nor
did the auditors make an abstract of its
terms or attempt to verify the authenticity
of the document through direct communication with the Farmers Home. There was no
other documentary support in PMM's workpapers demonstrating a firm commitment of

80 The confirmation received by the auditors as of
February 28, 1971 in connection with GGC confirmed "a
contract dated February 28, 1971 providing for total
development and construction cost of fifteen million
dollars," whereas in fact the contract for which confirmation was being sought was dated December 28, 1970.
Although this was treated as a clerical error (and the
July 31, 1971 confirmation subsequently received referred to the appropriate contract date) and we do not
suggest that this contract was not in fact validly executed, we nevertheless believe that under the circumstances further inquiry should have been made concerning the date of the contract.
81 PMM's workpapers contain a notation by a PPM
partner stating that absent such financing "the income
recognition on the sale of the financed modules could be
jeopardized."
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financing necessary to justify recording the
for financing. To profide evidential matter.to
Mississippi GGC project in sales.
support this financing fee, PMM obtained
Under the GGC contract the non-profit
from Stirling Homex a copy of an ambiguous
group was responsible for obtaining 100%
letter from Stirling Homex's bank which,
financing from a government agency. The -stated that the bank had approved an unsefinancing provision was later modified and
cured $15 million line of credit, but. also
U. S. Shelter ("USS"), a wholly-owned substated that borrowing under the line was to
sidiary of Stirling Homex, was to arrange
be limited to $3 million outstanding at any
financing and receive a 2% financing fee
one time. Despite the obvious ambiguity in
the letter, the auditors did not confirm the
($300,000) upon acceptance of this provision
by the GGC.
commitment's existence or its terms with the
The financing fee of $300,000 was reflected
bank.
in the Consolidated Statement of Income
(b) Rochester, New York Project
contained in Stirling Homex's 1971 registraIn late 1970, Stirling Homex submitted a
tion statement. The footnotes to the finanproposal to the Rochester Housing Authority
("RHA") to develop a turnkey project of 91
cial statements dis(!lose that this fee was
earned under an agreement with a non-affiliunits .on four scattered sites for approxiated customer whereby USS had rendered
mately .$2.3 million. No contractor agreecertain services to the customer which inment was executed for this project. Stirling
cluded the obtaining of a commitment from a
Homex recorded $1.2 million in modular sales
. Federal agency for permanent financing of a
on this project on the basis of a letter of
housing project. This income was improperly
designation from the RHA dated February
recognized. This footnote is false and mis26, 1971. These sales constituted a material
leading in that although this agreement, as
portion of total sales for the seven-month
shown to PMM, was dated February 15, 1971,
period.
it was in fact signed in March- after the
PMM sent a letter to the RHA requesting
balance sheet date-and thus the non-affiliconfirmation that RHA had accepted Stirling
ated customer had not retained USS's serHomex's proposal for the 91 units. The letter
vices as of the balance sheet date and as
was returned to PMM marked correct with
indicated above, USS had not obtained any
an attached copy of the letter of designation
commitment of permanent financing from a
for 91 units that the RHA had sent to the
Federal agency nor rendered any other serCompany.
vices to this customer.
The designation letter, while tentatively
Although PMM mailed a confirmation to
designating Stirling Homex as developer of
GGC concerning this USS financing fee, the
the project, set forth a schedule of events
confirmation was not returned. PMM did re- . and approvals including site approval by varceive, however, a letter from the GGC's attorious authorities, negotiation of the ultimate
ney who stated that USS's proposed financprice that would have to be effectuated prior
ing commitment to GGC on February 15,
to the execution of a firm contract of sale,
and a commitment of Federal assistance in
1971 had been accepted by GGC, but that
such fee was subject to certain terms and
financing the purchase of the projects b! ~he
RHA. PMM also obtained from Stlrhn:
.conditions of the agreement dated February
Homex a copy of a letter dated February 2
15, 1971 and that payment of the fee was to
1971 to the RHA from the Area Director. 0
be deferred until the date of any loan closHUD which authorized the RHA to deslgings. The letter did not state when the pro.
d
lope r
nate Stirling Homex as the turnkey eve
f
posed financing agreement had been accepted by GGC.
of the project, subject to the RHA's !,ett~~ ~t
The auditors had a copy of the February designation containing the phrase su~;
to site approval by the City of Rochester. to
15, 1971 agreement in their workpapers.
The auditors established no proceduresnts
They questioned the recognition of income
monitor the accomplishment of the eV~ar_
by USS of this fee since there was no indication that USS had obtained any commitment outlined in the designation letter. The

f
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ious problems of rezoning, adequate sewage
systems, and local governmental approvals
were never resolved. The proposed Rochester
sites were found unacceptable by HUD and
the project was never constructed.
There was no le'gally binding contract in
effect between the RHA and liUD or other
evidence of financial commitment for this
project. Therefor.e, sales and income in this
projec~ should not have been recognized.
(c) Washington, D. C. Project
A proposal was made to the National Capital Housing Authority ("NCHA") in the fall
of 1970, to develop this turnkey project which
would consist of 51 dwelling units for a proposed purchase price of .$1,217,640. No contract was obtained by Stirling Homex on this
project at any time. For the seven month
period ended February 28, 1971 Stirling
Homex recorded modular sales of $678,400
for the project..
PMM work papers contain only three documents to support recognition of $678,400 of
module revenues on this project. One document was a copy of an undated letter proposing two possible housing developments to the
NCHA. Another was· a letter dated- February
26, 1971 from the· NCHA to Stirling Homex
informing the Company that it had been
selected as the turnkey developer for a particu1ar site and' additionally informing the
Company that approval by the community as
wen·' as by the Board of Directors of the
District of Columbia Redevelopment Land
Agency ("RLA") was required for the development.
The third letter from the RLA, also dated
February 26, 1971, indicated that the RLA
approved the selection of Stirling Homex as
the developer of the site but that final ap~rovalcould only be given after public hear~n~~ before the RLA's Board of Directors. No
: It procedures were undertaken by the
sq ~ff of PMM to determine whether the re.
.
.
deulred
1 a pprovaI was ever
obtamed
for thIS
Ve opment.
'
A lette d
the NC r, ated March 12, 1971, was sent to
conti HA by PMM requesting that they
Prop rID I the acceptance of the Company's
opm~~: fo r .a 51 dwelling unit housing develSigned ThIs lett.er was returned to PMM
y an offiCIal of the NCHA indicating

b
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the information was essentially correct. A
typewritten note on the returned NCHA confirmation informed PMM that: "Before the
proposal is finalized the Authority, RLA and
the HUD Regional Office must. review and
approve construction and financial details." 82
The Commission believes that, in the circumstances, there did not exist evidence of a
commitment by NCHA to purchase the hou~
ing units, or a commitment by HUD to finance the project and this income should not
have been recognized.
(d) Portland, Main Project
At the time of income recognition, there
was no firm commitment of funding for this
project although a subsequent commitment
was later obtained in July of 1971 and the
project was completed. PMM received from
Stirling Homex a copy of a turnkey agree. ment dated January 28, 1971 entered into by
Stirling Homex and the Portland Housing
Authority ("PHA") for the sale of a 50 dwelling unit housing development for $1,280,662.
Stirling Homex included in sales $569,200
from this project. There was no funding for
this project identified in the space provided
in the contritct. Further, the agreement was
not signed by HUD. Consequently, there was
no evidence of a legally binding commitment
of federal monies to fund the purchase of the
project at the time of the completion of the
audit field work.
As late as June 25, 1971 Stirling Homex,
PHA and HUD were still negotiating over
price and speCIfications for the project, and it
was n.ot until July 22, 1971 that a firm contract was executed by the PHA, HUD and
Stirling Homex.
(e) Ithaca, New York Project
PMM obtained from the Company as evidence that a contract,of sale existed a document dated March 3, 1971 by which the Ithaca Housing Authority ("IHA") contracted to
purchase from Stirling Homex a completed
housing development' consisting of 54 dwelling units for $1,233,050. Although the development was to be purchased and funded
82 In connection with the July 1971 audit, the confirmation return did not contain any such typewritten
note.
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under the turnkey program of HUD, no
turnkey contract in the required HUD form
was executed. There was no formal commitment of Federal funding as of the February
28, 1971 period although a formal commitment was subsequently obtained and the
project was completed. Sales of $721,600 from
this project were included-improperly in
the Commission's view-for the February 28,
1971 period.
(f) Accounts Receivable at February 28,
1971

In addition to the newly recognized sales
during . the period under audit, Stirling
Hoinex carried ~ substantial amount of accounts receivable and cost overruns on projects recorded as sales during the 1970 fiscal
year, which were also audited by PMM during its audit of the seven-month period.
Listed below are some of the projects and the
amounts of the accounts receivable which
the Commission believes were improperly recorded as· of February 28, 1971:
Accounts
Receivable
Hillwood, Akron
Highland, Akron
Bridgeport Street,
WorcesterProvidence Road, Worcester
.Bird and Pearl, Erie
Pittsburgh, Erie
Grandview, Erie
North Street, Worcester

$4,470,000 83
3,352,020
329,500
416,100
1,283,000
444,400
1,174,600
469,000

All the above accounts receivable recorded
on Stirling Homex's financial statements as
of February 28, 1971 were recorded, although
in several instances in substantially smaller
amounts, during the 1970 fiscal year of Stirling Homex ended July- 31, 1970. The delays
in payments and progress on these projects
had continued as of February 28, 1971 and
"" Stirling Homex recorded accounts receivable of $6,818,000 during this period on this project against which
$2,348,000 was purportedly received by the Company,
leaving a net receivable of $4,470,000. In fact the $2,348,000 which related to three other Akron projects was
erroneously applied to this receivable and the figure
should have been $6,818,000.

should have prompted extended audit procedures.
With certain exceptions, these projects
were in essentially the same posture as they
were in the prior fiscal year in that there
had been little installation work accom~
plished, no money collected and no formal
commitment of funds by any government
agency.84 The terms of some of the agreements themselves, had expired, such as the
120 day completion clause. All of these projects were HUD turnkey projects. The supporting agreements were not executed by
HUD and therefore not backed by a funding
commitment.
During the . audit, PMM's personnel
learned that the proposed site for the
Bridgeport project had to be abandoned.
They received the following statement on a
returned confirmation from the Worcester
Housing Authority that referred to Stirling
Homex's dealings with them on the Bridgeport project:
"In July 1970 this Authority and Kabeth
Properties, Inc. ·were in the p.rocess of negotiating a contract for the purchase of 25
units to be erected on Bridgport Street in
Worcester, Massachusetts for the sum of
approximately $563,350.00. !lecause of
problems involving site location, the proposed site had to be abandoned. At the
present time, the Authority is awaiting
submission by Kabath Properties, Inc. of a
set of contract documents for approximately the same number of units on a
suitable site in Worcester, Massachusetts."

July 31,1971,. Audit
Listed below is a schedule of projects for
which the Commission believes Stirling
Homex improperly recorded sales during the
fiscal year ended July 31, 1971:

t
t and
84 The Providence Road, Bird & Pearl S ree
$2 _
North Street projects representing approximately ;t
170,000 out of a total accounts reveivable figu~e to
February 28, 1971 of $26,960,000 were paid for prI~rcts
July 31, 1971. However, cost overruns on the yroJe
accumulated in excess of $326,000 upon completIOn.
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Percent
Total
Module Sales Sales
Rochester
Washington, D. C.
Mississippi GGC
St. Thomas, V. 1.
St Croix, V. I.
Clay"
Morgantown
Stanley Simon
Grandview
HiIlwood
Highland
Total Sales

$1,200,400
678,000
8.520,000
1,360,000
1,360,000
1,951,000
2,418,000
6,282,500
317,600
86,800
1,118,000

4.1
2.3
28.9
4.6
4.6
6.6
8.2
21.3
1.1
0.3
3.8

$25,292,600

85.8

$29,482,271

Virgin Islands Proy"ects
The documentation in PMM's workpapers
for the two projects was identical and the
contracting entity was the same, Quantum
Development Corporation ("Quantum"), a
non-profit corporation sponsoring the· housing development pursuant to the FHA's Section 236 program.
, The earliest dated contracts were purchase
agreements executed September 22, 1970.
The terms of purchase agreements called for
the sale of 200 dwelling units for a total
purchase price of $2,720,000 for each of the
locations. Stirling Homex was to pay for the
shipment of the modules to their respective
locations and only to supervise their installation.
PMM's workpapers also contained a feasibility letter dated January 8, 1971 addressed
~o ~he Virgin Islands Foundation for HouslDg and Economic Development ("VIFHED")
St. CrOIX,
. V'lrgin Islands. This letter had an
ex .
Plration date of 30 days and had not been
~~newed. PMM's personnel did not know of
Q y relationship between the VIPHED and
c~antum, nor did they do any follow-up prolettures to determine whether the feasibility
Iter had been renewed.
and S~~cond agreement between Quantum
also . lrling Homex, dated June 1, 1971, was
1n
agree PMM's workpapers. This purchase
ment called for the purchase by Quan(a)
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tum of 100 dwelling units for a price of
$1,360,000 for each of the two sites or a total
of $2,720,000 for 200 dwelling units. According to the terms of this contract, payment
was to be in the form of an irrevocable letter
of credit to be issued by the First Pennsylvania Trust Company of Philadelphia. Other
conditions set forth in the agreement were:
(1) Approval of the modules by the FHA;
(2) Payment was to be made on the issuance of an appropriate bill of lading; and
(3) The modules were to be constructed in
accordance with the plans and specifications.
The workpapers of PMM indicate that
reliance for the commitment to fund the
project was placed on the expired feasibility
letter and on oral representations by the
Company that a bank letter of credit had
been furnished to Stirling Homex. In fact, a
letter of credit had not been obtained by
Stirling Homex at the time of PMM's audit
and neither this letter of credit nor other
financing was subsequently obtained.
On July 31, 1971, PMM sent a confirmation
to Quantum to confirm information concerning its contract with Stirling Homex dated
September 22, 1970 of 400 dwelling units for
$5,400,000 with the terms of payment 10% of
the units upon approval and acceptance of
plans and specifications by mortgagee and the
balance upon acceptance of modules at the
factory. The confirmation was returned
marked incorrect and there was a letter attached which said there was a new contract
dated June 1, 1971 for 200 dwelling units at
$2,720,000. In addition, the letter indicated
that 10% of the contract price was to be paid
upon approval and acceptance of the plans
by the mortgagee and the balance upon acceptance of the modules at Stirling Homex's
plant.
Moreover, in a note to its workpapers in
the July, 1971 audit, PMM indicated the following as to this project:
"FHA financing being processed by the
LHA there so Stirling does not keep up on
their progress. Stirling and PMM are relying on the bank letter of credit for the
credibility of financing monies."
(b) Clay, New York Project
This project involved an application with
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FHA under a Section 236 program of 150
dwelling units for a total price of approximately $3.5 million. The .applicant· on the
project for which Stirling Homex was to be
the builder was Clay Development Corp.
("Clay"), a wholly-owned Stirling Homex subsidiary. Clay, in turn, had an agreement with
a non-profit sponsor under which the project
would be purchased by thespo~sor upon
completion. In the closing days of the 1971
fiscal year, Stirling Homex recorded about $2
million of modular sales on this project'.
Sales were recognized on the basis of a
feasibility letter dated July 30, 1971 from the
FHA. The letter by its terms specified that
its Issuance was subject to receipt of an
allocation of Federal funds. Further, the letter indicated that prior to the commencement of subsequent processing, a municipal
tax abatement for the prc;>ject would be. required. Thus, the letter did not evidence a
firm commitment of financing. Had they extended their audit procedures, the auditors
could. have discovered that no c<.>mmitment of
federal funds had been made.
Additionally the purported arr~ngement
between Clay and the non-profit sponsor for
the resale of the project was a sham. 85 Therefore the purported sale was only to Clay, a
wholly-owned subsidiary of Stirling Homex.
As such it should have been reflected in the
financial statements as a sale to an affiliated
company.
(c) Morgantown, West Virginia Project
This project involved an application with
FHA under Section 236 for 200 units for a
total price of approximately $4.3 million.
During the fourth quarter of the 1971 fiscal
year ended July 31, 1971, Stirling Homex
recorded approximately $2.5 million of modular sales on this project, using as a basis for
evidence of firm commitment of financing on
the project a letter dated July 30, 1971 from
the FHA to Aquarius Development Corp.
("Aquarius"), a wholly-owned subsidiary of
Stirling Homex. The project was the result of
a contract between Aquarius and a nonprofit entity.
85 The non-profit sponsor for the project in fact had
withdrawn at the time of the July 1971 audit. PMM was
not aware of this fact.

Th.e letter, while cast in the form ofa
feasibility letter, was in fact merely an offer
to Aquarius to submit a revised application
for a feasibility letter. It was not a firm
commitment of financing and the Commission believes should not have been relied on
as evidence of such a commitment. The modules that were supposedly manufactured for
this project were structurally unsuitable because they were over two feet short of the
required length. This proposed project was
later abandoned for this reason and because
of inability to obtain financing.
Moreover, as in the case of the Clay project, the purported agreement to sell the
project to a non-profit sponsor was a sham.
(d) Stanley Simon Project
In the 1971 fiscal year ended July 31, 1971
modular manufacturing sales of nearly $6.3
million were recorded on this project on the
basis of an agreement dated April 23, 1971
between Stirling Homex and Stanley Simon
and Associates ("Simon") acting on its behalf
and behalf of limited partnerships to be
formed in the future. The agreement provided for the purchase of 1,000 modules at
$11,000 per module for a total price of $11,000,000. It called for a $25,000 down payment
on each site with the projects to be financed
conventionally rather than through government programs. Each site for the modules
was to be approved by both parties. For the
most part, there was no commitment of financing on the project and there was no
assurance that Simon would be able to arrange such financing. s6 In early July, 1971
Stanley Simon and Stirling Homex began
drafting a contract to cover the 1,000 module
units pursuant to the terms set forth in the

.
PMM that
The only evidence that was submItted to
. d waS a
any permanent financing had been obtaIlle,
. gs
D'
SaVIn
commitment dated July 19, 1971 by t h e Ime
ortBank of Williamsburg (UDSBW") to make a firs:2munit
gage loan in the amount of $825,000 for a 1 k The
. U'
development to be constructed III
tIca, N e w Yor .nt of
· the amou
h
commitment by the DSBW was s 0 rt III
'ce ($1,232.ted as
$283,000 required to make up the full sale prI
000). As for the remaining module sales repor hou1d
enues s
f
attributable to the Simon contract, no rev
'de nce 0
have been recognized because of the lack of eVl
permanent financing.
86
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April 23rd letter of understanding but this
contract was never finalized.
During the July 31, 1971 audit, PMM's
person,nel realized that a firm commitment
of financing wa~ unavailable inasmuch as
they specifically' noted in their workpapers
that financing for this project was "pending". The review notes compiled by the PMM
audit manager indicate that as late as September 23, 1971, subsequent to the date of
PMM's report, PMM should "obtain proof of
100% permanent financing."
A PMM partner was aware that financing
was not commited for the sales recorded on
the Simon project by the close of the 1971
fiscal year and not obtained during the audit
period. He was not concerned with the absence of any firm commitment because he
relied on the reputation of Simon personally
. and the fact that Simon was known to be a
man of considerable wealth. The partner felt
that this was sufficient reason to permit
income recognition on the project.
(e) Stirling Homex Accounts Receivable as
of July 31,1971
Receivables associated with revenues recorded in fiscal 1970 on many of the projects
discussed above were still carried as receivables at the end of fiscal 1971. 87 There is
evidence in the PMM workpapers that there
were substantial problems with respect to
many of these projects. The Commission believes that PMM failed to take adequate
audit steps to assess the significance of these
problems, relying on optimistic representations of Stirling Homex management which
~er~ received in response to the auditors'
InquIries.
Listed below are several examples:
(1)

Pittsburgh Project Receivable of $444,-

~~o. PMM was informed by Stirling Homex
th at Hl!D had expressed reservations about
e project site and Stirling Homex had indicated it Could substitute another site if neceeSsary . There is no indication that PMM
Jeami ne d any correspondence or other docu-

----

87 Approxim tel
Out of $37 85 a y $36,400,000 of accounts receivable
erly includ' 0,000 total accounts receivable were improped as assets.
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mentary support for this statement by management.
(2) Washington Project Receivable of $678,400. PMM was informed during the 1971 fiscal year audit of the substantial delays being
experienced with respect to this project because of the necessity of obtaining numerous
approvals.
(3) Grandview, Erie Project Receivable of
$1,269,600. During the 1971 fiscal year this
project was substituted for the 37th and
Tuttle Street Project in E:rie, Pennsylvania,
on which sales were recorded during Stirling
Homex's 1970 fiscal year pursuant to an
agreement with the LHA. As noted in their
workpapers, the auditors were aware of the
"political and community entanglements"
being experienced by 'Stirling Homex.
(4) Bridgeport Project Receivable of $329,500. PMM knew that this receivable was
troublesome because no new replacement
site had been located for the previously
abandoned site and any replacement site
was subject to HUD's approval.
(5) Mississippi GGC Receivable of $8,520,400. PMM learned during the 1971 fiscal year
audit that Stirling Homex was making application and seeking approval for several sites
through the' Farmers Home. PMM learned
that a $750,000 "prototype" project proposal
for 50 out of the 800 units had not received
final approval by the time the audit was
being performed. 88 Moreover,' the modules
had not been shipped to Mississippi.
(6) Hillwood Project Receivable of $7,240,000. This project, which had been carried as
a receivable by Stirling Homex since October
of 1969, had almost no site work accomplished and was encountering zoning problems. Stirling Homex had reduced the number of modules for this project. Despite the
size and age of this proposed project PMM
took no extended audit steps with respect
thereto.
(7) Highland Project Receivable of $3,352,000. At the close of the 1971 fiscal year of
Stirling Homex, there had been no progress
88 In fact, by the time of the PMM audit, the project
had been rejected by the Farmers Home, This was not
known to PMM.
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on this project even though it was a large
receivable and had been recorded in the 1970
fiscal year· of Stirling Homex. The project
site had been switched from the Highland
Street, Akron location to a completely different site in East Barberton, Ohio. The sales
that had supposedly represented the Highland project were not reversed on this project but merely switched to the Barberton
Project. However, in October of 1971, Stirling
Homex entered into an entirely new contract
of sale which was approved by HUD and the
project was ultimately completed and paid
for.
Cost Overruns on Stirling Homex Projects
By the close of its 1971 fiscal year, Stirling
Homex had incurred over $1 million of cost
overruns on various projects, which were
carried on its books as receivables. Further,
Stirling Homex carried an additional $1,000,000 of cost overruns as Contracts in Progress. 89 These cost overruns represented additional costs incurred by Stirling Homex in
excess of that portion of the contract price
allocated to installation sales, which additional costs had not been and were not reimbursable under the terms of the applicable
contracts. The existence of these cost over-

K9 Stirling Homex improperly classified as an asset
certain costs and expenses amounting to approximately
$832,000 for the seven months ended February 28, 1971
and $1 million for the fiscal year ended July 31, 1971
which related to the construction of a proposed Mississippi plant to be financed by a $5 million industrial bond
offering. This classification permitted these amounts to
be capitalized rather than expensed during the period in
which they were incurred, and resulted in an overstatement of net income for said periods. PMM's acceptance
of this classification was inappropriate in that reimbursement was unlikely under the terms of the trust
indenture, a substantial portion of the expenses were
. general and administrative expenses, and the reimbursement of the $1 million in intangible expenses from
the offering proceeds was highly unlikely since they
represented 20% of the total proceeds. Stirling Homex
incurred these cost overruns because of delays caused
by Stirling Homex's premature manufacture of modules,
which were in large part motivated by the Company's
income recognition policies. These delays caused increased expense such as storage costs, module refurbishment, and dissatisfaction with the Stirling Homex
product by some customers.

runs was not properly accounted for in Stir~
ling Homex's financial statements nor dis-·
closed in the accompanying footnotes.
Despite the unusual nature and size of
these cost overruns PMM did not undertake
adequate audit steps in that it failed to obtain reliable support for their collectibility.
Subsequent Discovery of Improper Business
Activities
After being shown Stirling Homexis Form
10-Q for the period ended October 30, 1971,
. PMM personnel learned that the $2,720,000
in modular sales for the Thomasville and St.
Croix projects had been reversed, that the
modules had been reassigned to another project and that these facts were not publicly
known. The Company advised PMM that this
was an unusual nonrecurring transaction occasioned by events which took place after
July 31, 1971.
Even though PMM personnel knew of
these reversals and their possible effect on
the audited financial statement for the July
31, 1971 period, they failed to follow auditing
procedures that should be complied with in
such circumstances to determine whether
these reversals required modification or
withdrawal of PMM's report on the July 31,
1971 financial statements. 90
During March of 1972, PMM objected to
the Company's recognition of a very large
amount of income on two newly begun projects involving private financing. As a consequence, income from these projects was not
reflected in Stirling Homex's financial statements for the period and the Company reported a substantial loss from operations for
the quarter. 91
In May of 1972 PMM auditors were told by
management th~t Stirling Homex's financial
. condition was deteriorating rapidly and t~at
it would report a $20 million lo~s for ~he ~~~
months ended April 30, 1972, mcludmg
1 t sections
See Statement on Auditing Standards a. ting at
561.01 ff. ("Subsequent Discovery of Facts EXIS
the Date of the Auditor's Report").
. of events
9J This announcement started the cham
nY in
C mpll
which led to the ultimate bankruptcy of the 0
July 1972.
90
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stantial charges agail,1st income for the period resulting from a reduciiion in the sales
price of modules on certain projects upon
which reve~ue had been recognized in prior
fiscal periods, a provision for the repair and
refurbishing of 10,000 uninstalled modules in
storage areas of the company, a provision for
estimated additional costs of construction on
the Stanley Si:qlon :project, a: provision for
doubtful accounts with respect to the cost
overruns which were included in accounts
receivable and a provision for various overrun costs incurred in connection with the
construction of several projects.
The auditors were completely "dumbstruck" by this recital by Stirling Homex
management. They failed to' undertake any
review or investigation to ascertain whether
the newly discovered facts existed at the
date of their report on Stirling Homex's financial statements. Due to the nature of
these extraordinary charges, it should have
been clear to them that the previous financial statements of Stirling Homex were seriously deficient.
Statements to the Commission Staff
On July 7, 1971 a meeting was held at the
Commission in connection with the then
pending registration statement of Stirling
Homex to discuss the Division of Corporation
Finance's letter of comments. Present at this
meeting were representatives of Stirling
Homex, its outside counsel, underwriters and
partners of PMM.
. The meeting began with a general discusSIon concerning the staffs letter of comments. 92 Then a more particularized discus-

..

.

landOne of the matters under discussion was a certain
the t sale. PMM originally advised Stirling Homex that
OPini:ansacti~n as originally structured would not, in its
that .nr' qualIfy for income recognition but. indicated
the tran sac t'Ion were restructured to brmg
.
.
It
WithinI th
generall ~ real estate guidelines then being applied
The traY Y PMM, income would properly be recorded.
nsactio
advised b P n Was then restructured along the lines
liolllex illY MM, and PMM gave its opinion to Stirling
DUring th:nage~ent that income could be recognized.
ration Fl' Ille e tmg the Commission's Division of Corponance . d'
'.
v'
lews and th
m Icated Its dIsagreement with PMM's
e sale was reversed.
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sion took place concerning- Stirling Homex's
income recognition policies, with the client
partner of ·PMM asking whether the staff of
the Commission desired Stirling Homex to.
recognize on the completed contract method.·
He questioned this method and stated that
under the circumstances this method would
not be in accord with generally accepted
accounting principles.
The PMM partner stated that the real
question was not a matter of mechanical
application of accounting theory but rather
at what point in time sales should be recognized and what event should have transpired
prior to recognition. He then outlined four
events that had occurred prior to recognition
of income by Stirling Homex, which in effect,
would remove any credit risk. The most important of these events that he outlined was
that there was· a commitment of permanent
financing to purchase the project.
A number of statements by the partner
were largely inaccurate. Very few of Stirling
Homex's projects were covered by permanent financing. Had he made appropriate
verification during the earlier audit period
or prior to the Commission meeting, he
would have known that these statements
were not true.
The oral statements of the partner were
subsequently confirmed in the supplemental
submission submitted by Stirling Homex in
July 1971. The purpose of this submission
was to outline Stirling Homex income recognition policies for the staff of the Commission
in an attempt to dissuade the staff from
insisting on the completed contract method
of income recognition.93
It contained numerous false statements,
including misrepresentations concE.'1"ning the
turnkey and other government programs as
utilized by Stirling Homex and the fact that
Stirling Homex had fulfilled certain conditions precedent before including its projects
in sales.
CONCLUSIONS
As illustrated above, the Commission be93 These elements are substantially the same elements
discussed in connection with Stirling Homex's accounting methods. See discussion above.
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lieves that PMM failed in a number of material respects to conduct the February 28,
1971 and July 31, 1971 audit engagements in
accordance with generally accepted auditing
standards.
Valuable lessons can be derived from
PMM's conduct, which, if focused upon, will
hopefully prevent similar occurrences in the
future. The facts of this case suggest that for
a new and unknown client, some independent investigation should be made of the company, its customers and methods of doing
business. When a client extensively utilizes
government programs and contracts, it is
expected that the auditors will have a thorough and complete familiarity with the programs.
In~ddition, care should be given to the
organization of the "audit team" so that
responsibilities are clearly defined. With respect to the Stirling Homex audit, the presence of two partners operating out of different offices supervising the same audit work
gave rise to a situation where important
decisions were deferred and the division of
responsibility was not clear. As a result, it
was difficult to coordinate effective control
over the audit and the decision making process with respect thereto. This situation permitted vacillation on major decisions which
ultimately were never satisfactorily resolved
by either partner.
During the audit of Stirling Homex, the
SEC review by PMM's SEC reviewing partner was superficial although the audit was
one where it had been determined that an
"in depth" review was required.
A successor auditing firm should review
the working papers of the predecessor auditors. Such review should cover critical audit
areas and unusual accounting matters. It
should also cover disagreements between the
predecessor auditors and management,
whether or not they are satisfactorily resolved, which relate to accounting principles,
auditing procedures, and the predecessor's
understanding regarding the' reasons for the
change of auditors. Further, successor auditors should always be alert to factors bearing
on the integrity of management.
A major deficiency of the Stirling Homex
audit was PMM's reliance on the unsup-

ported, undocumented representations of
management. An, auditor should not rely
solely on the representations of management, but satisfy themselves as to such matters by other means consistent with the circumstances of the 'particular transaction,
such as independent documentary verification.
Auditors should be wary when sales and
income are sought to be recogn'ized on the
basis of assumptions and projections as to
future events necessary for the ultimate realization of such income. In this case, sales
and income were recognized on government
financial housing, projects at an early stage
in the processing of the projects and at a
point where the essential commitment of
government financing was not in existence
and where the projects were still subject to a
variety of conditions such as the politically
explosive issue of site selection of low income
housing. The auditors, in part because of
their unfamilarity with government housing
programs, accepted optimistic and in some
cases deceitful representations ',of the company and others regarding the programs and
projects in question. The Commission believes that in cases such as these where
income recognition occurs well before the
point at which the custo'mer is normally
billed, auditors should exercise a high degree
of caution and skepticism.
A~so we believe that auditors have a duty
to disclose subsequently acquired information which existed at the date of the auditor's report and establishes that previously
reported upon financial statements are materially false and misleading. On two occasions during the 1972 Stirling Homex fisc~l
year, PMM learned information, which If
PMM had investigated as they should ha~e,
would have disclosed to PMM that earlIer
prepared financial statements of Stirling
Homex were materially false.
te
Finally , it must be' noted that the stat eh
ments made by the PMM partner t~
_
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of their clients before the Commission, especially when the accountant is making factual
statements about a particular client's business which have not been verified. As the
Commission rec~ntly stated:
"The Commission and its staff do not and
cannot investigate representations made
to it, but must be abl~ to rely on their
completeness if this process is to work. The
objectives of the securities laws can only
be achieved when those professionals who
practice before the Commission, both lawyers and accountants, act in a manner
consistent with their responsibilities.
Professionals involved in the disclosure
process are in a very real sense the representatives of the investing public served
by the Commission, and, as a result their
dealings with the Commission and its staff
must be permeated with candor and full
disclosure. It cannot resemble an adversary relationship more appropriate to litigants in court, because the Commission is
not an adverse party in this context. All
who are familiar with the Commission's
policies know that too much importance is
attached to the word of the professional to
.
'
permIt his or her word to become the subject of question. A professional's word is
. often the functional equivalent of his or
her reputation. Conferences with the staff
of the Commission serve a vital role in the
administration of the securities laws, and
such conferences are predicted, for the
most part, upon full disclosure by the
professionals involved. It must be underst?O~ by all who practice before the Com~IssIon, lawyers and accountants alike
t
the Commission and its staff cannot
o erate less than full disclqsure." 94

tt

* * *
CONCLUSION
I
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~ent, PMe;P ated by PMM's o~fer,of settleInto the
has a~eed ~o an mvestigation
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financial statements, reported upon by PMM
are filed with the Commission. That comprehensive examination is to be carried out by a
committee . whose compensation and expenses will be borne by PMM. Members of
the committee will be agreed upon by PMM
and the staff of the Commission. The nature
and scope of the examination is outlined in a
memorandum addressed· to the committee
which has been agreed upon by the Commission and PMM and which is annexed to the
offer of settlement. It is contemplated that
the examination can be completed and the
report of the committee submitted to the
Commission within
approximately six
months. PMM also has agreed to the entry of
an order by the Commission requiring it to
adopt and implement any reasonable recommendations the committee may make with
respect to PMM's SEC audit practice and
procedures. 95 The offer of settlement also
contemplates that two annual reviews of
PMM's audit practice, will be conducted in
1976 and 1977 at firm expense, and the results of these reviews will be reported to the
. Commission and PMM.96
PMM has agreed to the entry of an order
by the Commission prohibiting it from accepting audit engagements for new SEC
clients for the six-month period beginning on
May 1, 1975 and terminating on October 31
. that period, with certain excep-'
1975. Durmg
tions, PMM will not accept or negotiate for
the acceptance of new SEC clients. 97 This six95.In the event that PMM demonstrates to the satisfaction of the Commission that a recommendation of the
committee is not reasonable or need not be implemented
either in the form recommended or with reasonable
modifications, then it has been agreed that such recommendation need not be adopted.
96 Since it is contemplated by all concerned that this
examination and two subsequent reviews are designed
to serve the purposes embodied within Rule 407 of the
Federal Rules of Evidence, the parties have agreed to
an order which the court has entered requiring that the
details of the examination and reviews, the working
papers and other documentation other than the reports
of the committee and the reviewers and the deliberations of the committee and reviewers are to be held
confidential.
97 For the six-month period from May 1, 1975 through
October 31, 1975, PMM has not accepted and will not
accept audit engagements from new audit clients which
contemplate the issuance by PMM of an auditor's opin-

408

SECURITIES AND EXCHANGE COMMISSION

month restriction does not affeCt in any way
PMM's ability to service its existing clients
nor does it affect other aspects· of PMM's
practice such as tax and management consultiilg. _
PMM has also agreed to the entry of final
judgments of permanent injunction in each
of the four injunctive actions the Commission has instituted against the firm. These
injunctions, among other things, prohibit the
firm from engaging in specified violations of
the federal securities laws with respect to
the financial statements of the companies
that gave rise to these proceedings. One of
the injunctions formalizes certain PMM procedures and requires that they be followed
with respect to accepting new audit clients
generally and special procedures when a new
engagement follows a resignation by a predecessor auditor which has resulted in the filing of a Form 8-K with the Commission reflecting identified professional disagreements
between the predecessor auditor and the
client.
Further, PMM has agreed to revise and
implement certain procedures with respect
to (i) its existing preissuance review of reports by a second partner not otherwise associated with the engageinent in that the second
partner
will
evaluate
the
appropriateness of financial statement disclosures and the accountants' report relating
to- material discussed in the engagement
partner's memorandum; that memorandum
which will be prepared following a review of
ion, in respect of financial statements which it is expected by PMM will be filed with the Commission within
the next succeeding twelve-month period_ Such limitation shall not inclqde an audit client (i) in which a
significant equity or debt interest is held or acquired by
a present client of PMM, (ii) for which PMM has provided professional services since January 1, 1974 and
prior to May 1, 1975, (iii) which is controlled by a foreign
entity provided the financial statements of the client
are not separately filed with the Commission, (iv) which
is a client or a subsidiary or division of a client of a
foreign affiliated firm of PMM, (v) which since July 1,
1974 and prior to May 1, 1975 has communicated with
PMM concerning the possible engagement of PMM as its
auditor (the Commission having been advised of the
number of such instances), or (vi) if its acceptance by
PMM as an audit client is approved in the particular
circumstances by the Chief Accountant of the Commission.

the working papers, .and will identify and
discuss the critical audit areas and unusual
accounting matters encountered .during tpe
course of the -audit; (ii) its existing review -by
a second partner of specified types of engagements which will include an in depth revIew
of the appropriateness of judgments and the
working papers· in the critical audit areas
and unusual accounting -matters, and (iii) ascertaining that engagement partners or, - if necessary, others associated with them are adequately informed with respect to any
unusual or abnormal practices peculiar to
the industry and circumstances involved in
the engagement. PMM has also agreed to
conduct a study of the use of the percentage
of completion m~thod of accounting and to
establish guidelines in this area for its audit
practice, which guidelines are to be applied
in the conduct of its audits for fiscal years
beginning on or after December 27,1975. The
procedures and the study and the implementation thereof, including the guidelines, are
the subject of this order as set forth below.
In determining to accept PMM's settlement offer, we have taken into account the
fact that these controversies relate to audit
engagements for five clients out of a large
number of audit engagements conducted by
PMM over the years in question going back
to 1968, and that, based upon information
submitted by PMM and otherwise known to
us, their overall audit practice appears to be
conducted in a competent and professional
manner. Moreover, we believe that the provisions of the settlement offer will provide
PMM· and the Commission with independent
assurance of the quality of PMM's audit
practice before the Commission. While the
Commission continues to retain jurisdiction
over this proceeding, this settlement resolves these existing disputes between PMM
and the Commission.
For the foregoing reasons, it is hereby
ORDERED,
e
d
. . ·nstitute.
Commission's Rules of PractIce IS 1
5
PMM's offer of settlement, dated June ,
1975, is hereby accepted.
f the
2. An investigation will be made 0
1. This proceeding under Rule 2(e) of th
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manner in which the audit practice of PMM is
conducted with respect to audit clients
whose financial statements reported upon by
PMM are filed with the Commission.
a. That examination will be carried out by
a committee (the "Committee") whose compensation and expenses will be borne by
PMM. The members of the Committee will be
chosen by PMM from a list of persons acceptable to the staff of the Commission.
b. The joint understanding of the Commission and of PMM concerning the examination is outlined in a memorandum addressed
to the Committee. The memorandum is Annex B to PMM's offer of settlement.
c. It is contemplated by the Commission
and by PMM that the examination can be
completed and. the report of the Committee
submitted within six months.
d. PMM will promptly take all steps reasonably necessary and appropriate to adopt
and implement any reasoIl:able recommendations the Committee may make with respect
to the manner in which such audit practice is
conducted, provided, however, that, if PlV[M
demonstrates to the satisfaction of the Commission that a recommendation of the Committee is not reasonable or need not be implemented either in the form recommended
or with reasonable modifications, such recommendation need not be adopted.
e. The contents of the investigation, the
working papers and other documentation
(except the Committee's report) and the deliberations of the Committee will be held
confidential except from PMM and the Commission.
.
3. PMM will promptly take all steps reason~bly necessary and appropriate to adopt and
Implement the procedures contaIned in Annex C to PMM's offer of settlement. PMM
will
notify
the Chief Accountant of the ComIl}'
•
ISSlon prior to any amendment of such
pr~cedures ~ithin the next five years.
th . PMM wIll conduct a study of ~he use of
e percentage of completion metnod of ac~~unting and establish guidelines in this
ap;~. fo~ its audit practice, which will be
vear~e~ In .th~ conduct of its audits for fiscal
1975. egInnmg on or after December 27,
5. For the six-month period from May 1,
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1975 through October 31, 1975; PMM has· not
accepted and will not accept audit engagements from new audit clients which contemplate the issuance by PMM of an audit()es
opinion, in respect of financial statements
which it is expected by PMM will be filed
with the Commission within the next succeeding twelve-month period. Such limitation shall not include an audit client (i) in
which a significant equity or debt interes~ is
held or acquired by a present client of PMl\:f,
(ii) for which PMM has provided profess,ional
services since January 1, 1974 and prior to
May 1, 1975, (iii) which is controlled by a
foreign entity provided the financial statements of the client are not separately filed
with the Commission, (iv) which is a client or
a subsidiary or a division of a client of. a
foreign affiliated firm of PMM, (v) which
since July 1, 1974 and prior to May 1, 1975
has communicated with PMM concerning the
possible engagement of PMM as its auditor
(the Commission having been advised of the
number of such instances), or (vi) if its acceptance by PMM as an audit client is approved in the particular circumstances by
the Chief Accountant of the Commission.·
6. A review will be conducted in 1976 and.in
1977 at PMM's expense of the matters considered under the AICPA program for the
review of quality control procedures of multioffice firms and ,to determine whether
PMM has taken all steps r~al?onably necessary and appropriate to adopt and .implement the procedures described in Annex C to
PMM's offer of settlement and any recommendation of the Committee (subject to the
proviso stated in paragraph 2.d.).
a. Each review will be conducted by a
panel operating under the AICPA program,
or (if such a panel is not prepared to act) by
the Committee or not less than three accountant members thereof, or (if the Committee
or three of its members are not prepared to
act) by a group of not less than three certified public accountants chosen by PMM from
a list acceptable to the staff of the Commission.
b. The results of each review will be reported to the Commission and to PMM.
c. The contents of each review, the working
papers, other documentation (except the re-
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port of its results), and deliberations of the
reviewers will be held confidential except
from PMM and the Commission.
7. The Commission retains jurisdiction of
this proceeding.

By the Commission.
GEORGE

A. FITZSIMMONS
Secretary.

RELEASE NO. 174
July 2, 1975
SECURITIES EXCHANGE ACT OF 1934
Release No. 11514
Opinion and Order instituting proceedings and imposing remedial sanctions in the Matter of
.
Harris, Kerr, Forster & Co.
RULE 2(e) OPINION
I. INTRODUCTION

This opinion under Rule 2(e)(1) of the Commission's Rules of Practice (specifically, Section 201.2 (e)(l) (ii) and (iii) of Title 17, Code of
Federal Regulations) arises out of the conduct of Harris, Kerr, Forster & Co. ("HKF"),
a partnership of independent public accountants, in its audit engagement and unqualified report upon the financial statements of
Stirling Homex Corporation ("Stirling
Homex") for the fiscal year ended July 31,
1970. 1 These financial statements and HKF's
unqualified report on them were included in
Stirling Homex's (1) 1970 Form 10-K filed
with the Commission; (2) 1970 Annual Report
to Shareholders; (3) 1971 Registration Statement for offering of 500,000 shares of Stirling
Homex cumulative convertible preferred
stock;2 (4) 1971 Form 10-K filed with the
1 §201.2(e) (1) provides as follows: The Commission may
de,ny temporarily or permanently, the privilege of appearing or practicing before it, in any way to any person
who is found by the Commission after notice of and the
opportunity for hearing in the matter . . . (ii) to be
lacking in character or integrity or to have engaged in
unethical or improper professional conduct, or (iii) to
have willfully violated, or willfully aided and abetted the
violation of any provision of the Federal securities laws
(15 U.S.C. secs. 77a to 80b-20), or the rules and regulations thereunder.
2 HKF was not Stirling Homex's independent auditor
at the time of the offering by Stirling Homex of its
preferred stock. The independent auditing firm of Peat,

Commission, and (5) 1971 Annual Report to
Shareholders. It is our opinion that these
financial statements were false and misleading. While it is our opinion that HKF's execution of its 1970 Stirling Homex engagement
was not performed in accordance with generally accepted auditing standards ("GAAS"),
HKF appears to have been a victim of a
deliberate scheme to defraud, including the
misrepresentation and concealment of certain material facts, perpetrated by certain
management and supervisory personnel of
Stirling Homex and others. *
HKF has submitted to the Commission a
waiver of the institution of formal administrative proceedings under Rule 2(e) (1) and
has consented to the entry of an order con-

Marwick, Mitchell & Co., which replaced HKF, reported
on the financial statements of Stirling Homex and consolidated subsidiaries for the seven months ended February 28, 1971, the most current audited financial statements included in the 1971 Registration Statement o~
Stirling Homex. The conduct of the accounting firm 0
Peat, Marwick, Mitchell & Co., with respect to S~irlin~
Homex is discussed in ASR Release No. 173 also ISSUe
by the Commission today. '
.
fa
* Today the Commission also announced the filIng 0 "
civil injunctive complaint in this matter entitled SCecu~,
"
g Homex
ties and Exchange Comm~sswn
v. St'r
~r ~n .
.
d011'
pu r ration et al. In addition, the CommiSSIOn Issue A t of
,
S
T
Exchange c
suant to Section 21(a) of the ecun les
f St'rling
1934 a "Report of Investigation in the Matter °h Bloard
' T~es of t e
Homex Corporation Relating to ACtlVI
of Directors of Stirling Homex CorporatiOn.
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taining certain findings, conclusions and remedial sanctions.
. Under the terms of HKF's waiver and consent, HKF solely for the purpose of settlement of this mat~6!r, and without admitting
or denying the Commission's findings of law,
and without admitting or denying any fact
except for the purpose of this settlement,
consented, among other things, to the entry
of an appropriate order.
.
After due consideration of the offer of consent, we have determined that it is appropriate and in the public interest to accept this
consent.
II. BACKGROUND
Stirling Homex was in the business of
manufacturing and installing modular dwelling units in low-to-moderate income housing
developments under the sponsorship of a local public housing authority. During fiscal
1970, a rapid expansion in Stirling Homex's
modular housing manufacturing capacity occurred. This expansion was accompanied by
widespread publicity and a volatile stock
price movement. During this period, Stirling
Homex's management sought to maximize
income in hopes of supporting and maintaining an inflated price/earnings ratio. Stirling
Homex attempted to progress from a small
construction company to a leader in the nascent modular housing industry.
Stirling Homex's reported sales of modular
housing were $5.4 million in 1969 and $16.5
million in fiscal 1970. The apparent impetus
to this revenue growth was the recognition
of modular sales attributable to "turnkey"
projects which, under certain conditions,
qualified for financial assistance from the
Department of Housing and Urban Development ("HUD"). Stirling Homex achieved
. t~ese increased sales, in the Commission's
VIew, through the improper recognition of
revenues and realization of profits with reSpect to the manufacture and installation of
iOdular dwelling units. In 1972, Stirling
omex Was declared bankrupt.
III. 1970 AUDIT
A.IIKF'
Bus'
s Understanding of Stirling Homex's
Iness.
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In its review of the turnkey contracts,
HKF considered only the relationship between Stirling Homex and the local housing
authorities ("LHAs"). HKF's concern centered around Stirling Homex's ability to perform under the contracts with the LHAs and
not with the LHAs' ability to fulfill their
financial obligations, nor with the commitment of financing by HUD. HKF, in the
opinion of the Commission, did not fully understand the funding provisions applicable to
Stirling Homex's operations under the HUD
turnkey program and did not seek expert
advice.
In addition, HKF did not determine
whether financial responsibility existed on
the part of Stirling Homex's customers to
purchase the completed turnkey projects. In
fact, the LHAs did not have the necessary
financing to carry out these turnkey housing
programs without massive HUD assistance. 3
Moreover, the terms of the turnkey contracts
between Stirling Homex and the LHAs were
specifically conditioned upon HUD's approval, which approval had not been obtained:
"The approval of this Agreement by the
Government signifies that the undertaking
by the Purchaser of the acquisition of the
property constitutes a project eligible for
financial assistance under the Annual Contributions Contract 4 identified in Exhibit
'C'; that said Annual Contributions Contract has been properly authorized; that
funds have been reserved by the Government and will be available to effect payment and performance by the Purchaser
hereunder; and the Government approval
of the terms and conditions hereof."

3While Note 3 to the Company's financial statements
for the fiscal year ended July 31, 1970 indicates that the
housing projects purchased by the LHAs were Federally
financed and because of this "no provisions for doubtful
accounts was considered necessary," this footnote was
misleading because it failed to disclose that no firm
commitment for funding of any Stirling Homex project
had been made by any Federal agency responsible for
funding Stirling Homex's projects.
'The Annual Contributions Contract is the document
whereby HUD guarantees a commitment of funds to the
LHAs.
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Revenues from these turnkey projects
were included in sales during the 1970 fiscal
year, although the required HUD approval
was absent from most of the turnkey contracts. These contracts were available to,
and were reviewed by, HKF and were maintained in HKF's workpapers. HKF did not
consider HUD's. approval necessary to the
rec.ognition of Stirling Homex revenues.
HKF was aware of the existence of a large
number of modules reflected in sales to
LHAs under turnkey· contracts which had
not been installed on the project sites as at
July 31, 1970. HKF was also aware that the
turnkey contracts ,provided that the risk of
loss remained' with Stirling Homex until the
project was completed and contained no provision for payment until such time. In the
Commission's view, the recognition of revenue under these circumstances was inappropriate.

B. HKF Procedures Employed on Stirling
Homex ~rojects
Toward the end of fiscal 1970, HKF established certain criteria pertaining to turnkey
contracts that had to exist before HKF
would acquiesce to revenue recognition by
Stirling Homex on the modules manufactured and assigned to specific projects. These
criteria were established by HKF because it
wanted reasonable assurance that the
turnkey contracts would, in fact, be completed by Stirling Homex. HKF made the
judgment that the LHAs would meet their
financial obligations when a certificate of
occupancy was issued.
Therefore, during the period, HKF required that the following criteria be met by
Stirling Homex in order to recognize revenue
on the projects: (1) Stirling Homex own or
"control" the land upon which the project
was to be constructed; (2) any of the following: (i) construction on the project site; or (ii)
possession of a building permit; or (iii) reasonable assurance that a building permit
would be forthcoming; and (3) in certain instances, modules be turned over to a common
carrier.
The focus of these elements was unfortunate because it turned on Stirling Homex's
ability to perform under the turnkey con-

tracts and not upon the ability of the LHAs
to' pay. However, the LHAs' ability to pay
was totally dependent on the commitment of
HUD financing and, as previously indicated,
this was not adequately considered by HKF. 5

c. Projects
1. General Discussion
During fiscal 1970, Stirling Homex iniproperly recognized revenue of 'approximately
$3.7 million on 8 turnkey projects, 6 located in
Erie, Pennsylvania; Worcester, Massachusetts; and Sanford, Maine. None of the contracts for these projects had been countersigned by HUD as at July 31, 1970, as
required by the contracts and the applicable
HUD guidelines.
At no time did HKF make inquiry regarding the existence of HUD funding. This lack
of inquiry, in the opinion of the Commission,
did not meet the requirements of GAAS.7
2. Worcester, Massachusetts, Project
Stirling Homex executed four contracts
with the Worcester Housing Authority in
July of 1970, in the closing days of the 1970
fiscal year. These contracts involved four
separate projects to be financed under the
HUD turnkey program. These contracts accounted for over $1 million in sales improperly recognized in fiscal 1970.
The Worcester contracts do not contain
any HUD approval. None existed. The engagement senior indicated this in HKF's
5 Almost no documentary evidence exists in HKF's
workpapers demonstrating a commitment for financing
by HUD to support income recognition by Stirling
Homex on its turnkey projects.
6 In addition, two Akron, Ohio projects, Hillwood and
Highland, on which Stirling Homex recognized revenue
of $6,900,000, were being processed under the tumkey
program. HKF did not determine whether the Akron
Metropolitan Housing Authority had HUD approval for
these projects, though such approval was required;~
the terms of these agreements. In fact, no such H
approval existed.
. es
7The third standard of Auditing Field Work reqUlr a
,
the examination of suffiCIent
eVl'den t'laI matter
" n as
The
,
h
·
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opmlO
. "eSpredicate for the expressIOn of, t . e au I or
.
"due pro"
third general standard of audltmg reqUlreS
t (See
. '
f
engage men .
slOnal care" m the performance 0 an
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Statement on Auditing Standards No . .1, pub~~, co nthe AICPA.) In the Commission's opinIon,.~ alSstanduct, in this instance, fell below these mInIm
dards.
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workpapers prepared during the 1970 audit
of Stirling Homex: ,
.
.
~~s apparent from con~ersations that
HUD is the financier of the Worcester developments. My question is that if HUD
has not yet approved said contracts what
will happen if such approval is not given ..
.. Who would. pay for the .developments[?] I
would say that HUD's approval could not
be obtained until the following comes to
pass (none of which happened until September or October).
. Yet Stirling Homex' recognized revenue
and income on these Worcester projects. The
required HUD approval in"\ some instances
never occurred, and in others occurred well
after the' close of the 1970 fiscal year .. Moreover, HKF's own revenue recognition criteria were not satisfied in one instance. One
project site had been rejected by the zoning
board
unacceptable. and ~o new replacement site was ever found. Thus, Stirling
Homex n~ither' owned nor controlled the
land on this project. The HKF workpapers
indicate that HKF was aware that the modules assigned to the Worceste~ ~rojects (assignment to a project was the basis for revenue recognition) were being stored at
locations other than the project sites.
As late as September 1970, -the HKF engagement audit senior visually inspected the
four Worcester project sites' and found that
two of the sites were only vacant lots. The
third site had been rejected by the City of
Worcester zoning board,S and the fourth was
approximately 95% complete.

It

as

'~he HKF workpapers indicate that the senior on the
aud~t learned the following, ", , . the Bridgeport Street
r::e,ct was killed due to local oppo.:;ition to developing a
Income project. He [Stirling Homex's legal representat'
, Worcester] says presently there are four
't
Ive In
~I e: under consideration as substitutes for the Bridgeo;r Stree~ project, the selection of a final site is still
n
ar: . I .raised the possibility that since these matters
new Subject to public hearings (as evidenced by local
8Ub8~~t~er :eports on Providence and North Street), a
no ba ' e Stte may never be found. Therefore, I can see
Bridg Sts under our present thinking for including
eport St t .
.
uncritj II
ree S tn sales." (EmphasIs added.) HKF
incomeca Y accepted Stirling Homex's recognition of
assuran on the Bridgeport street project because of
Stirling ~s by the Worcester Housing Authority and
OInex that a substitute site would be found.
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3. Erie, Pennsylvania, Projects
Stirling Homex entered into tl~ree contracts with the Housing Authority of the
City of Erie o'n the very last business day of
fiscal 1970. These agreements covered three
projects to be financed under the HUD
turnkey program and accounted for approximately $1.7 million in revenues recognized in
fiscal 1970. As was the case with the Worcester projects, there was no evidence of a HUD
financing commitment, and in fact, none existed.
4. Notes to 1970 Financial Statements
Footnote 3 to the Stirling Homex fiscal
1970 financial statements, captioned, "Receivables and Unbilled Amounts on Contracts," states the following:
The Company enters into various modular
housing sale contracts with local housing
authorities. These contracts contain an allocation of the sales price as between modular units, site development and installation, land and other reimbursables. The
terms
of' certain
sales
contracts
("Turnkey") provide for payment and
tran~fer of title upon completion and receipt of all approvals necessary for occupancy.
The Company records sale of modular
units after they have been manufactured
and assigned to specific contracts.
The notes and accounts receivable from
affiliated companies represent sales to
comp~nies in which certain officers and
directors of the Company or members of
their immediate families have an equity
interest.
The Company's sales to local housing authorities are for Federally financed housirig projects which qualify for financial assistance from the Department of Housing
and Urban Development. Due to the nature of these sales, no provision for doubtful accounts is considered necessary.
This note contained inaccurate and misleading statements in that the turnkey contracts entered into by Stirling Homex did not
provide for an allocation of the sales price
betwe~n modular and installation portions,
although Stirling Homex submitted its proposals on such a basis. In order to obtain the
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concurrence of the LHAs with, the allocation,
HKF suggested to Stirling Homex during its
1970 fiscal year audit that Stirling Homex
have the LHAs execute addenda to the
turnkey contracts which would provide for a
breakdown of modular and installation sales.
However, Stirling Homex refused to submit
the addenda to the local housing authorities
for their signatures.
Once HKF determined that Stirling Homex
would not submit the addenda to the LHAs
for their signatures, HKF decided on an alternative approach. In this regard, HKF sent
two confirmation letters to the local housing
authority on each project. One confirmation
requested a verification of information regarding its contracts with Stirling Homex,
including the date of contract, a breakdown
of the total sales price between olOdular and
installation sales, the terms of payment, and
the number of dwelling units received by the
housing authority through July 31, 1970. The
second confirmation requested a verification
of the amount of apartment dwelling units
completed and assigned by Stirling Homex to
a project with the particular local housing
auth'ority, as well as the amount billed by
Stirling Homex through July 31, 1970.
By structuring the confirmations in this
fashion, HKF was attempting, to confirm the
information contained in the Stirling Homex
addendum. However, HKF did not receive a
signed confirmation from all of the housing
authorities verifying such information;
rather, certain of the housing authorities
referred HKF back to the contracts for confirmation of the contract terms themselves.
HKF's attempt to confirm the breakdown of
the total sales price and the dollar amount
and number of modules completed and assigned to a project, the Commission believes,
was inappropriate.
, Further, the last paragraph of Footnote 3
set forth above leaves the impression that
HUD funds had been committed to the projects and thus there was no necessity for an
allowance for doubtful accounts. In fact,
there were no Federal funds committed to
these projects. Additionally, during the
course of its audit engagement, HKF did not
concern itself with this question.

5. Conclusion
In the Commission's opinion, HKF's audit
was not performed in accordance with generally accepted auditing standards in that,
among other things, it failed to acquire and
examine sufficient competent evidential material concerning firm commitments of HUD
financing to the projects.
In accepting HKF's offer of settlement, the
Commission has considered the fact that
HKF has not previously been subject to disciplinary or enforcement proceedings instituted by the Commission, that the conduct
occurred in 1970, that HKF was subsequently terminated by Stirling Homex be~
cause of disagreements with Stirling Homex
over matters of accounting principles 9 and
that HKF was the victim of a deliberate
scheme to defraud. Further, the Commission
has considered the professional conduct of
HKF with respect to transactions and events
that occurred after HKF issued its report on
Stirling Homex's'1970 financial statements,
especially HKF's insistence' that Stirling
Homex give full and complete disclosure in
its 1971 Registration Statement concerning
two transactions that were recognized in
income in' finanCial statements that HKF
was not reporting upon and at a time when
HKF was no longer serving as independent
auditor for Stirling Homex.
In view of the above findings, the Commission concludes that HKF's audit of Stirling
Homex's 1970 financial statements was not
conducted in accordance with generally accepted auditing standards.

* * * * *
Under the terms of its offer of settlement,
Harris, Kerr, Forster & Company, without
admitting or denying the Commission's findings, and solely' for the purpose of settlement, consented to the entry of an order
embodying the following sanctions.

9 Accounting Series Release No. 165, adopted D7c~:~
ber 20, 1974, after HKF was terminated by StIr 're
Homex, would, in circumstances such as these, requ~e_
disclosure of the substance of the disagreements gis,
' accountan t an d the re
tween the mdependent
publIc
trant.
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Accordingly, IT IS ORDERED that proceedings pursuant to Rule 2(e) of the Commission's Rules of Practice be, and they hereby are, instituted against Harris, Kerr, Forster & Company.; and Harris, Kerr, Forster &
Company hereby is censured by the Commission.

By the Commission.

GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 175
July 10, 1975
SECURITIES ACT OF 1933
Release No. 5596
SECURITIES EXCHANGE ACT OF 1934
Release No. 11529
PUBLIC UTILITY HOLDING COMPANY
ACT OF 193'5
Release No. 19083
INVESTMENT COMPANY ACT OF 1940
Release No. 8848
Notice of Adoption of Amendments to Rule 4-02 of Regulation S-X Relating to Consolidated
Financial Statements
The Commission today adopted an amendment of Rule 4-02(e) of Regulation S-X relating to separate statements of subsidiaries
included in consolidated financial statements. The amendment clarifies the requirements for separate statements of consolidated su bsidiaries engaged in certain
financial activities. Revision of the rule was
originally proposed on December 11, 1974. 1
ConSideration of comments has resulted in
re~sions of the proposal so that the rule now
beIng adopted will be more understandable
and easier to work with.
thThe December 1974 release observed that
e proposed amendment resulted from our
experience in examining financial statements filed by registrants and 'also from
curre
n t · and finanCIal
.
economlC
develop-

---

I Securiti
A
Act ReI
es ct Release No. 5548, Securities Exchange
ase
Act Ret
No. 11132, Public Utility Holding Company
lease N eass e No. 18705, Investment Company Act Reo. 612.

ments. At that time we noted concern over
developments in banking and other regulated financial businesses in which there is
regulation for the interests of depositors and
insureds apart from the interest of stockholders. The need for disclosure of information concerning subsidiaries in these highly
leveraged areas is no less necessary today.
The revisions to the proposed amendments
of Rule 4-02(e) are as follows:
The provision of subparagraph (e)(2) requiring financial statements for a registrant's nonsignificant subsidiaries when the
investment in them exceeds 10 percent of
total assets on registrant's balance sheet has
been transferred to paragraph (e). The remainder of subparagraph (e) (2) has been
eliminated since it provided for omission of
nonsignificant subsidiaries whose exclusion
generally would be appropriate because of
lack of materiality. The former subparagraph (e) (3) has been renumbered (e) (2) but
is otherwise unchanged.
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The inclusion of leasing, as part of the
finance line of business has been modified to
include subsidiaries engaged in finance leasing and to ,exclude subsidiaries with only
nonfinancing leases.
The proposed subparagraph 4-02(e) (1) provided for exclusion of supporting statements
of a consolidated significant subsidiary or of
a significant group of subsidiaries if their
assets, sales and income each exceed 90 percent of the correspohding amounts on the
consolidated statements. In response to several comments these provisions have been
revised so that in making this test average
consolidated income (or loss) may be substituted for the current year's income (or loss).
This is comparable to a provision in the
definition of significant subsidiary in Rule 102 of Regulation SoX.
Under the rule one or more sets of financial statements may be required in support
of the basic consolidated statements, and
under certain unusual circumstances as
many as four separate sets 'of statements
may be needed. 2 While this requirement may
appear to place an onerous burden on a
registrant, it is a reflection of the involved
and complicated nature of business and is
necessary to provide the investor with sufficient information on which to base investment decisions. In its project on "Financial
Reporting for Segments of a Business Enterprise," the Financial Accounting Standards
Board is considering the reporting problems
of diversified companies including the matter of disclosure of information about different segments. Rule 4-02 will be reconsidered
when the F ASB issues a statement on this
subjeCt.
The following is the text of Rule 4-02(e) as
revised:
(e) Separate financial statements shall be
presented for each significant consolidated
subsidiary or each group of consolidated subsidiaries which in the aggregate meets the
2 For example, a holding company 'with bank and'
finance company subsidiaries might have to present the
following sets of financial statements: (1) consolidated
statements; (2) parent company statements; (3) combined statements of bank subsidiaries; and (4) combined
statements of finance company subsidiaries.

tests of a significant subsidiary en'gaged in
the business of life insurance, fire and casualty insurance, securities broker-dealer, finance (which group includes similar activities such as factoring, mortgage banking and
leasing, exclusive of subsi?iaries with only
nonfinancing leases), savings and loan or
banking (including all subsidiaries of banks),
and for all nonsignificant consolidated subsidiaries not otherwise included in groups
above, combined when registrant's investment (including current and not current advances) in all such subsidiaries exceeds 10
percent of total assets on registrant's balance sheet. N otwiihstanding the foregoing
requirement, separate financial statements
may be omitted:
(1) For a consolidated subsidiary or group
of consolidated subsidiaries in the same business if the registrant's and registrant's other
subsidiaries proportionate share (based on
their equity interests) of (i) total assets (after
intercompany eliminations), (ii) total sales
and revenues (after intercompany eliminations), and (iii) income (or loss) before income
taxes and extraordinary items of such subsidiary or group of subsidiaries each exceeds
90 percent of the corresponding amounts on
the consolidated financial statements. If the
proportionate share of income (or loss) under
(iii) above and the corresponding amount on
the consolidated financial statements are not
both income or both loss, then separate financial statements may not be omitted. If
the average income before income taxes and
extraordinary items on the consolidated financial statements for the last five fiscal
years is less than such consolidated income
on the most recent annual financial statements or if the average consolidated loss fO.r
the last five years is less than such consolIdated loss on the most recent annual financial statements then such average amounts
may be substit~ted in the determination under (iii) above.
. .
oup
(2) For a consolidated SUbSIdIary or gr .
SI
.
. m
. the same
of consolIdated
SUbSI'd'Iarles
. bulesness if in excess of 90 percent of theIr sa n t
.nstra
.
f rom ret:>and revenues are derIved
and registrant's other subsidiaries.
d ted
The foregoing amendments are ;9~~) of
pursuant to Sections 6, 7, 8, 10 an d
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the Securities Act of 1933; Sections 12, 13,
15(d) and 23(a) of the Securities Exchange
Act qf 1934; Sections 5(b), 14 and 20(a) of the
Public Utility ~olding Company Act of 1935;
and Sections 8, 30, 31(c) and 38(a) of the
Investment Company Act of 1940. The
amendments shall be effective with respect

to financial statements filed with the Commission subsequent to September 30; 1975.
By the Commission.
GEORGE

A. FITZSIMMONS,
Secretary.

RELEASE NO. 176
July 22, 1975
SECURITIES EXCHANGE ACT OF 1934
Release No. 11543
Findings. and Order imposing remedial sanctions in the Matter of Hertz, Herson & Co.
These are proceedings pursuant to Rule
2(e) of the Commission's Rules of Practice to
deter~in~ whe.ther Hertz, Herso~ & Company ("Hertz, Herson"), a partnership engaged in the practice of acco·unting, should
be denied the privilege of appearing or practicing before the Commission.
Respondent, without admitting or denying
any of the Commission's findings and solely
for the purpose of settlement, has submitted
an offer of settlement in which Respondent
consents to the institution of proceedings
under Rule 2(e) of the Commission's Rules of
Practice and to the entry of an order containing certain findings and remedial sanctions
as set forth below.
1. For the fiscal year ended August 31,
~971, Drew National Corporation ("DN") and
Its then approximately 80%-owned subsidiary, Drew National Leasing Corporation
('~DNL"), issued false and misleading finanCIal statements. Respondent, independent
accountants for DN and DNL rendered un~ua1i.fied opinions with respe~t to those fianclal statements.!

-~--

'The Com . .
settled I
miSSion has instituted and simultaneously
of th . egal proceedings against DN, DNL, and certain
.
. . and Exchange
Secunttes
. cers and directors,
Com_elr. offi
".188ton v D
.
.1141). Th
. :ew Nattonal Corp., et al. (DDC 75leges . e Commission's complaint in that action alal"
f
ta, t h at ON ' sand ONL's financial statements, tnter
mislead.or the years 1970 and 1971 were false and
Ing because inadequate allowances and provi-

2. DNL was engaged in the business of
equipment leasing. At the fiscal year ended
August 31, 1971, there were at least two
million dollars of leases on which there were
delinquent lease payments out of a total
lease portfolio of approximately twelve million dollars. During 1971, DNL wrote off
$134,000 against the allowance for doubtful
accounts (which had an opening credit balance of $131,000) and charged income by an
additional provision of $193,000, bringing the
allowance for doubtful accounts to. $190,000
at August 31, 1971.
.
3. The provision and allowance were inadequate under the circumstances since a significant portion of the leases were uncollectible,
for among other reasons, the leases were
seriously delinquent and the value of the
underlying collateral was insufficient. This
was particularly true since the condition of
many of the leases which were delinquent in
1970 deteriorated further during 1971. In
addition, DNL continued to recognize revesions were made for DNL's doubtful lease receivables.
The complaint alleges that by the end of fiscal year 1970,
many lease receivables were delinquent and otherwise
doubtful of collection.
In the conduct of its audit for 1970, Respondent relied
to a great extent upon management's representations
as to the collectibility of delinquent leases, the value of
the collateral and reliability of third party guarantors.
While the delinquencies were less serious and material
in 1970 than in 1971, the Commission believes that a
more diligent audit might have uncovered the problems.
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nues on these leases. As a consequence, . Commission considered the fact that ReDNL's 1971 financial statements materially
spondent, in order to insure that it performs
understated net loss and were false and misits audits in accordance with generally acleading.
c~pted auditing standards, has agreed to the
4. In connection with the audit of DNL's
review described in the order.
1971 financial statements, Respondent, in
Accordingly, IT IS ORDERED· that promany instances, relied upon the representaceedings pursuant to Rule 2(e) of the 'C~m
mission's Rules of Practice be, and they heretions of DNL's management as to the collecby are, instituted against Respondent.
tibility of, and the status of collection efforts
with respect to, the lease receivables. In the
. IT IS FURTHER ORDERED that, upon
performance of the audit, Respondent failed
the terms and conditions provided in the
offer of settlement, Respondent consents to
to use due professional care in that it did not
sufficiently extend its audit tests by obtainthe entry by the Commission of an order
which provides that:
..
ing and examining adequate, competent evidential matter to determine the veracity of
1. Respondent shall employ as consultants,
management's representations. In other intwo certified public accountants who are satisstances, documentation was available which
factory to the Chief Accountant of the Comwas not properly evaluated.
mission to review and evaluate the auditing
Thus, Respondent failed to appraise the
procedures and professional practice of Resignificance of information known to it and
spondent in coimection with its audits of
to extend sufficiently its auditing procedures
publicly-held companies. The review shall be
in circumstances calling for professional
limited to the audit work performed, the
skepticism.
elements of .quality control and the audit
While" the adequacy of an allowance for
procedures employed by the firm as reflected
doubtful accounts is inevitably a matter of
in the. relevant working papers and to an
analysis of the application of generally acjudgment and no one precise amount is apcepted accounting principles. The consultpropriate in each situation, auditors have an
ants may communicate with the Commisobligation to bring together as much relesion's staff to ascertain its views. The review
vant information in this connection as is
necessary so that a reasonable judgment can
shall be performed after Hertz, Herson has
completed said audits, but in no event shall
be made. In this case, the auditors failed to
the review commence later than two weeks
accumulate sufficient information. Furthermore, they formed a judgment on the inforfrom the date the consultants are retained.
mation obtained which clearly fell outside
2. At the conclusion of the review and
the realm of reasonableness.
evaluation, but in no event later than eight
5. As a result of the inclusion of a provision
weeks 2 from the date of this order, the confor doubtful accounts more appropriate for
sultants shall report their conclusions to the
an earlier year, DNL's 1972 financial stateOffice of the Chief Accountant of the Commission and shall make recommendations, if3
ments, concerning which Respondent renneeded, to Respondent for improvements.
dered an unqualified opinion, ipso facto were
Respondent shall have a reasonable opportufalse and misleading in that the company's
nity to reply in writing to the review a~d
net loss was materially overstated.
evaluation results to the staff of the Commlsci
" 6. To the extent that they incorporated
sion, and to institute any recommende
approximately 80% of DNL's understated
net loss of 1971 and overstated net loss for
changes.
k s
3. Respondent represents and underta e
1972, DN's financial statements for 1971 and
1972, concerning which Respondent rendered
.
.
b granted at
unqualified opinions, were false and mislead2 A reasonable extenSIOn of time may
e
ism
the discretion of the Chief Accountant of the Com
ing.
sion.
din
After due consideration, the Commission
.
.
h I· ts involve
3 Such report snail not Identify t e c len
has determined to accept the offer of settlethe review.
ment. In arriving at its determination, the
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not to accept engagements with any new
public clients from date of entry of the Commission's Order until one month after the
submission by the consultants to the Commission of their report where the engagement is expected to involve· filings with, or
submissions or certifications to, the Commission.
4. The Commission shall retain jurisdiction
of this matter pending final receipt of the
report referred to above, and thereafter for

the taking of appropriate action, if necessary, for any purposes relevant to this order
or the report, after notice and an opportunity for an evidenciary hearing.
After due consideration, the Commission
has determined to accept the offer of settlement.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary.

_RELEASE NO. 177
September 10, 1975
SECURITIES ACT OF 1933
Release N.(). 5611

SECURITIES EXCHANGE ACT OF 1934
Release No. 11641

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19162
Notice of Adoption of Amendments to Form 10-Q and Regulation S-X Regarding Interim
Financial Reporting
A. General Statement
In Securities Act Releases No. 5549 and
No. 5579, the Commission proposed alternative methods of increasing disclosure of interim results by registrants. More than 700
letters of comments have been received in
response to these proposals. In addition, the
Commission held public hearings on the proposals and heard testimony from 14 witnesses. The Commission has given careful
consideration to all comments and to the
~vidence received in the public hearings. It
as now determined to adopt certain of the
~~Oposals, to modify others and propose re1sed rUles for further comment and to withdraw othe
"
1'h
r proposaI s, all as dIscussed
below.
"n
eSproposals
for
revised
rules
are
contained
l
"t"
Se ecurIles
Act Release No. 5612 dated
Pternber 10, 1975.
A.doPtio n of Amendments to Regulation S-X
The Corn " "
SUbsta t" mISSIOn has determined to adopt,
n lally as proposed, a new rule [Rule

3-16(t)] which will require disclosure of selected quarterly financial data in notes to
annual financial statements of certain registrants. In making this determination, the
Commission has concluded that footnote disclosure of net sales, gross profit, income before extraordinary items and cumulative effect of a change in accounting, per share
data based upon such income, and net income for each quarter within the two most
recent fiscal years and any slibsequent fiscal
period for which income statements are presented, is appropriate for the protection of
investors in the case of large companies
whose shares are actively traded. The Commission believes that the greatest investor
need for these data exists in the case of such
companies whose activities are most closely
followed by analysts and investors. Accordingly, registrants whose shares are not actively traded or whose size is below certain
limits have been exempted from this rule at
the present time. In making this judgment
. the Commission also recognized that the
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costs of such disclosure would be relatively a
greater burden to smaller companies. N evertheless, the Commission urges -registrants
who are exempt from the rule to consider the
desirability of including such data in their
annual reports. The exemption applies to all
registrants who do not meet the following
criteria:
'A. I. The registrant has securities registered pursuant to Section 12(b) of the Exchange Act; or
2. The registrant has securities registered
pursuant to Section 12(g) of the Exchange
Act that are quoted on the National Association of Securities Dealers Automated Quotation-'Systein and these securities meet the
Regulation T requirements for continued inchision on the list of OTC margin stock; and
, B. -The registrant and consolidated subsidia~ieshad income after taxes but' before extraordinary items and cumulative effect of a
change in accounting of $250,000 for each of
the last three fiscal years or had total assets
at the- last fiscal year end of $200,000,000 or
more. '
The Commjssion believes' that such .disclosures will materially assist investors in 'understanding the pattern of corporate activities throughout a fiscal period and' it' feels
that such an understanding is important if
financial statements are to serve their objec'tive of allowing investors to develop reasonable expectations about the future prospecfs
of enterprises in which they are investing or
considering investment. 1 Presentation of
such quarterly data will supply information
about the trend of business operations over
segments of time which are sufficiently short
to reflect business turning points. Annual
periods may obscure such turning points and
may reflect a pattern of stability and growth
which is not consistent with business reality.
In addition, quarterly data will reflect seasonal patterns which are of signific:ance to
an investor's understanding of the business
operations of a reporting entity.
Numerous commentators took issue with

I See the report of the Trueblood Committee appointed
by the American 'Institute of Certified Public Accountants to study the objectives of financial statements.

the Commission's view that the footnote information proposed to be required by the
proposals' and adopted herein was necessary
for investors. They- suggested that interim
results are materially affected by rand·om
events, that short period estimates are' by
their nature imprecise and that putting such
data into annual financial statements 'will
mislead by lending them an appearance of
reliability which cannot in fact exist. In addition, numerous respondents suggested that
if the Commission did believe that quarterly
data should be presented to investors at the
end of the year, this could best be achieved
by including the quarterly data in management's analysis of the summary of operations or elsewhere in' the annual report, but
not in the notes to financial statements.
The Commission has concluded ,that it
should not a~end its proposal in response to
these comments. While 'it recognizes that
random events 'can materially affect quarterly results, it believes that Section (3) of
Rule 3-16(t), which requires disclosure in the
note of any unusual items occurring in' any
quarter disclosed, 'will emible investors to
ascertain the effect of such items and hence
not be misled. It also recognizes that' short
period estimates are- imprecise, and it emphasized in Securities Act Release No~ 5549
that it was not proposing any change In the
traditional accounting practice' of making
the best estimate practicable at the time the
estimate must be made, and then'reflecting
subsequent adjustments in the estimate in
subsequent periods as the need became apparent. Estimates are a necessary part of all
financial reporting, and since registrants
have had many years experience in making
the estimates required in quarterly reporting and investors have had equivalent experience in using the reports encompassing
these estimates, the Commission is not prepared to conclude that including quarterlY
data in a footnote to the financial stateme~t~
will create an impression of reliability wh~cn
will mislead investors. In addition, sectloof
(3) of Rule 3-16(t) requires the disclosure r
the aggregate effect and the nature of ye·~l
rl"
.
. are mateThiS
end or other adjustments
WhICh
to the results of each quarter presented. in e
disclosure will permit investors to deterIll
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the nature and effect of substantial changes
in estimates~
. The Commission also does not agree that
the required disclosure sho~ld only be made
outside the financial statements. In general,
it believes that significant financial disclosures about business operations during a
period shoul4 be included in the financjal
statements for that period. The burden is
therefore on those who believe that significant financial data should be outside the
financial statements to demonstrate the reason for its exclusion. Commentators did not
offer any compelling reasons to support their
position in this. regard. Accordingly, the·
Commission believes that it is appropriate to
require disclosure in the notes to financial
statements. of those companies in which
there is the most substantial public investor
interest.

,.
Involvement of Independent Public
Accountants
The inclusion of interim data in the footnotes to annual financial statements necessarily will associate the independent public
accountant with these data in some fashion.
In its initial proposal in Securities Act Release No. 5549, the Commission indicated
that it was not prepared to have these data
labeled "unaudited." After receiving many
comments and estimates of cost which suggested that an audit of interim data would be
very costly to registrants, the Commission
published an additional set of proposals (in
Securities Act Release No. 5579) which would
permit this note to be labeled "unaudited"
and at the same time would set forth as an
amendment to Rule 2-02 of Regulation S-X a
~et o~ limited review procedures which audiors would be expected to follow when they
Were associated with a set of financial state;noetnts which included such an unaudited
o note.
'.

he~:

careful consideration of costs and
sio n ~ s of auditor involvement, the Commisn~te s bde~ermi~~d to permit the required
though t:' IdentIfIed as "unaudited." Even
P~ndent IS note will not be audited, indeSUch
accountants will be associated with
a note when they report on financial

t:
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statements which include such a note. The.
Commission does not believe it is appropriate
for independent accountants to be subjectf1d
to unknown responsibilities in connection
with their association with this note. Accordingly, the Commission is proposing, in Securities Act Release No. 5612, dated this date, a
slightly amended set of review and reporting
procedures which the Commission believes
will satisfactorily set forth its expectation as
to the responsibilities of independent accountants who report on financial statements
filed with it which include such a note. The
Commission plans to adopt final standards
for auditors' reports which spell out these
expectations prior to the effective date of the
amendment to Rule 3-16 adopted hereby.
The Commission notes, however, that the
subject of auditor involvement with interim
financial data has been under active consideration by the Auditing Standards Executive
Committee of the· American Institute of
CPAs (AudSEC). It also notes that historically the Commission has not been required
to set forth the standards and procedures
which underlie an independent public accountant's report because the public accounting profession has developed appropriate standards and procedures to provide
protection to the investing public who rely
upon such reports.
The Commission believes. that it is preferable to continue its past policy of permitting
the accounting profession to determine the
auditing standards and procedures underlying accountant's reports as ~ong as this policy is consistent with the interests of investors. Accordingly, it urges AudSEC to
continue its study of auditor involvement
with Interim financial data in the light of the
Commission's determination that certain interim data shall be included in annual financial statements of certain registrants in a
note labeled "unaudited" and the Commis-·
sion's further determination that auditor association with these data will necessarily
occur and the responsibilities for such association must be satisfactorily defined. If
AudSEC adopts a Statement on Auditing
Standards prior to December 10, 1975 which
sets forth the standards and procedures to
be followed by independent accountants in
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connection with the data in the unaudited
note required by Rule 3-16(t), and the Commission is satisfied that these standards and
pr~cedures adequately protect the interests
of investors, it is the intention of the Commission to withdraw the proposed sections of
Rule 2-02(e) which set forth specific .procedures of review and reporting and to indicate
that the AudSEC statement identifies the
"appropriate professional standards and procedures" presumed to have been followed by
the reporting independent public accountant
under Rule 2-02(e).
The Commission received many comments
on the subject of auditor involvement, nearly
all of which raised questions as to whether
the benefits of such involvement would warrant the cost. The Commission has considered these comments with great care since it
believes that it should not lightly impose
additional costs on registrants and that the
benefits of new requirements to present and
prospective investors should outweigh any
additional costs involved. Since the benefits
of the increased involvement of independent
accountants in interim reporting are not
subject to quantification, and· the measurement of costs includes many variables which
are highly uncertain, the weighing of costs
and benefits will inevitably require the exercise of subjective judgments rather than arithmetical computations.
In its releases proposing increased auditor
involvement, the Commission specifically invited comments on the cost of its proposals to
registrants. Many responses were received,
but relatively few indicated that the respondent had undertaken any systematic research into the costs involved. Those that did
report a systematic study of costs reported
that the costs would vary depending on the
nature of the registrant, but the most common estimates indicated that a quarterly
review following the procedures set forth in
the proposal would cost between 5% and 25%
of the current annual audit fee. In the Commission's hearings, several of those making
such estimates were asked whether the studies took into account any savings in year-end
audit time which might result from quarterly reviews and they responded that no
such savings had been included. In addition,

several witnesses stated that current auditing procedures frequently included analytical reviews of results of time periods within
the year in searching for unusual items
which would require additional auditing
steps, even though these reviews did not
focus specifically on quarterly periods. '.
The Commission believes that as· reViews
of quarterly information become a regular
part of the audit examination of public companies, auditors will revise the timing of
their audit examinations so that they will
perform procedures related to the testing of
internal controls and the analytical review of
internal financial reports on a regular basis
throughout the year. In addition, programs
encompassing regular analytical reView
should increase the efficiency of auditors in
finding and focusing promptly on potentially
troublesome areas in the audit. The Commission believes, therefore, that many of the
costs included in the studies reported to the
Commission will not prove to be incremental
costs but will reduce the cost of the year-end
audit examination. In addition, it is the Commission's view that many of the costs will be
of a one time rather than a continuing nature since audit programs and corporate control systems will be improved promptly to
keep costs at a minimum. The Commission
d'oes not suggest that the cost of auditor
involvement in quarterly data will be trivial,
but it does believe that some of the higher
estimates supplied to it will not prove to be
correct.
The benefits resulting from such increased
costs cannot be quantified, but the Commission is satisfied that they will be substantial.
While the new rules will not mandate the
timely involvement of the independent aCcountant with quarterly reports, the Commission believes that it is likely that such
involvement will occur so that managemen~
will be less likely to face the necessity °d
revising quarterly data at the time year-en
statements are published. Either timely or
ease
retrospective involvement s h ou id I·ncr ly
the care and attention devoted to ~ua~erod
reports which will increase the hkel~ :dthat management will disco.ver ne:~~ition,
justments on a timely baSIS. I~
ro b1e J1'l
management may be able to identify P
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areas more promptly so that unusual
charges and credits are not made so frequently in the last month of a fiscal year.
finally, the involvement of independent ac: countants w.ill add the expertise of profes. sional accountants with wide experience in
reporting problems to the quarterly reporting process. This should improve individual
. company reporting and direct greater professional attention to the general problems of
interim reporting.
. The Commission has brought a number of
enforcement actions involving quarterly reports and it has observed other cases where
quarterly reports have required correction.
In addition, it has noted the preponderance
of Form 8-K filings covering unusual charges
and credits to income being made late in the
year. While these are not suggested to be
evidence of systematic abuse in quarterly
report~ng, they do indicate that deficiencies
exist. Although auditor involvement will not
prevent all deficiencies, the Commission does
believe that it will enhance the reliability of
interim reports and reduce the likelihood of
abuse. In the final analysis, however, the
benefits of auditor involvement in quarterly
data are expected primarily to result from
improvement in the quality of interim reporting and the annual auditing process and
only secondarily from the prevention of specific abuses currently perceived.
After appraising the costs and benefits,
the Commission has determined that the
benefits of mandatory involvement of independent accountants in quarterly data on
the basis set forth in the rules adopted hereby substantially outweigh the costs thereof
~nd that such involvement is required in the
Interests of investors.
In exempting certain registrants from
these rules, the Commission has noted that
~~e cost of auditor involvement will fall with
. e greatest relative severity on smaller re~~trants in which public investor interest is
C~ of.gr.eat magnitude. In these cases, the
th m:;lISS lOn believes that it is less clear that
te:. enefits of auditor involvement with init ~rn data outweigh the costs. Accordingly,
SUchaSren~t required such involvement for
though .g!st.rants at the present time, alIt wIll continue to study the question

as it evaluates the experience gained from
the rules adopted here by.
Effective Date of Amendments to Regulation
S-X

Because quarterly data have not previously been included in financial statements
for a year and because the Commission recognizes that specific implementation of auditor involvement and improved systems of
internal control relative to quarterly data
may take time to achieve, the Commission is
not requiring the inclusion of such data in
financial statements for fiscal periods beginning prior to December 26, 1975. In addition,
quarterly data will not be required for quarterly periods beginning prior to that date.
Earlier implementation of the requirements
by registrants is encouraged.
Inclusion of Quarterly Data in Financial
Statements Included in Annual Reports to
Stockholders
The rules adopted hereby require that
large companies whose shares are actively
traded include the disclosure of certain
quarterly data in financial statements filed
with the Commission. The Commission believes that these companies also should include this disclosure in financial statements
furnished to stockholders.
Adoption of Amendments to Form lO-Q
The Commission has determined to adopt
substantially increased requirements for the
content of quarterly reports on Form 10-Q
which will be applicable to all registrants.
These requirements include condensed financial statements, a narrative analysis of
results of operations, the approval of any
accounting change by the registrant's independent public accountant, and a signature
by the registrant's chief financial officer or
chief accounting officer. In addition, the revised form permits additional financial disclosures deemed appropriate by management and permits management to state that
financial data in the form has been reviewed
by independent public accountants and to
include as an exhibit to the form a letter
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from the independent I?ublic accountant in
regard to this review.
,
The Commission originally proposed to require financial statements prepared in accordance with Regulation SoX except for the
exclusion of certain footnote disclosure. A
number of commentators suggested that
stich statements would be more detailed
than required by investors and would be
costly' to prepare. Accordingly, the rule
adopted provides that the financial statementsfurnished need only include the major
captions 'set forth in RegUlation SoX and
permits the 'combination of such captions
when certain materiality tests are met. The
only subcaptions required by the nile are
those which set forth the components of inventory (raw materials, work in process and
finished goods), if applicable, since users of
financial statements have indicated that
these subcaptions are of considerable import~nce in evaluating the significapce of
changes in inventory. In addition, the rule
permits a" suinmarizedstatement of source
and application of funds. The rule retains the
original proposed provision that rules included in Regulation SoX which call for detailed footnote disclosures and schedules do
not apply to financial statements filed in
Form 10-Qs. A number of commentators indicated that the proposed language Was not
sufficiently specific since all footnote disclosures required in annual financial statements could be said to meet the test of being
necessary to preverit the statements from
being misleading. The Commission did not
intend this interpretation, since it believes
that detailed footnote disclosures required
annually need not be updated quarterly in
the absence of highly unusual circumstances. It has attempted to clarify the language
to make its intent clear although it has retained in the rule the general obligation to
'make disclosures adequate to make the information presented not misleading. This is a
requirement for all filings with the Commissiori and has been included in Form 10-Q
since the time of its adoption.
The new rules require income statements
for the most recent quarter, the equivalent
calendar quarter in the preceding year and
year-to-date data for both years. Condensed

funds statements are required on a year:-to",
date basis for the current and prior year. in
addition, registrants ~re p~.rlp.itted to show
income statement data and funds statement
qata for the twelve month per~od end~ng at
the interim reporting date for both years if
they elect to do so. Balance sheets are required as of the end of the most recent
quarter. and at the same date, in the preceding year.
In addition, the new rules require increased pro forma information in the case of
business combinations accounte~ for as pl,lr-.
chases, conformity with the principles of ac~:
counting measurement set forth in the Acc<?unting Principles Board opinion on interim
fIn,ancial reports, and increased disclosure of
accounting changes.
i '
In connection with accounting changes, a
letter from the registrant's independ~nt public accountant is required to be filed in which
the accountant states, whether or not the
change IS to an alternative p~ip.cipie ~hich in
his judgment is preferable under t1;te circumstances. A- number of accountants objected
to this requirement on the grounds that no '
standards exist for judging preferability
among generally accepted accounting principles and that authoritative accounting principles only require that management justify,
that a change is to a preferable method. The
Commission believes that professional ac-,
counting judgment can be applied to determine whether an alternative accounting
principle is preferable in a particular set of
circumstances. Since a substantial burden of
proof falls upon management to justify a
change, the Commission believes that the
burden has not been met unless the justification is sufficiently persuasiv~ to convince an
independent professional accounting expert
that in his judgment the new method rep.resents an improved method of measurIng
business operations in the particular circumstances involved. The proposed rule haS
therefore been adopted as proposed.
Vi
In addition to financial statements, a nee
.
man ag instruction to Form 10-Q reqUIres. of the
ment to provide a narrative analYSIS
'g_
. . n'S oft
results of operations. The CommlsslO
•
to
.
. d suc h an analySIS
mal
proposal reqUIre
.d 1 of
follow the guidelines set forth in GUI e
1

.'

•
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"Guides for Preparation and Filing of Reports and Registration Statements under the
Securities Exchange Act of 1934." Commentators pointed out that this Guide was designed to apply to a summary of earnings
covering a period of several years and that
some of the tests set forth in that Guide were
not precisely applic~ble to interim reporting
oriForm iO-Q. While the Commission believes that the general principles set out in
Guide 1 would be relevant to a quarterly
analysis, it recognizes that certain quantitative tests are inapplicable,· and that the
shorter period covered by interim reports
may have an impact on the types of analysis
which will be most meaningful to investors.
Accordingly, this instruction has been redrafted to make it specifically applkable to
Form 10-Q and to give more general guidance to registrants rather than setting clown
quantitative tests. The new instruction requires explanation of the reasons for material changes in the amount of revenue and
expense items from one quarter to the next
(even though the preceding quarter may not
be reported as such in the Form 10-Q), between the most recent quarter and the
equivalent quarter in the preceding year,
and between the year-to-date data and comparable data for the prior year. While such
explanations are to be presented in narrative form, it is expected that they will include quantitative data In explaining the
reasons for changes. In addition to requiring
an analysis of operations, the new form inc~udes an instruction which permits the re~strant to furnish any additional inform at~on which management believes will be of
sIgnificance to registrants. This same in~ruction requires the registrant to indicate
hether a Form 8-K was filed during the
qUarter reporting either unusual charges or
credit
"
"
U s t 0 mcome
or a change of audItors.
Signnder th~ new rules, Form lO-Q must be
by eIther the chief financial officer or
th e ed
ch" f
tion T~~ acco~.mting officer of the corporaniti~ . IS requIrement was included in recogn
were o~ the" fact that the data in the form
apPro P~lInaMly financial, and that it was
of thePrhl?'te to emphasize the responsibility
the rec leffmancial or accounting officer for
presentations explicit and implicit in
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the filing. This signature will not relieve
other corporate officers of their responsibilities.
Rescission of Form 7-Q
Since the rules and instructions adopted
herein for Form 10~Q require a condensed
quarterly statement of source and application of funds for all companies, the separate
form (Form 7-Q) which sets forth this requirement for certain real estate companies
is rio longer required. Accordingly, Form 7-Q
and the rules specifying its application are
rescinded.
Review of Form lO-Q Data by Independent
.
Public Accountant
The financial information included in
Forin 10-Q need not be reviewed prior to
filing by an independent public accountant.
However, ~ertain registrants will be required
to include certain data contained in the
Form lO-Q in·an unaudited note to financial
statements for the year. Such a note must be
reviewed by an independent public accountant in· accordance with prescribed professional standards in connection with the annual audit. Since review procedures must be
applied to quarterly data ,in connection with
the annual audit of such registrants in any
event, the additional cost to these registrants of having a review made on a timely
basis should be small, particularly jf the
annual audit is planned with such a review
in mind.
The Commission· believes that all registrants would find it useful and prudent to
have independent public accountants review
quarterly financial data on a timely basis
during the year prior to the filing of Form
lO-Q arid it encourages registrants to have
such a review made. While such a review
does not represent an audit and cannot be
relied upon to detect all errors and omissions
that might be discovered in a full audit of
quarterly data, it will bring the reporting,
accounting and analytical expertise of independent professional accountants to bear on
financial reports included in Form lO-Q and
therefore should increase the quality and the
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reiiability of the data therein in a cost-effective way.
Instruction K of Form 10-Q permits registrants to state that an independent accountant has reviewed the financial information
included therein if the accountant has reviewed the data in accordance with established professional standards and procedures
for such a ·review. In Release No. 33-5612 of
this date the Commission has proposed for
comment such professional standards and
procedures and it plans to adopt such standards prior to the effective date of the Form
10-Q revisions~ The Commission notes, however, that AudSEC has issued for exposure a
set of proposed standards and procedures 'for
such a review, and if professional standards
are adopted which the Commission believes
are satisfactory to protect the interests of
investors, it is the intention of the Commission to withdraw its proposed standards and
r~ly on . the standards. established by
AudSEC.
If the registrant has the independent public accountant perform such a review and
elects to state this fact, the statement must
also indicate whether all adjustments or additional disclosures proposed by the independent accountant have been reflected in
the data presented, and if not, why not.
In addition, if the registrant states that
such a review has been made, there may (but
need not be) included as an exhibit to the
form a letter from the registrant's independent accountant conforming or otherwise commenting upon the registrant's representations and making such other comments as
the independent accountant deems appropriate.
A number of commentators have indicated
that they do not believe that independent
accountants should be permitted to associate
their names with data on the basis of limited
review procedures. This position is also
taken in the AudSEC exposure draft on interim reviews referred to above. This view is
based on the concern that users of the accountant's report will not be able to distinguish between a report covering an audit
conducted in accordance with generally ac-.
cepted aUditing standards and a report on a
limited review following specified proce-

dures, and hence will be misled. The Commission has considered these comments, but is
not prepared to conclude that investors will
be unable to distinguish appropriately between different types of reports. It believes
that an accountant's report on a limited review may provide significant and useful information to investors and that such reports
should be encouraged. At the present time,
however, the Commission does not propose to
require such reports in connection with
Form 10-Q filings.
In Securities Act Release No. 5579, the
Commission proposed to amend the facing
sheet of Form 10-Q to require registrants to
indicate by check mark whether or not financial statements required by the form had
been reviewed by independent public accountants. A number of commentators suggested
that such a requirement would imply that a
review was mandatory and that a "no" answer would indicate a deficiency in the form.
Others commented that a simple yes or no
answer on the front of the form would oversimplify a complex matter and would increase the likelihood of investors being misled.
The Commission has concluded that at the
present time, the proposed check mark on
the facing sheet of Form 10-Q is not necessary and it has determined not to adopt the
amendment 'to the facing sheet.
Amendments to Forms S-7 and S-16
In Securities Act Release No. 5579 the
Commission proposed amendments to Forms
S-7 and S-16 which would have had the effect
of permitting the use of Form S-7 by registrants not presently qualified to do so if the
financial information included in their Form
10-Q filings was reviewed by indepenent public accountants and this fact was stated o~
Form 10-Q. Many commentators Suggeste
that the involvement of public accountant~
on a review basis was not an equivalent t~s 1
as compared to the current tests. of finan~~e
strength and stability now reqUlr~d forthey
use of Form S-7. With few exceptIOnS, t be
recommended that the amendments no
adopted.
t tbe
The Commission is concerned abou
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cost of registering securities for sale and it is
desirous of keeping such costs at a minimum
consistent with the protection of investors.
'Accordingly, the Commission has approved
publication fO'!" comment amendments to
Forms S-7 and S-16. While such proposed
amendments do not include timely auditor
involvement as one of the criteria for use of
the forms, they are designed to broaden the
availability of the use of the forms by a
larger number of companies.

Effective Date of Form 10-Q Amendments
The Commission has determined to make
changes in Form 10-Q adopted hereby effective for Form 10-Q reports filed covering
periods beginning after December 25, 1975,
but in no event shall disclosure of comparative balance sheet data and source and application of funds data be required for interim
periods beginning prior to that date.

B. Amendments Adopted
The text of the amendments to Regulation
S-X, Form 10-Q and Form 7-Q and related
rules follows.
I. Regulation S-X
Rule 2-02. Accountants' Reports.
(a) through (d) (No change)
(e) Association with unaudited note covering interim financial data.
If the financial statements covered by the
accountant's report designate as "unaudited" the note required by Rule 3-16(t), it
shall be presumed that appropriate professional standards and procedures with respect to the data in the note have been
~ollowed by the independent accountant who
l~ associated with the unaudited footnote by
Vlltue of reporting on the financial statelllents in which it is included.
*

*

*

*

*,,

Rule 3-16. General Notes to Financial
Statements. (See Release No. AS-4.)
*
*
*
*
cial d t~closure of selected quarterly finanE:ata tn notes to financial statements.
~emption. This rule shall not apply to
(t)

D'

*

i!27

any registrant that does hot meet the
following conditions:
(a) The registrant (1) 'has securities
registered pursuant to Section 12(b) of
the Securities Exchange Act of 1934. or
(2) has securities registered pursuant ~o
Section 12(g) of that Act which also (i)
are quoted on the National Assoditiim,
of Securities Dealers Automated Quotation System and (ii) meet the requirements for continued inclusion on the list
of OTC margin stocks set forth in Section
220.8(i) of Regulation T of the Board of
Governors of the Federal Reserve System; and
(b) The registrant and its consolidated
subsidiaries (1) have had a net income
after taxes but before extraordinary
items and the cumulative effect of a
change in accounting, of at least $250,000
for each of the iast three fiscal years; or
(2) had total assets of at least $200,000,000 for the last fiscal year end.
(1) Disclosure shall be made in a note to
financial statements of net sales, gross profit
(net sales less costs and expenses associated
directly with' or allocated to products sold or
services rendered), income before extraordinary item and cumulative effect of a change
in accounting, per share data based upon
such income, and net income for each full
quarter within the two' most recent fiscal
years and any subsequent interim period for
which income statements are presented.
(2) When the data supplied in (1) above
vary from the amounts previously reported
on the Form 10-Q filed for any quarter, such
as would be the case when a pooling of
interests occurs or where an error is corrected, reconcile the amounts given with
those previously reported describing the reason for the difference.
(3) Describe the effect of any disposals of
segments of a business, and extraordinary,
unusual or infrequently occurring items recognized in each full quarter within the two
most recent fiscal years and any subsequent
interim period for which income statements
are presented, as well as the aggregate effect
and the nature of year-end or other adjustments which are material to the results of
that quarter.
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(4) Where this note is part of financial
statements which are presented as audited,
it may be designated "unaudited."

*

*

*

*

*

Article llA. Statement of Source and Applications of Funds.
Rule i1A-01. Application of Article llA.
This article sh~ll be applicable to state:
ments of source and application of funds 'filed
pursuant to requirements in registration
and reporting forms under the Securities Act
of 1933 and the Securities Exchange Act of
1934.
.
II. Rule 13a-13. Quarterly Reports on Form
. 10-Q.
(a), (b)(l), (c) and (d) (No change)
(b)(2) (Deleted)
(b)(3), (4) and (5) become (b)(2), (3) and (4),
respectively.
III. Rule 13a-15. Quarterly Reports of Cer. tain Real Estate Companies on Form
7-Q.
(This rule is rescinded.)
.
IV. Rule 15d-13. Quarterly Reports on Form
. 10-Q.·
(a), (b)(l), (c) and (d) (No change)
(b)(2) (Deleted)
(b)(3), (4) and (5) become (b)(2), (3) and (4),
respectively;
V. Rule 15d-15. Quarterly Reports of Certain Real Estate Companies on Form
7-Q.
(This rule is rescinded.)
VI. Form 7-Q. For Quarterly Reports of
Certain Real Estate Companies Under
Section 13 or 15(d) of the Securities
Exchange Act of 1934.
(This form is rescinded.)
VII. Form 10-Q. For Quarterly Reports Under Section 13 or 15(d) of the Securities Exchange Act of 1934 .
.Instructions A through G (No change)
H. Financial Statements
(a) The registrant shall furnish an income
statement, balance sheet and statement of
source and application of funds for the periods set forth in (b) below. These statements
shall follow the general form of presentation
set forth in Regulation S-X with the following exceptions:
(1) Balance sheets and income state-

ments shall include only major captions (Le.,
numbered captions) set forth in R:egulati.on
S-X, with the exception of Inventories where
data as to raw materials, work in process and
finished goods shall be included, if applicable. Where any major balance sheet caption
is less than 10% of total assets, and the
amount in the caption has not increased or
decreased bY.more than 25% since the previous balance sheet 'presented, . the caption
may be combined with others. When. any
major income statement caption is less than
15% of average net income for the most
recent three years and the amoun't in the
caption has not increased .or decrea~ed by
more than 20% as compared to the next
preceding comparable income statement, the
caption may be combined with others. In
calculating average net income, loss years
should be excluded. If losses were incurred in
each of the most recent three years, the
average loss shall be used f9r purposes of
this test. Notwithstanding these tests, Rule
3-02 of Regulation S-X applies and de minimU8 amounts therefore need not be shown
separately~

. (2) The statement of source and 'application of funds may be abbreviated, starting
with a single figure of funds provided by
operations and showing other sources and
applications individually only when they exceed 10% of the average of funds provided by
operations for the most recent three years.
Notwithstanding this test, Rule 3-02 of Regulation S-X applies and de minimu8 amounts
therefore need not be shown separately.
(3) Rules 3-08 and 3-16 of Regulation S-X
and other. requirements which call for de-'
tailed footnote disclosure and schedules shall
not apply .. As with all information filed with
the Commission, however, disclosures must
be adequate to make the information presented not misleading.
.
A company in the promotional or development stage to which paragraph (b) of Ru~e
5A-01 of Article 5A of Regulation S-X. 15
applicable shall furnish the informatlo~
specified in Rules 5A-02, 5A-03, 5A-04 bane
5A-06 of Regulation S-X in lieu of the a OV
financial statement requirements.
ts
(b) The condensed financial statem~nw·
shall be provided for periods set forth be 0 .
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(1) The condensed income statement
shall be presented for the most recent fiscal
quarter, for the period between the end of
the last fiscal year and the end of the most
recent fiscal quarter, and for corresponding
periods of the preceding fiscal year. It also
may be presented for the cumulative twelve
month period ended during the most recent
fiscal quarter and for the corresponding period of the preceding fiscal year.
(2) The balance sheet shall be' presented
as of the end of the most recent ,fiscal
quarter and for the end of the corresponding
period of the preceding fiscal year. However,
balance sheets for dates prior to December
26, 1975, are not required.
(3) The statement of source and application of funds shall be presented for the period between the end of the last. fiscal year
and the end of the most recent fiscal quarter,
and for'the corresponding period of the preceding fiscal year. It also may be presented
for the cumulative twelve month period
ended during the most recent fiscal quarter
and for the corresponding period of the preceding fiscal year.
(c) For registrants engaged in the seasonal
production and the seasonal sale of a singlecrop agricultural commodity, the income
statement may be presented for the twelve
months ended with the current interim quarter, with comparative data for the corresponding period of the preceding fiscal year in
place of the current quarter and year-to-date
Information specified by (b)(1) above.. (d) If, during the current period specified
In (b) above, the registrant or any of its
consolidated subsidiaries, entered into a
business combination treated for accounting
Purposes as a pooling of interests the inte'
.
'
rIm fInancial statements for both the cur~ent year and the preceding year shall reb ec~ the combined results of the pooled
s USInesses. Supplemental disclosure of the
p:p~rate results of the combined entities for
gi;lods prior to the combination' shall be
(:)' with appropriate explanations.
any .In .c~se the registrant has disposed of
any ~~~~flcan~ portion of its business during
effect th e perIods covered by the report, the
- ereof on revenues and net income-
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total and per share-for all periods shall be
disclosed. In addition, where a material business combination accounted for as a purchase has occurred during the current fiscal
year, pro forma disclosure shall be made of
the results of operations for the current year
up to the date of the end of the most recent
fiscal quarter (and for the comparable period
in the preceding year) as though the companies had combined at, the beginning of the
period being reported on. This pro forma
information should as a minimum show revenue, income before extraordinary items and
the cumulative effect of accounting changes,
such, income on a per share basis and net
income.
(f) The fin,ancial statements to be included
in this report shall be prepared in conformity
with the standards of accou'nting measurement set forth in Accounting Principles
Board Opinion No. 28 and any amendments
thereto adopted by th~ Financial Accounting
Standards Board. In addition to meeting the
reporting requirements for accounting
changes specified therein, the registrant
shall state the date of any change and the
reasons for making it. In addition, in the
first Form 10-Q filed subsequent to the date
of an accounting change, a letter from the
registrant's independent accountants shall
be filed as an exhibit indicating whether or
not the change is to an alternative principle
which in his judgment is preferable under
the circumstances; except that no letter from
the accountant need be filed when the
change is made in response to a standard
adopted by the Financial Accounting Standards Board which requires such change.
(g) (Formerly paragraph k) If appropriate,
the income statement shall show earnings
per share and dividends per share applicable
to common stock and the basis of the earnings
per share computation shall be stated together with the number of shares used in the
computation. The registrant shall file as an
exhibit a statement setting forth in reasonable detail the computation of per share earnings, unless the computation is otherwise
clearly set forth in the report.
(h) and (i) (No change)
(j) (~eleted)
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(k) (Now becomes (g»
1. Management's Analysis of Quarterly Income Statements.
The registrant shall provide a narrative
analysis of the results of operations explaining the reasons for material changes in the
amount of revenue and expense items between the most recent quarter and the
quarter immediately preceding it, between
the most recent quarter and the same calendar quarter in the preceding year, and, if
applicable, between the current year to date
and the same calendar period in the preceding year. Explanations of material changes
should include, but not be limited to, changes
in the various elements which determine
revenue and expense levels such as unit
sales volume, prices charged and paid, production levels, production cost variances, labor costs and discretionary spending programs. In' addition, the analysis should
include an explanation of the effect of any
changes in accounting principles and practices oro-in the method of tl~eir application
that have a material effect on net income as
reported.
J. Other Financial Information.
The registrant may furnish any additional
information related to the periods being reported on which, i.n the opinion of management, is of significance to investors, such as
the seasonality of the company's busine'ss,
major uncertainties currently facing the
company, significant accounting changes under consideration and the dollar amount of
backlog of firm orders. In addition, the regis, trant shall indicate whether any Form 8-K
was required to be filed reporting any material unusual charges or credits to income
during the most recently completed fiscal
quarter or whether any Form 8-K was required to be filed during that period reporting a change in independent accountants.
K. Review by Independent Public Accountant.
The financial information included in this
form need not be reviewed prior to filing by
an independent public accountant. If, however, a review of the data is made in accordance with established professional standards
and procedures for such a review, the registrant may state that the independent ac-

countant has performed such 'a review. If
such a statement is made, the registrant
shall indicate whether all adjustments or
.additional disclosures proposed by the independent accountant have been reflected in
the data presented, and, if not why not. In
addition, a letter from the registrant's independent accountant confirming or otherwise
commenting upon the registrant's rep~esen
tations and making such other comments as
the independent accountant deems appropriate may be included as an exhibit to the
form.
L. Filing of Other Statements in Certain
Cases. (Formerly Instruction I) (No
change)
.
M. Sales of Unregistered Securities (Debt
or Equity) (Formerly Part C)
The information called for herein shall be
given as to each "security" as defined in
Section 2(1) of the Securities Act of 1933.. If
the information called for has been p'reviously reported on another form, it 'may be
incorporated by a specific reference to the
previous filing.
Give the following information as to all
securities of the registrant sold by the registrant during the fiscal quarter, which :were
not registered under the Securities Act of
1933, in reliance upon an exemption from
registration provided by Section 4(2) of that
Act. Include sales of the registrant's reacquired securities as well as new issues, securitiesissued in exchange for property, services or other securities, and new securities
resulting from the modification of outstanding securities:
(1) Give the date of sale, and the title
and amount of the registrant's securities
sold;
(2) Give the market price on the date of
sale, if applicable;
(3) Give the names of the brokers, underwriters or finders, if any. As to any securities
sold but which were not the subject
public offering, name the persons or ident~ y
the class of persons to whom the securitIeS
were s o l d ; '
t te
(4) As to securities sold for cash, s a e
gr the aggregate offering price and the ag fllgate underwriting discounts, brokerage CO rimissions, or finder's fees. As to any secu

of./
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ties sold otherwise than for cash, state the
nature of the transaction and the nature and
aggregate amount of consideration received
by the . registrant;
.
(5) Indicate the section of the Act or rule
of the Commission under which exemption
from registration was claimed, and state
briefly the facts relied upon to make the
exemption available; and (6) State whether
the securities have been legended and stoptransfer inst~~tions given in connection
therewith, and if not, stat~ the reasons why
not ..
N. Signature and Filing of Report. (Formerly Instruction J)
Eight copies of the report. shall be filed
with the Commission. At least one copy of
the report shall be filed with each exchange
on which any class of securities of the registrant is listed and registered. At least one
copy of the report filed with the Commission
and one copy filed with each such exchange
shall be manually signed on the registrant's
behalf by a duly authorized officer of the
registrant and by the principal financ,ial officer or chief accounting officer of the registrant. Copies not manually signed shall bear
typed or· printed signatures.
A. Summarized Financial Information
(Existing Part A 'deleted)
B. Capitalization and Stockholders' Equity
(EXisting Part B deleted)
C. Sales of Unregistered Securitjes (Debt or
Equity)
(Part C becomes General Instruction M)
SIGNATURES

~ursuant to the requirements of the Securi~es EXchange Act of 1934, the "registrant has
uly caused this report to be signed on its

behalf by the undersigned thereunto duly
authorized.
(Registrant)
Date _ _ _ _ _ __
(Signature)*
Date _________
(Signature)*
* Print name and title of the signing officer under his
signature.

*

*

*

*

*

These amendments are adopted pursuant
to authority in Sections 6, 7, 8, 10 and 19(a) of
the Securities Act of 1933; Sections 12, 13,
15(d) and 23(a) of the Securities Exchange
Act of 1934; and Sections 5(b), 14 and 20(a) of
the Public Utility Holding Company Act of
1935.
The amendments of Rule llA-Ol of Regulation S-X, Exchange Act Rules 13a-13, 13a-15,
15d-13, 15d-15 and Forms 7-Q and 10-Q will be
effective for reports filed for periods beginning after December 25, 1975, but in no event
shall comparative balance sheet data or
sour~e and application of funds data be required for interim periods beginning prior to
December 25, 1975. Rules 2-02(e) and 3-16(t)
of Regulation S-X shall be applicable to financial statements for all fiscal periods beginning subsequent to December 25, 1975,
but in no event shall disclosure of quarterly
data be required for quarters beginning
prior to that date.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary
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RELEASE NO. ·178
October 9, 1975
SECURITIES ACT OF 1933
Release No. 5625

SECURITIES EXCHANGE ACT OF 1934
Release No. 11721

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19203

Notice of Adoption of Amendments to Regulation S-X with Respect to Accounting for Research
and Development Costs
The· purpose of these amendments is to
conform the requirements pertaining to the
accounting and reporting for research and
development costs in Regulation SoX, Form
and Content of Financial Statements, and
the standards established by the Financial
Accounting Standards Board in Statement of

in the financial statements of the research
and development costs charged to expense as
specified in Statement No.2.
Comments received from the public indicated general agreement with the proposed
amendments. Minor technical changes which
were' suggested- in the' ¢omments on the pro-

Financial Accounting Standards No.2, Ac-

posals are reflected in these amendments.

counting for Research· and Deelopment
Costs-, iri October 1974. Differences exist between the requirements in Regulation SoX
and FASB Statement No.2 in that Statement No.2 specifies in summary that research and development costs shall be
charged to expenses as incurred" whereas
various rules and items in Regulation S-X
relate to the recordation and amortization of
deferred research and development expenses.
The Commission stated, in Accounting Series Release No. 150, that the pronouncements of the F ASB will be considered to
constitute substantial authoritative support
for accounting and reporting procedures and
practices used in preparing financial statements filed with the Commission. In accordance with this policy, the Commission issued
on November 21,1974, Securities Act Release
No. 5541 (Securities Exchange Act Release
No. 11109, Public Utility Holding Company
Act Release No. 18667) which contained proposals to amend the affected rules and items
in Regulation S-X, including Caption 20 in
Rule 5-02, Schedule VII in Rule 5-04, Rule 1208, and Items 3 and 8 in Rule 12-16, to
eliminate the differences, and to add a new
caption in Rule 5-03 to provide for disclosure

An instruction is added to the proposed new
caption ,in the incom~ statement (Caption 3A
of Rule 5-03) for research and development
expenses to permit the alternative of disclosing the amount of such expenses in a note to
the financial statements. The interpretation
and guideline in Accounting Series Release
No. 141 which pertains to Item 8, Research
and development costs, under Rule 12-16 of
Regulation S-X, is rescinded inasmuch as
Item 8 is rescinded and because a definition
of research and development is provided in
F ASB Statement No. 2 that is considered
applicable to that term where it appears
elsewhere in Regulation S-X. A reference to
research and development expense in Rule 316(0)(1) of Regulation S-X is deleted.
The Commission hereby adopts (1) amendments -of Regulation S-X revising paragra p:
(1) of Rule 3-16(0), Caption 20 of Rule 5-~,
the title of Schedule VII of Rule 5-04, tie
title and instruction Nos. 1, 3 and 7. of ~~p~
12-08, and Item 3 of Rule 12-16~ addIng 8 of
tion 3A to Rule 5-03, and deletmg Ite~ AcRule 12-16· and (2) an amendment ? dOng
counting S~ries Release No. 141 re~c~n 1 to
an interpretation in Part A pertaIDI~g in
Item 8, Research and development cos 5,
Rule 12-16 of Regulation S-X.
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(The text of the amendments is omitted.) .
The amendments are adopted pursuant to
authority in Sections 6, 7, 8, 10 and 19(a) of
the ~ecurities Act of 1933; Section 12, 13,
15(d) and 23(a) .• of the Securities Exchange
Act of 1934; and Sections 5(b), 14 and 20(a) of
the Public Utility Holding Company Act of
1935. The amendments are effective on No-

vember 15, 1975, for financial statements for
fiscal years beginning on or after January 1,
1975.
By the Commission.
GEORGE

A. FITZSIMMONS
Secretary

RELEASE NO. 179A
November 24, 1975
SECURmES ACT OF 1933
Release No. 562~A

SECURITIES EXCHANGE ACT OF 1934
Release No. 11 736A

Amended Order Suspending Accountant from Appearance or Practice Before the Commission in
.
the Matter of Thomas R. Mathews. 1
On October 31, 1974, an or.der was entered
by the Commission pursuant to' Rule
2(e)(3)(i)(a)of the Rules of Practice temporarily suspending respondent Thomas R. Mathews, a certified public accountant, from
appearing or practicing before the Commission. These proceedings were instituted pursuant to respondent's petition to lift the
temporary suspension. See Rule 2(e)(3)(ii) of
the Rules of Practice.
The Commission's order of October 31,
1974, was based on the fact that in Securities
and Exchange Commission v. Harold L.
Fisher, et al., S.D. Ohio, Civil Action File No.
8~76, respondent had previously consented,
WIthout admitting or denying any of the
allegations of the Commission's complaint, to
~~e entry of an order permanently enjoining
Sun f:~m violations of Section 17(a) of the
t~CurItzes Act of 1933, and Section 10(b) of
It e Securities Exchange Act of 1934 and
a ~~e lOb-5 thereunder. The complaint in that
('~r:on alleged that Harmony Loan Company
~Y")' a small loan and con~umer fl-'
'0

issue~ ~tober

15, 1975, the Qommission inadvertently
1933 ReI e text of an order, designated Securities Act of
Itelease ~se No. 5628, Securities Exchange Act of 1934
179. l'h t o. 11736 and Accounting Series Release No.
shoul" ab order is hereby rescinded in its entirety and
•
\t
e co 'd
III stant a
llSI ered to have no force or effect. The
Illended order is issued in its stead.

nance company incorporated in Kentucky,
was the subject of a fraudulent scheme
whereby control of the company was transferred in October 1971, and that in this
transaction the sellers received valuable corporate assets which the purchasers replaced
on the books of the company with certain
grossly overvalued assets. The complaint
further alleged that after the transfer of
control, the company, in February 1972, began selling a new issue of debentures to the
public by' means of a prospectus filed with
the State of Kentucky which contained false
and misleading statements and omissions of
material facts, and that over $110,000 was
obtained from investors before the Kentucky
Securities Division suspended sales on
March 13, 1972.
The Commission's complaint alleged that
respondent performed accounting services for
Harmony and further alleged that in November 1971 he was responsible for making certain entries on Harmony's books in order to
conceal the method by which control of Harmony had been transferred. According to the
Commission's complaint, these entries were
allegedly made with the knowledge and expectation that they would be reflected in flnancLlI statements prepared for the company
which would be distributed to the investing
public. The complaint also alleged that the
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entries concealed .the fact that as of October
i971, Harmony was insolvent. , ,
'
According to the Commission's compl~int,
respondent was alleged,.to be responsible for
making the following' entries, which were
reflected in financial statements prepared
for the company as of October 31, 1971:
(1) The complaint alleged that certain revenue bonds, transferred to. ~armony were
recorded as "Marketable Securities" at their
face value of $341,000, when in act there was
no market for the bonds and their original
cost was only $132,000. The complaint also
alleged that at the same time "appraisal
surplus" was falsely recorded on the books to
reflect the difference between the cost of the
revenue bonds and the valuation placed
upon them as a current asset of Harmony.
(2) The complaint also alleged that the interest on the bonds was recorded as an asset
entitled "Accrued Interest Receivable-Marketable Securities" despite the fact that interest on the bonds had been in default for
almost two years., ' .
(3) The -complaint further ~ alleged that, iIi
order to inflate the value of Harmony's assets, treasury stock was 'improperly recorded
on Harmony's books as an asset in the
amount of $226,520, and that the recordation
of treasury stock as an asset under such
circumstances was not in accord with generally accepted accounting principles. See, e.g.,
Rule 3-14 of Regulation S-X.
The Commission believes the effect of the
foregoing entries was to conceal the looting
of valuable corporate assets from Harmony.
The financial statements of October 31, 1971
were included in a prospectus filed with the
State of Kentucky. In that prospectus, these
unaudited financial statements were referred to as having been prepared by respondent's firm. As noted above, in February
and March 1972, Harmony began selling a
new issue of its debentures to the public by
means of this prospectus.
It appears to the Commission that due to
his prior association with Harmony, respondent knew that Harmony had on several occasions obtained money from the public by sale
of its securities and would continue to do so
and that in the offer and sale of such securities, prospectuses would be used which con-

ai"

tained financial statements. reflecting his entries on the boo~s 9f the company. The
Commission is o( the opinion that, in these
circumstances, respondent would be responsible for such violatIons of the antifraud
pr<,>visions of the federal securities laws as
may be proven to result from such entries. 2
Since these proceedings were instituted,
respondent, solely for the purpose of settling
this matter, and without admitting or denying any of the allegations of the Commission's 'complaint, or the statements herein,
submitted an offer of settlement consenting
to the order set forth below, which the Commission has determined to accept. Such consent is given on the understanding that the
order is not and shall not be evidence of any
violation of or compliance with any statute
or law, or an admission or denial of the
wrongdoing or liability by respondent in any
2 T'he financial stateIlJents prepared for Harmony
were unaudited. A,ccotding to the American Institute of
Certified Public Accountants' Committee on Auditing
Procedure Statement on Auditing Standards, §516.01
, (see prior Statement of Auditing Procedure No. 38):
"This type of an engagement is an accounting service
as distinguished from an examination of financial statements in accordance with generally accepted auditing
standards. *** [T]he [unaudited fmancial] statements
are representations of management, and the fairness of
their representation is management's responsibility."
However, the Commission believes an accountant is
, not excused from compliance with generally accepted
accounting principles merely because he does not express an opinion with respect to representations contained in financial statements. The Commission further
believes §516.03 of Statement of Auditing Standards,
supra, makes it clear that the Certified Public Accountant is "associated with" unaudited financial statements in a situation such as this, and that in such cases,
§516.04 requires the practitioner to disclaim an opinio?
on such financial statements with which he is aSSOCIated.
See also, Opinion No. 8 of the Committee on Pr~fesd
sional Ethics of the American Institute of Certlfie
Public Accountants (entitled: "Denial of the opini~n
Does not Discharge Responsibility in All Cases"). n
that Opinion, the Committee stated:
.
s the
"In a circumstance where a member beheve
I
,
. I d'
as a whO e
financial statements are false or mls ea m~ .
f the
or in any significant r!,!spect, i~ is tl1,e OpID10n ~f the
committee that he should reqUire adjustments
ase
the Cp
accounts or adequate disclosure of the facts, as
ta nt
may be, and failing this the independent a.cco~nwith
should refuse to permit his name to be aSSOCiate
the statements in any way."
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action now or hereafter pending against respondent or any other person. On the basis of
respondent's offer of settlement, it is
ORDERED that Thomas R. Mathews be,
and he hereby is, suspended from appearing or practicing before the Commission;
and it is further
ORDERED that on and after October 30,
1977, Mathews shall have the right to apply for reinstatement of his privilege to
appear and practice, and any such application shall be granted if supported by a
showing that:

seminars or college courses dealing with the
registration and disclosure requirements of
the federal securities laws and generally accepted accounting principles and auditing
standards during the period of his suspension; and
(B) Nothing has occurred during the suspension period that would be a basis for
adverse action against Mathews under.Rule
2(e).
By the Commission.

(A) Mathews has enrolled in and attended
a total of 100 or more hours of professional

GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 180
November 4, 1975
SECURITIES ACT OF 1933
Release No. 5640

SECURITIES EXCHANGE ACT OF 1934
Release No. 11790

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19235
Notice of the Institution of a Series of Staff Accounting Bulletins
The Securities and Exchange Commission
today announced the institution of a series of
Staff Accounting Bulletins intended to
achieve a wider dissemination of the admini~trative interpretations and practices uti~zed ~y the Commission's staff in reviewing
r n~nclal. statements. The Division of Corpo; tlon Fmance and the Office of the Chief
cco.untant began the series today with the
rU~Ication of Bulletin No.1 (S.A.B. ReI. No.
BUllov.ember 4, 1975). The statements in the
the ~~n a~e .not rules or interpretations of
bea' mmiSslOn nor are they published as
the rIng the Commission's official approval;
fOll~ represent interpretations and practices
Wed by th e D'IVlSIon
. .
. f AcCOUnt
and the Chle
ant
in
ad
.
.
t
.
.
QUirern
mIDIS ermg the dIsclosure reents of the federal securities laws.

Description of Series
The process of financial reporting is dynamic and evolutionary. Consequently, new
or revised administrative interpretations
and practices must be implemented in response to changes in the reporting process.
While large accounting firms who practice
before the Commission have many opportunities to exchange information and views with
the staff, the Commission has been concerned about comments that small accounting firms have fewer such opportunities and
may be at an unfair competitive disadvantage because there has been no formal dissemination of staff positions.
The announced series of bulletins attempts
to curtail these problems by making avail-
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able to tl1e public a ,compilation of certain
existing st~f( interpretations and practices
and by providing a means by which new or
revised interpretations and practices can be
quickly· and easily cC)mmunicated to· registrants and their advisors. Thus, this series
should not only reduce the staff's workload
by eliminating repetitive comments and inquiries, but 8:1so save registrants both time
and mo~ey in the registration and reporting
process.
It is anticipated that the bulletins will be
prepared for publication from time to time
and will be collated periodically, but not
more frequently than on a quarterly basis.
The new bulletins would keep the series current by stating staff positions on specific new
problems that may be of general interest and
on matters which are arising frequently in
letters of comment. Each bulletin would contain . material organized according to th~
broad topics specified in Staff Acco~nting
Bulletin No.1. New topics maybe added··to
accom-niodiite material not readily assoCiated
wfth existing t(jpics~
Two indices have been provided. to assist

registrants in ascertaining information rele~
\rant to their particular· needs. The first index presents a comprehensive listing of all
subject m~tters discussed. in the bulletins.
The second index lists the published rules,
regulations, forms, releases and opinions
specifically' cited in the bulletins .. These indices should facilitate (a) the use of the bulletins by. registrants and their . professional
adVisors and (b) the periodic revision and
updating of the bulletins n~cessit~ted by the
evolutionary process discussed above.
All interested persons are invited to submit their views and comments oil the administration of these interpretations and practices to Howard P. Hodges, Chief
Accountant, Division of Corporation Finance, and on the policies reflected therein
to John C. Bu~ton, Chief Accountant of the
Commission.
By th¢ .Commission.
GEORGE

A. FITZSIMMONS· .
Secretary

RELEASE NO. 181
November 10, 1975
SECURITIES ACT OF 1933
Release No. 5642

SECURITIES EXCHANGE ACT OF 1934
Release No. 11817

Notice of Amendments of Regulation S-X and of Certain Filing Forms with Respect to Financial
Reporting Requirements for Companies in the Development Stage
.

The Commission hereby amends Article 5A
and certain rules of Regulation S-X which
specifies the requirements for the form arid
content of the financial statements and
schedules to be included in registration
statements and periodic reports filed with
the· Commission by certairi commercial, industrial and mining companies in the promotional, exploratory or other stages of development; amends instructions in various
registration and reporting forms regarding
the applicability of Article 5A requirements
to the financial statements to be included in

those forms filed by the development stage
companies; and amends other references to
Article 5A iri forms and rules.
Article 5A, prior· to these amendments,
contained specialized requirements for the
financial statements of development stag~
companies meeting specified standards, a~
they differed in several significant respe~ ~
from the requirements for financial
ments in Regulation S-X which are apP p_
ble to companies which are not in a de~e~ts
ment stage, particularly for balance s t teand income statements (Article t,), s a

stt:_
r
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ments' of other stockholders' equity (Article
11), and statements of Source and applic.ation
of funds (Article 11A). Whim these specia1ized require'ments for the form and content
of the financial statements of certain compa:
nies in the development stage were adopted
by the Commission, there were no authoritative statements of the accounting profession
regarding the' appropriate accounting and
financial reporting directly applicable to
such companies.
'
"
In June 1975 the Financial Accounting
Standards Board issued Statement of Fin~n
cial Accounting Standards No.7, "Accounting and Reporting by Development Stage
Enterprises," which specifies in summary
that financial statements issued by a development stage enterprise shall conform to
generally accepted accounting principles applicable to established operating enterprises,
and that certain additional information shall
be disclosed in the financial stateritents. This
F ASB Statement relates to ali of the types of
companies to which Article 5A and the related rules in Regulation S-X were applicable, as well as to other development stage
companies which did not meet the standards
for utilization of the Article 5A requirements.
The Commission stated, in Accounting Series Release No. 150, that the pronouncements of the F ASB will be consfdered to
constitute substantial authorij;ative support
for accounting and reporting procedures and
practices used in preparing financial statements filed with the Commission. Therefore,
the Commission considered that it should
revise its requirements for the presentation
of financial statements by development
s~age companies in filings with the Commis~~on to conform them to the requirements in
e F ASB Statement. Proposed amendments
Were is
d
.
1975' sue for publIc comment on July 31,
rn lU Securities Act Release No. 5601. Comw~~t~;eceived indicated general a~eement
WeI'
e proposals. Minor technical changes
the e Suggested which have been effected in
Ina~endments.
'
~ion S~~ ~men~ments, Article 5A in RegulalZed f'
IS reVIsed to eliminate the speciallUanc'la I statement requirements for all
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companies 'to which :A.rti~~e 5A wis _a.p~~ic~~
ble and to prescribe additional ihfor~~t,itm,
as specified in F ASB StateInEmt' No. 7, t~ be
included in financial statements in registration statements and periodic reports filed by
all companies in the development stag~. All
other rules and instructions in Regulation, S,.
X ,relating to the prior Art'ic~e 5A 'r~qu,ire'~
'ments are also eliminated. The instructio'ns
as to financial statements applicable to the
development stage companies in FormsS-2,
8-3, I-A, 10 and 10-K are amended to conform
the requirements for the form and content of
financial statements applicable to those prescribed for established operating companies
in Article 5, 11, and 11A of Regulation S-X to
require the additional financial information
speclfied in revised Article 5A. General Instruction H(a) in Form 10-Q and Rules 13a-13
and 15d-13 under the Exchange Act which
contained references to Article 5A are revised.
The exemption in Form 10-K from the requirements for audit€:d' financial statements
for development stage companies qnder certain 'conditions, which was proposed to be
rescinded, has been retained. However, that
exemption' and the exemption from requirements to file quarterly reports on Form 10-Q
provided for certain mining companies in the
development stage in Rule 13a-13 and 15d-13
wiil be restudied to determine whether such
exemptions continue to be appropriate.
Form S-1 is the general form used for
registration of securities under the Securities Act; For~ S-2, is used by commercial an,d
industrial companies in the development
stage and Form S-3 is' used by mining companies in the development stage for registration
of equity securities for sale for cllsh under
the Securities Act; 'Form' I-A is used for
filing the notification and offering circular
for securities pursuant to Regulation A under the Securities Act; Form 10 is the general form used for registration of securities
under the Exchange Act; Form 10-K is used
for annual reports and Form 10-Q is used for
quarterly reports pursuant to the Exchange
Act.
(The text of the amendments of Article 5A
and Rules 12-01, 12-06, 12-06A and 12-07 of
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Regulation S-X, of Forms S-2, S-3, 1-A, 10
and 10-K, and of Exchange Act Rules 13a-13
and 15d-13 is omitted.)
The amendments are adopted pursuant to
authority in Sections 6, 7, 8, 10 and 19(a) of
the Securities Act of 1933; and Sections 12,
13, 15(d) and 23(a) of the Securities Exchange
Act of 1934.
The amendments are effective for fiscal
periods beginning on or after December 26,
1975. When financial statements, or financial
summaries or other data derived therefrom,

for periods prior to·. the effective date are
included with such financial statements or
data for periods after the effective date in
filings with the Commission, they shall be
. resta~ed, where necessary, to conform to the
amended requirements for financial statements of development stage companies.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 182
November 12, 1975
SECURITIES EXCHANGE ACT OF 1934
Release No.. 11821
No.tice o.f Permanent Disqualificatio.n fro.m Appearance or Practice Before the Comrttission in the
., Matter of Charles H. Southerland
"
On June 24, 1975, the Commission entered
an order, pursuant to Rule 2(e)(3)(i) of its
Rules of Practice, temporarily suspending
Charles H. Southerland, a certified public
accountant, from appearing or practicing before the Commission. The order was based on
the fact that on April 23, 1975, Southerland
was permanently enjoined by the United
States District Court for the Northern District of Texas, Dallas Division, in a suit
brought by the Commission,l from violating
Section 17(a) of the Securities Act, Section
10(b) of the Securities Exchange Act, and
Rule 10b-5 thereunder. Southerland consented to the injunction without admitting
or denying the allegations in the Commission's complaint.
The complaint in the injunctive action alleged that Southerland violated the above
provisions of the federal securities laws, in
that he prepared a certified financial state-

ment for Sports International, Inc. which contained false ana misleading in~ormation.
Rule 2(e)(3)(ii) of the Commission's Rules of
Practice provides that any person temporarily suspended in accordance with paragraph
(i) may, within 30 days after service upon
him of the order of temporary ~uspension,
petition the Commission to lift such suspen~
sion, but that if no petition has been received
by the Commission withiil'30 days after such
service, the suspension shall become permanent. Southerland was duly notified of this
provision. The 30 day period has expired and
no petition to lift the suspension has been
received by the Commission.
Accordingly, notice is hereby given th~t
the temporary suspension of Charles
Southerland has become permanent and tha
Southerland is therefore disqualified fr~rn
appearing or practicing before the CommISsion.

S.E.C, v. Sports International, Inc., et al. (N.D. Tex.,
Dal. Div., Civ. Action No. 3-75-0371-C).

GEORGE A. FITZSIMMONS

I

t

,

Secretary
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RELEASE NO. 183
November 14, 1975
SECURITIES ACT OF 1933
Release No. 5644

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19243

SECURITIES EXCHANGE ACT OF 1934
Release No. 11827

INVESTMENT COMPANY.ACT OF 1940
Release No. 9031

Notice of Adoption of Revision of Regulation S-X to Revise Requirements as to Form and Content
of Financial Statements of Insurance Companies Other Than Life and Title Insurance Companies
The Securities and Exchange Commission
today adopted a general revision of Article 7
of Regulation S-X which contains .requirements as to form and content' of financial
statements for insurallce ~ompanie~· other
than li(e and title ,companies. The revision
reflects changes in financial reporting by
these companies since 1961 when Article 7
was last revised. In addition to revising Article 7, the schedule prescribed by Rule 12-29 is
revised and the schedules' prescribed by
Rules 12-17, 12-23, 12-24,·12-25, 12-26, 12-28
and 12-30 are revoked. The revision was proposed on July 11, 1974, 1 and letters of comment have'been received and have been
given consideration in determining the form
of the revision herein adopted.
The most significant change adopted is a
requirement that' the .statements be prepared in accordance with generally acc~pted
accounting principles (GAAP).. (7-02-1). This
replaces the existing requirement of Article 7
that the financials· follow statutory accounting requ.irements and that they be accompanied by supplemental statements reconCiling net income and stockholder's
equity on the GAAP and statutory bases. In
:ecent years we have observed that a majorIty of the financial statements of fire and
~asualty insurance companies included in fil~ngs and annual reports to stockholders were
repared on the GAAP basis as against the

---

I Notice
f th
SeCUliti 0
e proposed amendments was made in
A.ct ReI es Act Release No. 5513, Securities Exchange
Act Re~ase No. 10912, Public Utility Holding Company
Release e;se No. 18490 and Investment Company Act
o. 8422 (87-528) dated July 11, 1974.

r~quired

statutory statements with supplemental reconciliations. The adoption of the
requirements for GAAP statements reflects
this development in reporting practices.
'. Statutory accounting requirements may be
followed by those companies domiciled in
statel'J whos~ statutes prohibit publication of
an insuror's primary financial statements on
another basis; however, in such situations
the statutory.statements shall be accompanieq by supplemental QAAP statements (7-022). Whether th~ basic statements are prepared on the GAAP or. statutory basis, they
must be accompanied by supplemental reconciliations of in~terial differences between
GAAP and statutory accounting (7-02-3).
Inasmuch as Regulation S-X has for many
yea:r;-s classified title iI:1surance companies
with commercial and industrial companies
with an i~plicit requirement that. their financial statements be prepared in accordance with ,GAAP, it appears to be inappropriate at this time to make them subject to
the requirements of Article 7. The provision
that these companies shall comply with Article 5 will be· retained (7-01).
The revised article permits mutual insurance companies and wholly owned stock subsidiarie.s of mutual insurance companies to
prepare financial statements in accordance
with statutory accounting requirements (702-4). However, these companies are encouraged to prepare their filings in accordance
with GAAP if they desire and to include
them in filings.
Consistent with the requirements for life
insurance companies in Article 7A, investments of fire and casualty companies may be
stated on the balance sheet at cost or value
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provided that the .alternates to the amounts
at, which bonds and stocks are stated are
disclosed parenthetically (7-03-1). Realized
profits. or losses on investments are to be
included as a component of net income (7-0413), 2 while appreciation or depreciation of
investments carried on the balance sheet at
value is reflected, in a stockholders' equity
account (7-03-20(3». This presentation is not
viewed as a final resolution of the accounting
and reporting problems associated with investments but rather as a temporary solution which provides for similar treatment by
life and fire and casualty insurance companies. Many of the insurance company groups
and holding company groups filing with the
Commission include both life and fire and
casualty subsidiaries. In connection with the
reporting of realized investment profits or
losses on the income statement, the change
in value of marketable equity securities during the period. is to be disclosed parenthetically or on a line immediately following the
income' statement. ,(See Accounting" Series'
Release No. 166.) An adoitioifal requirement
in a note calls for an analysis of realized and .
unrealized gains and losses on· bonds and
stocks (7-05-3). This analysis is required regardless of whether bonds and stock are
stated at cost or value on the balance sheet.
Prior to its dissolution' the Accounting
Principles Board considered the problems related to accounting for marketable securities
but was unable to reach conclusions as to
appropriate treatment. While the matter is
not presently on the agenda of the Financial
Accounting Standard Board, 3 it is one which
will have to be addressed in due course. At
such time as new accounting principles are
prescribed, the Commission will consider
what changes are necessary in its requirements for insurance company and other financial statements.
, The revised requirements are substantially similar to those proposed in July 1974.
2 Under statutory accounting requirements for fire
and casualty insurance companies such profits or losses
are included in net income. GAAP as applied generally
would include such profits' or losses in net income.
"The Board's exposure draft on marketable equity
securities deals only with a limited part of this problem.

Wherever' appropriate, captions and, instructions conform with corresponding· ones in
Article 5 which applies to commercial and
industrial companies or in Article 7A. The
order of the items of the financial statements
is generally similar to the order of items in
our life insurance company requirements.
The following are' a number of additional
requirements which are specific in nature:
1. To the extent that they are pertinent,
the general rules in Articles 1, 2~ 3 and
4 of Regulation S-X are applicable (702-1).
2. In preparing consolidated' financial
statements for an insurance holding
company whose consolidated subsidiaries are primarily insurance companies other than life insurance companies consideration shall be given to
utilization of the format of the finan. cial statements, notes and schedules in
Article 7 (7~Ol).
3. 1\. .statement of accounting. principles
and practices· reflected in the statements (7-05-1).
. 4. The name of any person in which the
investment exceeds two percent of total investments (7-03-1(6».
5. Information as to policy, nature and
changes in deferred policy acquisition
costs (7-03-S, 7-04-5, 7-05-1 and 12-29).
6. Elimination of details of sources of in~
vestment income from the income
statement. Such information would be
stated separately in a note (7-04-2).
7. Details of restrictions on stockholders'
equity (7-05-2).
S. Information concerning the signifi~
cance of reinsurance ceded (7-05-4).
9. Rule 12-29, a schedule which is con~
cerned with premiums, losses and pol~
icy acquisition costs, has been exten~
sively revised.
10. The' summary of investments contained in Rule 12-27 is made applicable
to insurance companies covered by Ar~
ticle 7.
t
11. The detailed schedules of investmen S
which have been the subject of R~le:
12-23, 12~24, 12~25 and 12~26 are ehm ~
nated.
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12. The schedule requirement for a summary of realized gains or losses on sale
or maturity of investments is elimi. nated (12-30).
13. In view ot: the application of the schedule required by Rule 12-04 concerning
investments in and earnings of affiliates, the similar schedule required by
Rule 12-17 is no longer necessary and
is eliminated.
These amendments are adopted pursuant
to authority conferred on tl1e Securities and
Exchange Commission by the Securities Act
of 1933, particularly Sections 6, 7, 8, 10 and
19(a) thereof; the Securities Exchange Act of
1934, particularly Sections 12, 13, 15(d) and

23(a) thereof; the Public Utility Holding
Company Act of 1935, particularly Sections
5(b), 14 and 20(a) thereof; and the Investment Company Act of 1940, particularly Sections 8, 30, 31(c) and 38(a) thereof.
(The text of the amendments is omitted.)
These amendments shall be effective with
respect to financial statements filed after
December 25, 1975, although they may be
applied in statements filed prior to that time.
By the Commission.

GEORGE

A. FITZSIMMONS
Secretary

RELEASE NO. 184
November 26, 1975
SECURITIES ACT OF 1933
Release No. 5648

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19267

SECURITIES EXCHANGE ACT OF 1934
Release No. 11878

INVESTMENT COMPANY ACT OF 1940
Release No. 9057

Minor Amendments to Sections of Regulation S-X Which Were Originally Revised by Accounting
Series Release Nos. 147, 148 and 149
I. Introduction

Since the issuance of Accounting Series
Release (ASR) No. 147 (October 5, 1973) reqUiring additional disclosure about leases,
~SR No. 148 (November 13, 1973) regarding
dIsclosure of compensating balances and
short-term borrowing arrangements, and
~SR No. 149 (November 28, 1973) setting
.orth improved disclosure requirements for
In~ome tax expense items, registrants have
POInted out certain editorial inconsistencies
~~Xambiguities in the associated Regulation
al rule changes and guidelines. Registrants
14~o noted th~t a materiality test in ASR No.
atn results In disclosure of de minimus
areOunts and that ASR No. 148 disclosures
nies not required for several types of compaRegulco:,ered by separate rule sections in
atlon S-X.

On May 27, 1975, rule changes were proposed to correct such items as well as making
an editorial change in one of the ASR No. 148
guidelines (Securities Act ReI. No. 5587, Securities Exchange Act ReI. No. 11442, Public
Utility Holding Company Act ReI. No. 19005,
Investment Company Act ReI. No. 8801).
Based on letters of comment some modifications of the proposals have been made as
noted below. None of the modifications constitute substantive changes from those originally proposed.
II. Discussion of the Amendments
Most of the amendments constitute minor
editorial changes of existing requirements.
However, the following amendments constitute changes in the substance of such requirements.
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A. Rule 3-16(0)(1) has been amended to
avoid disclosure of immaterial components of deferred tax expense. Changes
made to the proposal based on the letters of comment will now meet this
objective. Also, Rule 3-16(0)(3) has been
amended to call specifically for reconciliations in loss situations. Mosi registrants have been providing such reconciliations but the amendment now
resolves any ambiguity about this issue.
B. Proposed changes in Rule 3-16(q)(2)
have been modified to eliminate the
requirement to disclose mInImUm
rental commitments for more than the
date of latest balance sheet required.
C. The last sentence of Rule 5-02-1 has
been amended to eliminate the unintended requirement for separate disclosure of a compensating balance related to an unused portion of a regular
line of credit when a total compensating balance amount, covering both
used and unused lines of credit, is presented.
D. Rule 5-02-25 has been amended to. require separate disclosure of borrowings from factors and other financial
institutions in. addition to banks and
commercial paper' holders as presently
required. Combined information about
. short-term borrowing rates from
banks, factors or other financial institutions, and commercial paper holdings will now be required.
E. Article 6 (Management Investment
Companies), Article 6B (Face Amount
Certificate Investment Companies),
and Article 7A (Life Insurance Companies) of Regulation S-X have been
amended to include many of the disclosures now required by ASR No. 148 for
other types of companies. Rules 6-03-1
and 6-22-1 have been modified to include specific reference to time deposits as part of cash on hand and demand
deposits. Although the Commission is
. concerned about ~he classification of
such items for purposes of meeting the
requirements of a "diversified company" under Section 5(b)(1) of the In-

vestment Company Act of 1940, it has
determined not to conclude on this
matter at this time.
F. The guidelines and interpretations section of ASR No. 148 contains a paragraph dealing with criteria for classifying short-term debt which is intended
to be rolled over at maturity. Since the
issuance of ASR No. 148, the Financial
Accounting Standards Board issued
Statement of Fina~cial Accounting
Standards No. 6 ("Classification of
Short-term Obligations Expected to Be
Refinanced," May 1975) which established standards in this area. Accordingly, this paragraph was rescinded.
(ASR No. 172, June 13, 1975.)
G. As noted above, Article 6, Article 6B
and Article 7A have been amended to
include for other types of companies
many of the disclosures now required
by ASR No. 148 for Article 5 companies. The Guidelines and Interpretations set forth 'in Section C of ASR No.
148 are now applicable to companies
covered by Articles 6, 6B and 7A of
Regulation S-X to the extent that
equivalent rules have been amended,in
such Articles.
III. Amendments to RegUlation S-X and
Modifications of ASR No. 148 Guidelines
Rules 3-16(0), 3-16(q), 5-02-1, 5-02-18, 5-0225, 6-03-11, 6-03-12, 6-03-16, 6-22-1, 6-22-15, 622-17 , 6-22-19 , 6-22-21 , 7A-03-2 , 7A-03-8 and
7A-03-17 are amended as follows:

*

*

*

*

*

Rule 3-16(0). Income tax expense.
(1) Disclosure shall be made, in the income
statement or a note thereto, of the comp~
nents of income tax expense, including (1)
taxes currently payable; (ii) the net tax efd"fferences
"
. 0 f (aImIng
) t""
fects, as applIcable,
1
esti(Indicate
separately
the
amount
of
the
.
"
type s
mated tax effect of each of the varIous" "
reclatlon,
of timing differences, suc h as d ep
t of
.
th
warranty costs, etc", where
emoun
a t of
" percen
each such tax effect excee d s flve
"
the
the amount computed by multiplyxngtatu_
income before tax by the applicable s
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tory, Federal income tax rate; other differences may be combined.) and (b) operating
losses; and (iii) the net deferred investment
tax credits. Amounts applicable to United
States Federal ,income taxes, to foreign income taxes and to other income taxes shall
be stated separately for each major component. Amounts applicable to foreign or other
income tax'es each of which is less than five
percent of the total of the major component
need not be separately disclosed.
(2) If it is expected that the cash outlay for
income taxes with respect to any of the succeeding three years will substantially exceed
income tax expense for such year, that fact
should be disclosed together with the approximate amount of the excess, the year (or
years) of occurr~nce and the reasons therefor.
(3) Provide a reconciliation between the
amount of reported total income tax expense
(benefit) and the amount computed by multiplying the income (loss) before tax by the
applicable statutory Federal income tax
rate, showing the estimated dollar amount of
each of the unde.rlying causes for the difference. If no individual reconciling item
amounts to more than five percent of the
amount computed by multiplying the income
before tax by the applicable statutory Federal income tax rate, and the total difference
to be reconciled is less than five percent of
such computed amount, no reconciliation
need be provided unless it would be significant in appraising the trend of earnings.
ReconCiling items that are individually less
than five percent of the computed amount
may be aggregated in the reconciliation. The
recon CI'1'lat'Ion may be presented in percent~es rather than in dollar amounts. Where
in:o;:porting person is a foreign entity, the
do . ~ tax rate in that person's country of
th mlcIle should normally be used in making
sh:u~~ove computation, but different rates
segm not be used for subsidiaries or other
rate ents of a reporting entity. When the
. other than
the UUsed
't by a repo rt'mg person IS
tax 1lI ed States Federal corporate income
USingrate , hthe rat e used and the basis' for
SUc rate shall be disclosed.

*

*

*

*

*
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Rule 3-16(q). Leased assets and lease commitments.
. Any contractual arrangement which has
the economic characteristics of a lease such
as a "heat supply contract" for nuclear' fuel
shall be considered a lease for purposes of
this rule. Leases covering oil and gas production rights and mineral and timber rights
are not to be considered leases for purposes
of this rule. For purposes of this rule a
financing lease is defined as a lease which
during the noncancelable lease period eithe;
(i) covers 75 percent or more of the ec~nomic
life of the property or (ii) has terms which
assure the lessor a full recovery of the fair
market value (which would norm all be represented by his investment) of the property at
the inception of the lease plus a reasonable
return on the use of the assets invested
subject only to limited risk in the realization
of the residual interest in the property and
the credit risk generally associated with secured loans. The disclosures set forth under
sections (1) and (2) below are only required if
gross rental expense in the most recent fiscal
year exceeds one percent of consolidated revenues.
(1) Total rental expense (reduced by rentals
from subleases, with disclosure of such
amounts) entering into the determination of results of operations for each period for which an income statement is
required shall be disclosed. Rental payments under' short-term leases for a
month or less which are not expected to
be renewed need not be included. Contingent rentals, such as those· based upon
usage or sales shall be reported separately from the basic or minimum rentals. Rentals on noncapitalized financing
leases shall be shown separately for both
categories of rentals reported.
(2) The minimum rental commitments under
all noncancelable leases shall be disclosed, as of the date of the latest balance
sheet required, in the aggregate (with
disclosure of the amounts applicable to
noncapitalized financing leases) for (i)
each of the five succeeding fiscal years;
(ii) each of the next three five-year periods; and (iii) the remainder as a single
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amount. The amounts so determined
should be reduced by rentals to be received from existing noncancelable subleases (with disclosure of the amounts of
such rentals). For purposes of this rule, a
noncancelable lease is defined as one that
has an initial or remaining term of more
than one year and is noncancelable, or is
cancelable only upon the occurrence of
some remote contingency or upon the
payment of a substantial penalty.
(3) (No change.)
(4) For all noncapitalized financing leases
there shall be disclosed:
(i) The present values ,of the minimum
lease commitments in the aggregate and
by major categories of properties, such as
real estate, aircraft, truck fleets and
.other equipment. Present values shall be
computed by discounting net lease payments (after subtracting, if practicable,
estimated, or actual amounts, if any, appiicable to taxes, insurance, maintenance
. and other operating expenses) at the interest rate implicit in the terms of each
lease at the time of entering into the
lease. Such disclosure shall be made as of
the date of any balance sheet required. If
the present value of the minimum lease
commitments is less than five percent of
the sum of long-term debt, stockholders'
equity and the present value of the minimum lease commitments, and if the impact on net income required to be disclosed under (iv) below is less than three
percent of the average net income for the
most recent three years, this disclosure is
not required;
(ii) (No change.)
(iii) (No change.)
(iv) The impact upon net income for each
period for which an income statement is
required if all noncapitalized financing
leases were capitalized, related assets
were amortized on a straight-line basis
and interest cost was accrued on the basis of the outstanding lease liability. The
amount of amortization and interest cost
included in the computation shall be separately identified. If the impact on. net
income is less than three percent of the
average net income for the most recent

three years, that fact may be stated in
lieu of this disclosure. In calculating average net income, loss years should be
excluded. If losses were incurred in each
of the most recent three years, the average loss shall be used for purposes of this
test.

*

*

*

*

*

Rule 5-02-1. Cash and cash items.
State separately (a) cash on hand and unrestricted demand deposits; (b) legally restricted deposits held as compensating balances
against
short-term
borrowing
arrangements; (c) time deposits and certificates of deposit (excluding amounts included
in (b) above or Rule 5-02-18(c) below); (d)
funds subject to repayment on call or immediately after the date of the balance sheet
required to be filed; and (e) other funds, the
amouilts of which are known to be subject to
withdrawal or usage restrictions, e.g., special
purpose funds: The .general terms and nature of such repayment provisions in (d) and
withdrawal or usage restrictions in (b) or (e)
shall be described in a note referred to
herein. In cases'where compensating balance
arrangements exist but are not agreements
which legally restrict the use of cash
amounts shown on the' balance sheet, describe in the notes to the financial statements these arrangements and the amounts
involved, if determinable, for the most recent
audited balance sheet required and for any
subsequent unaudited balance sheet required in the notes to the financial statements. Compensating balances that are
maintained under an agreement to ass u : e
future credit availability shall be disclosed III
the notes to the financial statements along
with the amount and terms of such agreement.

*

*

*

*

*

Rule 5-02-18. Other assets.
receivaState separately (a) noncurre~ t
)(1)
bles from persons specified in captIOns 3(a _
.
ther spe
and (4) above; (b) each pe~SIOn or 0 . s held
cial fund; (c) legally restrIcted depoSIt t rill
as compensating balances against long~t~er
borrowing arrangements; and (d) an
preitem not properly classed in one of t e

h
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ceding asset captions which is in excess of
five percent of total assets.
Rule 5-r02-25. Accounts and :"'otes payable.
(a) State separately amounts payable to
(1) banks for borrowings; (2) factors or other
financial institutions for borrowings; (3)
holders of commercial paper; (4) trade creditors; (5) parents and subsidiaries; (6) other
affiliates and other persons the investments
in which are accounted for by the equity
method; (7) underwriters, promoters, directors, officers, employees and prindpal holders (other than affiliates) of equity securities
of the person and its' affiliates; and (8) others. Exclude from (7) amounts for purchases
from such person. subject to usual trade
terms, forordi~ary travel expenses and for
other . such items arising in the ordinary
course of business. With respect to (5) and (6),
state separately in the registrant's l;>alance
sheet the amounts which in. the related consolidated balance sheet are (i) eliminated and
. (ii) not eliminated.
(b) The weighted average interest rate
and general terms (as well as formal provisions for the extension of the maturity) of
each category of aggregate short-term borrowings (the sum of items (a)(l), (3.)(2) and
(a)(3) above) reflected on each balance sheet
required shan be' disclosed along with the
maximum amount of aggregate short-term
borrowings outstanding at any month end
(or similar time period) during each period
for which an end-of-period balance sheet is
required. In addition, the approximate average aggregate short-term borrowings outstanding during the period and the approxim~te weighted average interest rate (and a
brIef. description of the means used to compute Such averages)· for such aggregate
Short-term borrowings shall be disclosed in
thee notes to the financial statements.
c) (No change.)

* * * * ~
RUle 6-03-1. Cash and cash items.
, State
stl"' t
separately (a) cash on hand, unre"(b) Ie ~? demand deposits, and time deposits;
hel~a loans; (c) legally restricted deposits
as compensating balances against
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short-term borrowing arrangements; (d)
funds subject to repayment on call or immediately after the date of the balance sheet
required to be filed; an<i (e) other funds, the
amounts of which are known to be subject to
withdrawal or usage restrictions, e.g., special
purpose funds. The general. terms and nature of such repayment provisions in (d) and
withdrawal or usage restrictions in (c) or (e)
shall be described in a note referred to
herein (see Rule 5-02-1).

*

*

*

*

*

Rule 6-03-11. Other assets.
State separately (a) total of amounts due
from directors and officers, not included under caption 6 above; (b) each pension or other
special fund; (c) real estate and' improvements not included under caption 8 above;
(d) furniture and fixtures; (e) legally restricted deposits held as compensating balances against long-term borrowing arrangements; and (f) any other item not properly
classed in one of the preceding asset captions
which is in excess of five percent of total
assets.
Rule 6-03-12. Notes payable.
. (a) State separately amounts payable
within one year (1). to banks and (2) to others,
and (b) provide here or in a note to the
financial statements the information required under Rule 5-02-25(b) and (c). See also
caption 16(a).

*

*

*

'*

*

Rule 6-03-16. Long-term debt.
(a) (No change.)
(b) (No change.)
(c) (No change.)
(d) The amount and terms (including commitment fees and the conditions under which
commitments may be withdrawn) of significant unused commitments for long-term debt
that would be disclosed under this rule if
used shall be disclosed in the notes to the
financial statements.

*

*

*

*

*
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Rule 6-22-1. 'Cash,and' cash:.items..
.

~

'

_

.' .

.'

f'""." .

~

",
: _'

,~

.

State separately, (a) ca~h' on hand, ,unrestricted. demand d~posits; 'and! tim~ deposits;
(b) 'call.'loans; (c) legally restricted deposits
held 'as 'compensating b~la'ncesagainst
short-term borrowing' arrangements; (d)
funds subject to'repayment on call or immediately after the date of the . balance' sheet
req~lred
filed; and (e)' otherfuhds, 'the
amounts 'of which are known to be subject to
withdrawal or usage restrictions, e.g., special
purpose funds. The general terms and nature of such repayment provisions in (d) and
withdrawal or usage restriction in (c). or (e)
shall be described in a note referred to
herein (see Rule 5-02-1).

to be

,.'\

.

,!,.

*

.

* " *

"

-'

, State, separately (a) amounts, du~ froIll'di'rectors and officers, (b) legaUy restricted deposits held a~c~mpensatitigb~la'rices'against
long-term borrowing ,arrangements, 'and ,(~)
,any other items iti eXcess, of five percent of
the amoutlt ,of all assets other than qualified
assets.
"
"" ,:~ ',"
, :r" ':.' .: .

*

'*

Rule 6-22-17(a). 1':tlotes payable.' ':
(i) State separately' amounts ,payable
within one year (1) to banks and (2) to others,
and (ii) provide in a note to the financial
statements 'the' information required under
Rule 5-02-25(b) and (c);

*

*

*

*

*

Rule 6-22-19. Funded debt.
(a) (First sentence unchanged.)
(b) The amount and terms (including commitment fees and the conditions under which
commitments may be withdrawn) of significant unused commitments for long-te'rm debt
that would be disclosed under: this rule if
used shall- b~ ,disclosed in the note's to the
financial statements.

*

*

*

* ' - *', - *".. ... *... '
~

Rule 7A-03-2~ "Cash and cash: items; ,
State separately (a) cash on hand and un~
restricted 'demand deposits; (J» legally· restricted deposits held as compensating balances
against' short-term . borrowing
arrangements; (c) funds subject to repay:'
fuent on call or immediately after the date of
the haiance sheet ,required to pe filed; and (d)
,other funds,'iheamounts of which are known
be' subject to withdrawal' or usage restrictions; e.-g.;, special purpose furids. The' general
terms and natl.lre of stlch rep~y~ents provi~ions ih.(e:) and Wj.thdrawa1'or us~ge -restrictionsin '(J» ,or.(d) shall be describe.d iIi a noted
r~ferred to h~rei:!l (see Rule 5-02-1).

to

Rule 6-22-15. Other assets.
..

The amount and t~rms (including commitment fees and thEl conditions' 'under which
commitments'Illay be withdrawn) of significant unused commitments'. for long,-term debt
,that w04ld be,' disclosed under, this rule if
used shal~ be dil:;c1osed in the notes to the
financial statements.: "

*

Rule 6-22-21. Other long-term .debt.
(First three sentences unchanged.)

*

Rule 7A-03-8.' Othe~'assets;

*

Amend last sentence as follows:
.' .Include legally ,restricted deposits held as
compensating' balances· 'against" long-term
borroWing
arrangements.
,
.'.
.
-

,*

*'

*

*

Rule 7A-03-17~'- Other liabiliti~s.
(First sentenceurichanged.)
The amount and terms (including commitment fees and the' conditions under which
commitments may be withdrawn) of unused
commitments for long-term financing arrangements not provided for under Rule 7A03-14shalI be disclosed in the notes to the
financial statements if significant.

*

*

*

*

*

In the third full paragraph of the gui~e
lines set f~rth in ASR No. 148 concernltn~
"Unused Lines of Credit or Comml't m en nsd
' .
.
the'definition
of "usable
lInes ".III the seco
sentence is modified as follows:
are co tl For this purpose usable lines
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sirued to be total lines used to support
commercial' paper and other debt arrangements less lines needed to meet
"clean-up" provisions of a borrowing arrangement.~

IV. Effective Date
These amendments are adopted pursuant
to authority in Sections 6, 7, 8, 10 and 19(a) of
the Securities Act of 1933; Sections 12, 13,
15(d) and 23(a) of the Securities Exchange
Act qf 1934; Sections 5(b), 14 and 20(a) of the

Public Utility Holding Company Act of 1935;
and Sections 8, 30, 31(c) and 38(a) of the
Investment Company Act of 1940.
These amendments. shal~ be applicable to
all financial statements filed with the Commission for all fiscal periods ending subsequent to December 25, 1975.·Ea.rlier application is encouraged.
.
":1.
By the Commission.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 185
December 11, 1975
SECURITIES ACT OF 1933
Release No. 5654

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19296

SECURITIES EXCiIANGE ACT OF 1934
Release No. 11917

INVESTMENT COMPANY ACT OF. 1940 :
Release No. 9080

Notice of Adoption of Amendments to Article 9 of Regulation S-X Relating to Financial
Statements of Bank Holding Companies and Banks
In Securities Act Release No. 5620* the
Commission proposed amendment of Article
9 of Regulation S-X to conform certain reporting practices of bank holding companies
and banks to generally accepted accounting
prinCiples as practiced in other industries.
C~mments on the proposal have bee~ rec~lVed and considered and with one modificatIon the proposed a~endment is now
~doPted. Regulation S-X which specifies the
orm and content of financial statements is
~;nended by adding to the provisions applicare~ ~~ banks (Rule 9-05) three subparagraphs
1 a Ing to reporting of reserves for loan
08ses. ' cl aSSl'filCatIon
. . of unearned income and
classlfi
t·
'
80In t~ca Ion of certain debt in~truments,
e lInes referred to as capital debt.

---

• Notice of th
SecUritl' A
e proposed amendments was made in
A
' .
....
ct ReI es ct R eI
ease N
o. 5620, Secunties
Exchange
Act Re~ase No. 11672, Public Utility Holding Company
ltelease ;se No. 19186 and Investment Company Act
o. 8951, dated September 24, 1975.

As noted in Release 33-5620 these changes
had been discussed from time to time with
representatives of the panking community,
Federal bank regulatory authorities, the
American Institute of Certified Public Accountants, and the Internal Revenue Service. In addition, because of concerns that
the change in reporting loan· loss reserves
would adversely affect the reserve accumulated for tax purposes, the Chief Accountant
requested and received from the Internal
Revenue Service a letter which said, in part:
The Service has no requirement that the
financial statements conform to the books
in the case of additions to the bad debt
reserves for banks already on the reserve
method. We would deem it appropriate,
however, that, if material, the disparity
between the amount shown on the books
and the amount shown on the financial
statements be disclosed to the shareholder
by way of a footnote or other method and
the two amounts reconciled on the books.
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The letters commenting .on the pr.oP.osal
were' fav.orable. It was suggested ~hat the
r:ule sh.ould pr.ovide f.or discl.osure .of the difference ,between the l.oan l.oSS reserve stated
.on the financial statements and the reserve
accumulated f.or tax purp.oses if material and
such a change has been made. In additi.on
the pr.oP.osal t.o reclassify capital debt has
been' changed t.o make it clear that it includes sub.ordinated indebtedness.
In c.onnecti.on with the pr.ovisi.on that
b.onds" n.otes and debentures be rep.orted as
liabilitie.s- rather than capital, the recent pr.oP.osal .of the Fede'ral bank regulat.ory auth.orities t~ amend their peri.odic Rep.ort of Conditi.on (Call Rep.ort) reclassifies such debt in a
similar manner. The descripti.on .of that pr.oP.osed revisi.on states that the change "does
not necessarily imply any supervis.ory
change .in the treatment .of these n.otes by
the banking agencies.
'
The f.olI.owing is the text .of. the three subparagraphs hereby added t.o Rule 9-05 .of
Regulati.on S-:x:-- .
(e) ·The'valuati.on P.orti.on .of the reserve f.or
I.oan losses shall be reported as a deducti.on
fr.om l.oans receivable, the deferred tax P.ortion as a deferred tax item, and the c.ontingency porti.on as a part .of undivided profits. I f ' materia1~r different .from the

valuation P.orti.on, the reserve accumulated
under the Internal Revenue C.ode .pr.ovisi.ons 'shall be discl.osed in a n.ote and the
, tW.o am.ounts rec.onciled.
(0 B.onds, n.otes, debentures, and similar
debt (including sub.ordinated indebtedness)
shall be rep.orted as liabilities. Debt instruments may n.ot be gr.ouped with st.ockh.olders' equity under the capti.on "Capital."
(g) Unearned inc.ome shall be rep.orted as a
deducti.on fr.om l.oans receivable.
These amendments are ad.opted pursuant
t.o auth.ority c.onferred .on the Securities and
Exchange C.ommissi.on by the Securities Act
.of 1933, particularly Secti.ons 6, 7, 8, 10 and
19(a) thereof; the Securities Exchange Act .of
1934, particularly Secti.ons12, 13, 15(d) and
23(a) there.of; the Public Utility H.olding
C.ompany Act .of 1935, particularly Secti.ons
5(b), 14 and 20(a) there.of; ,and the Investment C.ompany Act .of 1940,'particuhir1y Secti.ons 8, 30, 31(c) and 38(a) there.of.
These amendments shall be effective with
respect t.o financial statements' filed after
January 15, 1976, alth.ough they may be applied in statements filed pri.ort.o that time.
By the Commissi.on.
GEORGE

A. FITZSIMMONS
. Secretary

RELEASE NO. 186
December 5, 1975
SECURITIES EXCHANGE ACT OF 1934
Release N.o. 11906
Order Instituting Pr.oceeding and Imp.osing Sancti.ons Pursuant t.o Rule 2(e) .of the C.ommissi.on's
Rules .of Practice in the Matter .of R.obert L. Ingis.
The Securities and Exchange C.ommissi.on
("C.ommission") deems it appr.opriate t.o institute pr.oceedings against R.obert· L. Ingis
("Ingis"), a C.P.A., pursuant t.o Rule 2(e) .of
the C.ommissi.on's Rules .of Practice, 17 CFR
201.2(e).1 Acc.ordingly, IT IS HEREBY OR1

Rule 2(e)(3), 17 CFR 201.2(e)(3), provides in part:

"(i) The Commission, with due regard to the public

interest ... may by order temporarily suspend

-

from appearing or practicing before it an: (~)
accountant .. , who .. , has been by nam tent
permanently' enjoined by any court of com~e an
jurisdiction by reason of his misconduc~ ::tiOn
action brought by the Commission from VlO ro"+
or aiding and abetting the violation of ar;; Prules
sion of the Federal securities laws or ~ ~Y anY
and regulations thereunder; ... (b) .foun action
court of competent jurisdiction 1D ~n a partY
h' h he 15 ..
,
brought by the Commission to w IC
tted tpe
... to have violated or aided and abe
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DER~D that such proceedings be, and they
hereby are, instituted.
Ingis has submitted an offer of settlement
in this proceeding. Under the terms of his
offer of settlement, Ingis, without admitting
or denying the factual assertions set forth
herein, consents, solely for purposes of this
proceeding and any other proceeding that
the Commission may institute against him,
to the entry of the findings and the orders
made herein.

I. Background
Kalvex, Inc. ("Kalvex") is a Delaware corporation the common stock of which is registered with the Commission pursuant to Section 12(b) of the Securities Exchange _Act of
1934, 15 U.S.C. 781(b). It is engaged, through
its wholly-owned and majority-owned subsidiaries, in the distribution of drugs, consumer products, and motor homes as well as
the manufacture and distribution of graphic
arts and commercial printing. Among its
other holdings, Kalvex is the owner of approximately 23,971 shares, or about 52 percent, of the preferred stock of Allied Artists
Pictures Corporation (,'Allied")2. The common stock of Allied is also registered with
the Commission pursuant to Section 12(b) of
the Securities Exchange - Act of 1934, 15
U.S.C. 78J(b).
II. The Relationship of Ingis
Ingis is a certified public accountant who
served as the executive vice-president and
chief operational officer of Kalvex until September 10,1974, when he was removed as an
officer and employee by the board of directors. Ingis was also a director of Allied and
:erved as its chief financial ~fficer until Sept~mber, 1974, when he was removed from
ese Positions.

-

~~------------~---.. 0 f theFe dera
'. secunties
IviOlation of an y prOVISIOn
I-

••

aws
d
... or of the rules and regulations thereunber (unless the violation was found not to have
•
een Willful) "
. Pursuant
.
..
.
tlon of All" to a p:ovlslon of the ArtIcles of Incorpora-Shares ar .led ArtIsts, if the dividends on preferred
era, the e In arrears for six consecutive calendar quartpreferen preferred shareholders are accorded a voting
Ce oVer the common shareholders of Allied Art-
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III. The Violations by Ingis
In March 1973, Ingis was approached by a
friend with the idea of starting a computer
firm that would provide computer services to
Kalvex, Allied and other companies. Subsequently, on April 2, 1973, the computer company, which was known as Shared Computer
and Personnel, Inc. ("SCP"), was incorporated in Delaware, and Ingis was elected as
one of its directors. Thereafter, Ingis suggested to Emanuel L. Wolf ("Wolf"), the president and chairman of the board of directors
at both Kalvex and Allied, that Kalvex invest $150,000 as "seed money" in SCPo Ingis
represents that he was told by Wolf that
Wolf would approve the investment by Kalvex in SCP only if certain concessions were
given to Wolf. 3 Ingis accordingly asked that
SCP, as a condition to receiving investment
capital from Kalvex, agree to a kickback
arrangement to Wolf that envisioned the delivery to Wolf of 10 percent of the monthly
billings received by SCP from Kalvex and
Allied', $23,000 of the monies to be received
by SCP from Kalvex and Allied for original
systems design to be furnished by SCP and a
10 percent equity interest in SCPo
Thereafter, Ingis demanded a partial payment from SCP, and, accordingly, he received
a check from SCP in the amount of $3,000.
Pursuant to Ingis' instructions, the payee of
this check was left blank. The $3,000 SCP
check was later co-signed by Ingis because
all checks in excess of $2,500 had to be jointly
signed by the president of SCP and Ingis or
another officer of Kalvex. In order to deposit
this check, Ingis inserted the name Royalty
Management Corp. ("RMC") as payee and
endorsed the check. RMC was an inactive
corporation that was originally intended to
be used to perform audits and facilitate venture capital investments by Ingis and others.
Ingis was later advised by SCP that a second
$3,000 check was ready. Pursuant to Ingis'
instructions, the check was made payable to
ists. During the relevant period, forty-six (46) quarterly
dividends had not been paid to the preferred shareholders of Allied Artists and were in arrears. As a result,
Kalvex was, and still is, able to elect and control a
majority of the board of directors of Allied Artists.
3 Wolf denies that he made any such demands.
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RMC as payee and Ingis co-signed the second
check and deposited it in the RMC account.
Finally, on May 7, 1974, a third check in the
amount of $2,500 was given to Ingis by the
president of SCPo The check was likewise
deposited by Ingis in the same manner as
the previous checks. Subsequent to the delivery of the third check, SCP did not have the
funds to make further payments and Ingis
advised its President on May 10, 1974 to
cease making any more payments and not to
issue the stock. 4 Thus, the shares demanded
as pa·rt of the scheme were in fact never
issued or delivered.
Ingis then discovered that Wolf had engaged in double-billing of expenses and reported it to the board of directors of Kalvex.
Shortly after Ingis' participation in the kickback scheme was exposed by Wolf, Ingis demanded that the board of directors of Kalvex
institute an outside audit for the purposes of
verifying the double-billing of expenses by
Wolf. The board decided to conduct an internal audit, rather than the outside audit demanded 5 by lii.gis~' and ultim'ately discharged
Ingis as an officer and employee of the company by virtue of his participation in the
kickback scheme. 6 The Allied board also declined to institute an outside audit demanded by Ingis. Thereafter, Ingis advised
the Commission's staff of the activities discussed above.
The Commission instituted proceedings
against Ingis and others arising out of the
kickback scheme described above and other
related events. 7 The Commission alleged that
4 SCP had agreed in writing, however, to the kickback
arrangements, including the issuance and delivery before April 1, 1974 to RMC of 15,000 shares of SPC's
common stock, or about 15 percent of the equity interest
in SCPo
5 In Securities and Exchange Commission V. Kalvex,
Inc., Civil Action No. 74 CIY 5643, CCH Fed. Sec. L. Rep.
. (Current) 11 95,226 (S.D.N.Y., 1975), in which Ingis was a
defendant, the district court found, however, that an
outside audit, even if conducted would not have exposed
Ingis' kickback scheme. Id. at p. 98,189.
6Ingis has instituted a civil action against Kalvex
alleging that he was wrongfully and maliciously discharged.

1 Securities and Exchange Commission V. Kaivex, Inc.,
Civil Action No. 74 CIY 5643, CCH Fed. Sec. L. Rep.
(Current) 11 95,226 (S.D.N.Y., 1975). In addition to the

Ingis violated and aided and abetted viola.:.
tions of Section 14(a) of the Securities' Exchange Act of 1934,15 U.S.C. 78n(a) and rules
14a-3 and 14a-9 promulgated thereunder, 17
CFR 240.14a-3 and 240.14a-9. In particular,
the Commission contended that both Kalvex
and Ingis, as a person standing for election
as a director, were subject to the proxy disclosure requirements of Section 14(a) and the
rules promulgated thereunder. In its opinion
rendered on July 1, 1975, the United States
District Court for the Southern District of
New York found that
Ingis knew that he was standing for
election as a director; he knew that the
proxy statements which had been filed
and distributed were false and misleading.

Securities and Exchange Commission V.
Kalvex, Inc., Civil Action No. 74 CIV 5643,
CCH Fed. Sec. L. Rep. (Current) §95,226 at
page 98,187 (S.D.N.Y. 1975). Accordingly, the
district court held that "Ingis' violated and
aided and abetted violatio~s of Section 14(a)
of the, Exchange Act and Rules 14a-3 and
14a-9 thereunder .... " I d.
The Commission also alleged that Ingis
aided and abetted violations of Section 13(a)
of the Securities Exch~nge 'Act of 1934, 15
U.S.C. 78m(a) and Rules 13a-1 and 13a-13
promulgated thereunder, 17 CFR 240.13a-1
and 240.13a-13. In particular, the Commission alleged that the quarterly and annual
reports filed by Kalvex were false and misleading by failing to accurately reflect the
kickback scheme discussed infra, the Commission alleged that Wolf submitted duplicate expense vouchers to
both Allied and Kalvex, which resulted in filing of false
and misleading reports with the Commission in violation
of Section 13(a) of the Securities Exchange Act of 1934,
15 U.S.C. 78m(a) and Rules 13a-1 and 240.13a-13. Wolf,
without admitting or denying the factual assertions
made by the Commission, consented to the entry of a
permanent injunction against future violations of Sec;
tions 13(a) and 14(a) of the Securities Exchange AC1t3~_
1934, 15 U.S.C. 78m(a) and 78n(a), and Rules 13a-l, CFR
13, 14a-13 and 14a-9 promulgated thereunder, 17 ddi240.13a-1, 240.13a-13, 240.14a-3 and 240.14a-9. I~ : the
tion, Kalvex consented to a final judgment by WhlC dopt
firm agreed to appoint an audit committee and .t~ ~ s in
" 1 ar actJVl tle
. . 0 fsImI
procedures to avoid the repetItIOn
the future.
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accounts of the company, falsely stating the
inc'ome and expenses of tile company, and
failing to disclose that Ingis had caused the
making of false entries which permitted him
to receive improper reimbursements by submitting false e-xpense vouchers. In addition,
it was argued that the quarterly reports for
the quarters ending March 29, 1974, and
June 28, 1974, were fals~ and misleading in
that the reports failed to disclose that RMC,
a corporation under Ingis' control, had receive,d, $8,500 in kickbacks from SCPo The
district court held: ~
As a person who provided assistance and
encouragement to conduct patently in
violation of the securities laws, defendant [Ingis] must be held responsible for
such conduct as an aider and abetter.

Id. at page 98,188.
The district court permanently enjoined
Ingis from future violations of the Federal
securities laws.
I d. at page 98,189.

IV. Finding
.
The Commission finds that Robert L. Ingis'
is subject to sanction under Rule 2(e)(3) of
the Commission's Rules of Practice, 17 CFR
201.2(e)(3) by virtue of his having been found
to have violated and aided and abetted violations of the federal securities laws and the
rules promUlgated thereunder and having
been permanently enjoined fr~m future violations of Sections 13(a) and 14(a) of the
Securities Exchange Act of 1934, 15' U.S.C.
78m(a) and 78n(a), and Rules 13a-1, 13a-13,
14a-3 and 14a-9 thereunder, 17 CFR 240.13a1, 240.13a-13, 240.14a-3 and 240.14a-9.
'

V. Offer of Settlement
£ In his offer of settlement, Ingis makes

th~

ollowing statements which he asks the Commission to consider, viz:
,
j \

Ingis has never previously be~n the sub-

e~ of a~y other Commission proceeding;

' IngIs initially apprised Kalvex and the
Comm'
.

hle-bi l~SIon of the facts relating to the douily dlh~g of expenses by Wolf and voluntara mItted .to the Commission his own par-

ticipation in
the
acts
subsequently
complained of by theCommission;8
3. Ingis voluntarily assisted the Commission in its investigation; .
4. Ingis has placed into an interest bearing trust account $7,409.78 of the $8,500 that
he deposited into the RMC account and has
instructed the trustees to deliver the $7,409.78 to SCP, Kalvex or such other person
who is determined to be the rightful owner of
these funds. 9
5. Ingis did not personally benefit from the
$8,500. deposited in the RMC account; and
6. The activities charged by the Commission did not involve a report filed by Ingis as
a CPA. to
7. Ingis represents that all of the acts
relating to the kickback scheme were based
on Wolfs instructions.
VI. Sanction

After due consideration of all the circumstances, and upon the recommendation of
the staff, the Commission has determined to
accept Ingis' offer of settlement. In arriving
at this determination, the Commission has
taken into consideration the statements
made by INGIS in his offer of settlement.
Accordingly, IT IS FURTHER ORDERED
THAT:
.
1. ROBERT L. INGIS, a CPA, be and he
hereby is prohibited from appearing or practicing before the Commission as an accountB:nt other than as an employee of an account;;lnt or consultant under supervision of an
accountant.
2. After twenty-two months, Ingis may apply for permission to resume appearance and
8Ingis came to the Commission, however, only after
Kalvex decided to conduct an internal audit but refused
to institute the outside audit which he had requested
and after he had been removed from his positions at
Kalvex and Allied.
,9 Ingis represents that RMC incurred expenses in the
amount of $200 for secretarial work and $890.22 in legal
fees and expenses which were paid out of the $8,500
deposited in the RMC account. The remaining $7,409.78
was retained in the RMC account since June, 1974,
which was under the control of Ingis as a signatory.
10Ingis was, however, the chief financial officer at
Allied and the chief executive officer at Kalvex.
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practice before the Commission as an accountant, provided that if during the pending of the prohibition:
A. Ingis has been employed by an accountant or as a consultant under the supervision of an accountant, then he will
submit an affidavit from a partner of each
accounting firm in which he was employed
or which supervised him attesting to his
professional competence as an accountant;
B. Ingis commences an independent accounting practice, then Ingis will request
the AICPA to review his auditing procedures as to clients whose audits were supervised or conducted by Ingis and to render a report on his professional
competence to the Chief Accountant of the
Commission; and

C. Ingis becomes a partner of an accounting firm, he will not handle a certified audit unless it is reviewed by another
partner of such accounting firm who will
attest in writing to Ingis' professional competence as an accountant.
3. Before applying for permission to resume practice and to appear before the Commission, Ingis shall submit satisfactory proof
that he has attended courses or seminars in
subjects relating to public accounting or auditing to the extent of at least 40 hours for
the twelve months immediately preceding
his application for readmission.
By the Commission
GEORGE

A. FITZSIMMONS
Secretary

RELEASE NO. 187
December 15, 1975
SECURITIES ACT OF 1933
Release No. 5655

SECURITIES EXCHANGE ACT OF 1934
Release No. 11923

Order Accepting Resignation from Commission Practice as an AccoUntant in the Matter of Bill D.
Steele (Rules of Practice-Rule 2(e))
On March 5, 1974, the Commission institute an injun,ctive action in the United
States District Court for the Central District
of California alleging, among other things,
that Bill D. Steele, an accountant and formerly the chief financial officer of the Seaboard Corporation, violated the anti-fraud
provisions of the Securities Act of 1933 and
the Securities Exchange Act of 1934. 1 Without admitting or denying the allegations in
.the Commission's complaint, Steele consented to entry of a permanent injunction in
that action enjoining him from fraudulent
conduct in connection with the offer, purchase and sale of securities. 2
I S.E.V. v. The Seaboard Corporation, et al ... Civil
Action No. CV 74-567-MML.
2 The injunction was entered on July 31, 1975.

Having been advised that the Commission
was contemplating the institution of administrative proceedings pursuant to Rule 2(e) of
its Rules of Practice, based on the allegations in the injunctive action, to determine
whether he should be temporarily or permanently denied the privilege of appearing or
practicing before it as an accountant, Ste~le
agreed to resign from Commission pract~ce
as an accountant on condition that no admInistrative action be brought against him. lIe
further agreed that if he subsequently applies for readmission to such practice, ~ern,
. allegatIOns
. 'm the InJunc
.'
t'IVe actlo
tam
•
3which are specified in his letter of resl~a._
tion, shall, for purposes of any suc~ 3P~ In
tion only, be deemed true and cor~~c tion
addition, he agreed that any such apP lC(3) he
.
that·. a.
h
shall be supported by a sowIng
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has fa:miliarized himself with the registrationand the disclosure provisions of the federal securities statutes and with the Commission's requirements with respect to
acco'Unting procedures, and (b) nothing has
occurred during the intervening period that
would be ,a basis for adverse action against
him pursuant to Rule 2(e).
After due consideration, and upon the recommEmdation of its staff, the Commission
determined to (accept Steele's resignation
from Commission practice as an accountant.

Accordingly, IT IS ORDERED that resig.:.
nation of Bill D. Steele from appearing or
practicing before the Commission be, and it
hereby is, accepted, and he shall no longer
have the privilege of so appearing or practicing.
For the Commission, by its Secretary, pursuant to delegated authority.
GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 188
January 7, 1976
SECURITIES EXCHANGE ACT OF 1934
Release No. 11985

SECURITIES ACT OF 1933
Release No. 5667
INVESTMENT COMPANY ACT OF 1940
Release No. 9115

Interpretive Statement by the Commission on Disclosure by Registrants of Holdings of
Securities of New York City and Accounting for Securities Subject to Exchange Offer and
Moratorium
The Commission has noted developments
with respect to the financial problems of the
City of New York~ inCluding the moratorium
imposed by' the state legislature on the enforcement by holders of the terms of certain
outstanding short-term obligations of the
City of N ew York; 1 recent amendments
adop,ted by the legislature to the Local Finance Law (Title 6-A), the creation of the
~unicipal Assistance Corporation for the
CIty of New York ("Municipal Assistance
t orporation"), the enactment by the legis laure of statutes providing for a three-year
fi\nan' I
CIa plan for the . City and the enactment
-~--

"

'The leg l"t
in liti
,a 1 y of the moratorium has been challenged
York r:;lOn, and upheld in the Supreme Court of New
Corp. for~~h,tng, National Bank v. Municipal Assistance
22, 1975 b e Ctty of New York, et al., decided December
SUpreme
Judge Harold Baer, Index No. 20245-1975,
an intent' ourt, New York). The plaintiff has indicated
IOn to appeal.

6

by Congress of The N ew York City Seasonai
Financing Act of 1975 (Public Law 94-143).
These developments have created significant
questions with respect to disclosure and accounting by registrants who are holders of
New York City securities. In light of these
developments, the Commission has determined that it would be helpful to investors
and to registrants and independent public
accountants to publish its views on some
aspects of these problems.
The Commission's present rules require
certain specific disclosures of the cost and
market values of investments in securities.
Commercial and industrial companies are required to state the cost and market value of
marketable securities and other securities
investments, either by setting forth each
issue separately or by the use of reasonable
groupings. 2 Management investment compa2

Regulation S-X, Rules 5-02-2, 5-02-12, 12-02.
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nies, are required to state the cost and value
of each issue held. 3 Insurance companies and
banks are required to state the 'cost and
value of the aggregate holdings of bonds. and
notes issued by states,' municipalities and
political subdivisions, and in the case of insurance companies, corporate securities. 4
In addition to these specific rules; the Commission has long required registrants to include in filings "such further material information as is. necessary to make the required
statements, in light of the circumstances under'which they are made, not misleading.."5
In interpreting this requirement, the Commission has from time-to-time issued statements which call attention to particular
problems where disclosure beyond the specific requirements of rules may be necessary.
In view of the circumstances referred' to
above, the Commission believes that certain
information in regard to holdings of New
York City securities set forth below is material and should assist investors in making
their own judgments about the effects, if
any, on'the income arid business of registrants of the developmeJlts referred to above
with respect to the financial situation of New
York City.
Accordingly, registrants who hold New
York City notes that are in moratorium;
other securities issued by the City ~f New
York that will mature within three years;
securities of the Mutlicipal AssjstanceCorporation that were issued in exchange for New
York City notes in moratorium; or securi~ies
of the Municipal Assistance Corporation that
were made subject to an agreement modifying tt;!rms, should make the following disclosures in notes to financial statements (and, if
appropriate, in m~~agement's analysis of the
summary of earnings) if the book value of
such securities in the aggregate amounts to
more than 10% of stockholders' equity:

~ RegUlation S-X, Rules 6-02-7, 12-19.

RegUlation S-X, Rules 7-03-1, 7a-03-1, 12-19, 9-05(b)(2)
and Regulation F, Form F-9A-2(a)(3) of the Federal
Reserve Board.
4

S Regulation S-X, Rule 3-06; also Rule 408 under the
Securities Act of 1933 and Rule 12b-20 under the Securities Act' of 1934.

(1) The total cost and carrYing value (if
other than cost) of the above described'
securities which were held at the end of
1975, and the income on such securities
recorded in 1975.
(2) Of the total amount included in (1),
identify separately the cost an( carrying
..
'/
value of those securItIes
.
Ca) issued by New York City in~ moratorium,
(b) other securities issued or guaranteed by or otherwise obligating the
City of New York which will mature
within three years,
(c) issued by the Municipal Assistance
Corporation in exchange for the
New York City notes in'moratorium,
and
(d) issued by the Municipal Assistance
Corporation and subject to an
agreement modifying terms.
(3) A discussion of the effect of the moratorium, exchanges or agreements on future iricome in' comparison' with the
income recorded in 1975.
This disclosure reflects the fact that New
York City has encountered an acute financial ,problem which has required certain
emergency measures. On the other hand, in
the light of the measures referred to there
does not appear to be any adequate basis at
this. time for cori~luding that the long term
risks involved are uilique, and, therefore, the
Commission beiie'ves the existing provisions
of Regulation S-X whjch require, in addition
to disclosure of the aggregate cost, disclos~r~
of the aggregate market value of all mumCIpal securities, including those of New York
City, should adequately reflect the long term
risks. The Commission has therefore determined, after consultation with the bank r:f
ulatory authorities, not to mandate specl ~
cally at this time disclosures beyond thos
presently required and those stated abov~. t
The disclosures referred to above re le~
the Commission's conclusion that devbe oms
. 1 pro 1e at
ments with respect to the financla
of the City of New York call for disclosu~orlc
this time of significant holdings o.f ~e~y afCity securities which are pa~tIc~:raffairs
fected by recent developments III t
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of the City. The Commission recognizes, however, t}:~at other issuers of securities may
suffer financial difficultIes that could adversely impact holders of material investments in such. securities. As a part of a
longer term and more generalized effort to
deal with the· fact that significant concentration of holdings in any security may warrant
disclosure,the Commission is proposing an
amendment to Rule 3-16( ) of Regulation S-X
which would require footnote disclosure by
all registrants of certain concentrations in
securities holdings. (See Securities Act Release No. 5668, dated January 7, 1976).
In addition to the questions of disclosure
discussed above, questions have arisen as to
how holders of securities subject to the moratorium or securities into which they have
been exchanged should. account for those
securities in their financial statements at
December 31, 1975. Various views have been
expressed, and it is apparent from the diversity of reaction to the factual circumstances
set forth herein that there is no single answer to the questions within the currently
existing body of authoritative accounting
pronouncements.

Because there are differing opinions
among accountants as to the 'proper accounting treatment under existing authoritative
pronouncements, and in view' of the fact that
the Financial Accounting Standards Board
has agreed to undertake a study of the accounting problems raised by the moratorium
and exchange with the intention of dev~lop,
ing standards' which can be applied to yearend statements in 1976, the Commission is
not prepared at this time to require the use
of any particular accounting method to a~
count for holdings of such securities at December 31, 1975. It believes that the disclosures set forth above, together with a
description of the accounting methods followed, should assist investors in evaluating
the impact of the moratorium and exchange
on registrants and to estimate the amounts
which might have been recorded under alternative accounting methods.
By the Commission.

GEORGE A. FITZSIMMONS

Secretary

RELEASE NO. 189
February 9, 1976
SECURITIES ACT OF 1933
Release No. 5684

SECURITIES EXCHANGE ACT OF 1934
Release No. 12081

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19379
Notice of Withdrawal of Release No. 33-5612 Which Proposes Amendments to Form 10-Q and
Regulation S-X,Regarding Interim Financial Reporting
"
is~n dSeptember 10, 1975 the Commission ments for the content of quarterly reports on
Form 10-Q by all registrants now reporting
ado;t. Accounting Series Release No. 177
on Forms 7-Q and 10-Q and a new rule [Rule
Regut~ amendments to Form 10-Q and
l'epOrt~tlon S-X regarding interim financial 3-16(t)] which requires disclosure of selected
adoPt:~g· In that release, the Commission quarterly financial data in notes to financial
statements of certain registrants whose
Substantially increased require-
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shares are actively traded and whose size is
above certain limits. Reference is .made to
Accounting Series Release No., 177 for a discussion of ~he new reporting requirement on
Form 10-Q and applicability of Rule 3-16(t) to
registrants.
The Commission noted in ASR No. 177 that
the inclusion of interim data in an unaudited
footnote to the financial statements will associate the independent ac~ountant with
these data. Therefore, the Commission simultaneously issued for comment Release No.
5612 in which it proposed review and reporting procedures which set forth its expectations as to the responsibilities of independent accountants who are associated with
interim financial data. The purpose of the
proposal was to provide the profession with
appropriate "professional standards and pro(!edures" to protect the interests of inv.estors.
The Commission noted in ASR No. 1,77 that
the subject of auditor involvement with interim financial data has been under active
consideration by the Auditing Standards Ex-

ecutive Gommittee (AudSEC) of the American Institute of Certified Public Accountants. The Commission urged AudSEC to
continue its study of auditor involvement in
the interim reporting process. It. indicated
that if AudSEC adopted a statement which
satisfactorily defines the standards and procedures to be followed by auditors for such
involvement, it would withdraw Release No.
5612.
In December 1975 AudSEC issued Statement on Auditing Standards No. 10 entitled
"Limited Review, of Interim· Information."
The' standards and procedures set forth in
that statement appropriately define the role
of the auditor in the interim reporting process. Accordingly, the Commission is withdrawing the proposed rules set forth in Release No. 5612 and intends to rely on the
standards adopted by AudSEC.
, By the Commission.
GEORGE

A. FITZSIMMONS

Secretary

RELEASE NO. 190
March 23, 1976
SECURITIES ACT OF 1933
Release No. 5695

SECURITIES EXCHANGE ACT OF 1934
Release No. 12240

PUBLIC UTILITIES HOLDING COMPANY
ACT OF 1935
Release No. 19437
Notice of Adoption of Amendments to Regulation S-X Requiring Disclosure of Certain
Replacement Cost Data
A. General Statement

In' Securities Act Release No. 5608 issued
August 21, 1975, the Commission proposed
for comment amendments to Regulation S-X
which would require footnote disclosure of
certain financial data regarding current replacement cost. These proposals were de-

.
.
to enable mvestors
to 0 bt a in more
SIgned
.
.
relevant mformatlon about t h e curr ent. eCOt1 _
,
. . an In a
solelY
nomics of a business enterprIse I~
tionary economy than that provIded
bath
by financial statements prepared on tteers of
sis of historical cost. More than 350 Ie oposcomment have been received on the pr
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als and after giving these comments careful
consideration, the Commission has determined to adopt the proposals in somewhat
revised form. In addition, the Commission
has decided to create an advisory committee
to assist its &taff in providing guidance to
registrants in the problems of implementing
this new rule.
The new rule as adopted requires registrants who have inventories and gross property, plant and equipment which aggregate
more than- $100- million and which comprise
more than 10% of total assets to disclose the
estimated current replacement cost of inventories and productive capacity at the end of
each fiscal year for which a balance sheet is
required and the approximate amount of cost
of sales and depreciation based on replacement cost for the two most recent full fiscal
years. In addition, registrants are required
to disclose the methods used in determining
these amounts and to furnish any additional
information of which management is aware
and believes is necessary to prevent the information from being misleading. This information may be presented either in a footnote
to the financial statements or in a separate
section of the financial statements following
the notes. In either place, the information
may be designated as "unaudited."
In requiring these data, the Commission is
aware that it is requiring companies to make
disclosures of costs which cannot be calculated with precision. They must be estimated
on the basis of numerous assumptions which
may vary over time and from company to
company and through the use of techniques
which are not so fully developed that they
can be standardized at the present time, if
ever, This is because estimates of current
;':Placement cost must be made within the
a~ework of each registrant's economic situatIon
cep t
and
ecauseb
there are'
dIfficult conb ual and empirical jUdgments which must
f:ctmade ,in the light of different specific
dat Ual cIrcumstances in developing the
tha~' Nevertheless, the Commission believes
inves~uch data are important and useful to
It fe ~rs and are not otherwise obtainable.
P1ain:ds t?at imprecision, if properly exl'he C ' will not make the data misleading.
omm'ISS Ion
.
encourages registrants to
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supplement the required disclosures with information which management believes will
be helpful to investors in understanding the
impact of price changes and other current
economic conditions on reported- results.
In recognition of the imprecise nature of
the data, the Commission is proposing for
comment a "safe harbor" rule designed -to
recognize in a rule the Commission's view
that if such data have a reasonable basis, are
prepared with reasonable care and in good
faith and are presented with adequate disclosure the data do not constitute an "untrue
statement of a material fact" or a "manipulative, deceptive or fraudulent device."

Decision not to Delay
The Commission was urged by many commentators to delay the adoption of rules (or
at least the effective date) until the means of
compliance with the rules could be spelled
out with precision~ The Commission has concluded that such delay is not appropriate in
general, although it has permitted a one
year delay in effectiveness of the rule for
mineral resources in the extractive industries. This was done in recognition of the
particularly severe implementation problems
for such assets and in the light of the expressed willingness of a leading trade association in the largest of these industries to
undertake a major research - effort within
this year to resolve such problems. In- addition, a one year delay has been permitted in
effectiveness for foreign assets located outside the North American continent and the
European Economic· Community if certain
specific disclosures relating to such assets
are made.
The Commission's judgment that delay is
not appropriate is based on a number of
factors. First, it believes that under current
economic conditions, data about the impact
of changes in the prices of specific goods and
services on business firms is of great significance to investors in developing an understanding of the current operations of any
firm. While the current general rate of inflation has been reduced from 1974 levels, it is
still at a level such that unsupplemented
historical cost based data do not adequately
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reflect current business economics. Further,
in any inflationary economy specific costs
and prices which may affect a business
change more rapidly than the general price
level. These factors make the impact of delay
more severe than would be the case in a time
of price stability.
In addition, as a practical matter, it would
never be possible for the Commission to anticipate every possible circumstance that
may be faced in the application of this new
disclosure rule. This is particularly true
since the rule covers new ground and requires subjective judgments in its. application. Accordingly, the Commission believes
that various approaches taken in implementing the rule should be viewed as experimental, and that alternative approaches will be
acceptable as long as the methods used are
fully described and are applied in good faith
and with reasonable care. There does not
seem to be any persuasive reason, therefore,
to deny these data to investors while experimentation. in alternative techniques takes
place.
By r~quiring full disclosure of the .approaches . used and permitting considerable
flexibility in the way in which the data are
displayed, the Commission is confident that
it has provided - sufficient latitude so that
registrants will be abl,e to communicate effectively the meaning 'of the data to investors. Registrants may, for example, present
the data in supplemental financial statements, show estimates in terms of ranges
rather than single figures, and discuss the
imprecisions inherent in the data. They may
describe historical relationships between
costs and selling prices, point out the cost
savings and any incremental costs and
changed economic lives associated with new
equipment, indicate their plans for the replacement or non-replacement of assets, and
present any other information which they
be,lieve will assist investors in understanding
t1'!e i~pact of changing prices and inflation
in general on the registrant. This may include a discussion of possible favorable effects of inflation on the firm, such as the
benefits from repaying debt in less valuable
dollars and the possible benefits of operating
leverage in an inflationary environment.

While certain standards and guidelines for
application of this rule may be developed
after experimentation has taken place, it is
highly unlikely that a totally uniform set of
procedures can ever be developed which will
make the implementation of the rule a mechanical process.

Creation of Advisory Committee to Assist in
Implementation
'
Nevertheless, the Commission recognizes
that it is important that registrants receive
guidance on implementation problems and
that experience in this regard is shared.
Accordingly, it has determined to appoint an
advisory committee composed of persons
working with the problems of implementation to meet on a regular basis with the staff
of the Commission to consider problems
raised by registrants in complying with the
rule. The composition and procedures of this
committee will be announced shortly. From
these meetings and from its other experiences in dealing with registrants; the staff
will publish staff accounting'bulletins which
set forth its judgments. The first staff accounting bulletin on this subject which responds to questions raised in letters of comment on the proposal and to problems arising
from the staff's experience in participating
in pilot programs by business firms is being
published simultaneously with the issuance
of this release.
In addition to its own efforts, the Commission believes that it would be useful for
industry groups and associations to consider
specialized problems in the application of
replacement cost concepts to their areas of
interest. In this connection, such groups may
undertake to develop specific price indices
applicable to particular classes of assets and
suggest uniform industry-wide reporting approaches. The Commission staff would be
willing to lend such assistance as it can to
such efforts.
Analysis of Costs and Benefits
. d the proThe release which accompame
to
posed rules specifically requested data ;sn ts
the cost of compliance. Many respon e
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expressed concern about -costs, but only a
small number made specific estimates. Those
estimates varied widely, and iri general the
cost· estimates supplied by companies which
had implemented replacement cost systems
or undertaken _pilot studies were substantially below those which had not. This suggests that as companies take steps to implement the rules' adopted herein, they will find
that the cost of compliance will be less than
that estimated. 'Nevertheless, the Commission recognizes that the cost of implementing this rule will be significant, particularly
in the first year of preparing the necessary
data. It also seems clear that the cost will be
proportionately higher for small companies
with less sophisticated accounting systems.
The Commission has carefully considered
the cost of implementation and weighed it
against the need of investors for replacement cost information. It has concluded that
in the case of companies of large size which
generally have' the largest· public investor
interest, the data are of' such importance
that the benefits of disclosure clearly outweigh the costs of data preparation. In the
case of smaller companies where the cost
burden is proportionately greater and the
e:ctent of public investor interest is proportIonately less, the balance between economic
costs and benefits is less clear. Accordingly,
the Commission has determined initially to
exempt from the rule companies whose inven~ories and gross property; plant and
eqUIpment aggregate less than $100 million.
While it urges such companies to make appr?priate disclosure of the effect of specific
~~l~e changes and inflation in general on
. elr operations, it is not at this time requirIn~ them to make the spe~ific disclosure re!~~~ed by this rule. As experien,ce is' gained
th bthe ~osts of implementing the rule and
th: Cenefl~ ~f the information to investors,
of el' o~nm~slOn will consider the desirability
Inu~n.a~mg or amending the exemption.
that a dItIon, the Commission has concluded
prope~~panies whose inventories and gross
assets les comprise less than 10% of total
the c need not make the disclosure since in
SUch a~~ of such companies the effects of
WOUld lsclosure on financial statements
generally be immaterial.

459

Inclusion of Data in Financial S~atements and
Auditor Responsibility
The Commission also asked for specific
comment on whether the required data
should be audited. Most commentators suggested that due to both cost considerations
and the Jack of articulated standards, it
would be undesirable to require the replacement cost information to be audited. Many
advocated that the data be removed from the
financial statements and included elsewhere
in annual reports and filings.
In response to these comments the Commission has concluded that the re~uired data
need .not be audited and it accordingly will
permIt the required information to be labeled "unaudited." It does not believe, however, that the information should be removed from the financial statements. As it
has previously stated, 1 it believes that significan~ financial disclosures about business operatIons during a period should generally be
included in the financial statements for that
period, and it does not see any compelling
reasons for excluding this information. In a
?u~iness world characterized by uncertainty,
It IS necessary to recognize that many estimates based on subjective judgments must'
be included in financial statements and that
appropriate means of describing the uncertainties and the lack of precision in the data
must be found. 2
. While the original proposal required that
the data be displayed in a footnote, the Commission recognizes that in some circumstances the required data when supplemented by
additional disclosures explaining the basis
for its preparation and other information
deemed appropriate by management may be
of considerable length and include substantial data. Both because of its length arid its
nature registrants may feel that it should
not be included in the notes to the financial
statements. Accordingly, the adopted rule
permits the disclosures either in the footnote
or in a separate section of the financial statements which follows the notes and is appropriately labeled. If such a separate section is
I

2

Accounting Series Release No. 177
Accounting Series Release No. 166
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used, a brief cross reference in the notes
(such as in the note on accounting policies)
would be appropriate.
. The unaudited footnote or separate section
of the financial statements containing the
data will be a part of financial statements
reported on by independent accountants: Accordingly, the independent accountant will
be associated with the replacement cost information even though it is unaudited. The
Commission urges the Auditing Standards
Executive Committee of the American Institute of Certified· Public Accountants to develop appropriate standards applicable to the
auditor in the case of such association.
Non-Preemption of Financial Accounting
Standards Board
A number of those commenting upon the
proposal expressed concern that the rules if
adopted would preempt. the Financial Accounting Standards Board (FASB) and possihly the conclusions of the Commission's general study of financial disclosure now under
way. The CommissIon does not believe that
these concerns are merited.
In December 1974, the FASB issued an
exposure draft of a statement which would
require financial statements to include supplemental data in which historical costs were
adjusted for changes in the general price
level. In the Commission's proposal, it noted
that general price level adjustments might
be used either with historical cost or current
replacement cost financial data. Accordingly,
it did not and does not view its proposal as
competitive with that of the F ASB. In fact,
in implementing the Commission's rule, some
registrants may wish to use data regarding
changes in the general price level as part of
the analysis of reasons for changes in replacement costs. At the present time, how. ever, the Commission does not propose to
require the presentation of data restated for
changes in the general purchasing power of
the monetary unit.
Similarly, the Commission does not believe
its new requirements prejudge any conclusions which may arise from the F ASB's
study of the conceptual framework of financial statements. As it noted in its original

proposal, the Commission believes that fundamental changes in the basic accounting
model should come about only after careful
study by the F ASB. It believes that experi7
mentation with replacement cost information of the sort that will result from the
implementation of this rule will m~terially
assist the F ASB in its study as well. as
providing meaningful supplemental disclosure to investors in the interim.
Finally, the Commission does not feel that
adoption of this rule will have any adverse
effect on its own broad study of financial
disclosure. One of the reasons for the study
was the concern expressed by some tp,at the
Commission's requirements emphasized objective disclosure to the exclusion of relevant
information .. Certainly this rule will give the
study group the opportunity to observe the
response of registrants and investors to a
requirement for non-precise subjective disclosure. The rule will of course be part of the
total framework studied and its adoption at
this time does not exclude it from consideration in the study.
Non-Inclusion of Other Current Cost and
Value Data
Some commentators on the proposed rule
objected to its partial approach. They suggested that data be required concerning the
current value of other assets' and liabilities
and the effect of inflation on monetary items
held by the company. The Commission recognizes that its rule is a limited one and does
not deal either with all effects of inflation on
financial position and operations, or with the
current value of all assets and liabilities. Its
primary objective, as articulated in ~he
adopted rule, is to provide investors WIth
meaningful additional information not oth~r
wise available about the current econo~Icsl
· t 0 rIca
of a business as a supplement to h IS
.
e
cost data. A secondary objective is to proV'I.d s
· entorle t
data about the current cost 0 f IllV'
and productive capacity at the balance shee
t' g asdate. These are the principal oper~ l~ that
sets of many businesses. It is recognIze ure
replacement cost does not always meaSse ts
the current economic values of such as
,
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but in m'ost cases it is a reasonable approximation.
The Commission views its rule as a first
step'in a process of providing more meaningful disclosure .about current economic costs
and values to investors. It believes that the
rule will encourage meaningful experimentation with the various approaches to providing such information, and as noted above it
will assist the F ASB in addressing the broad
conceptual and practical issues involved.
The Commission also believes that the rule
will provide investors' with significant data
now unavailable about the effect of current
economic conditions on the bllsiness. The
effect of inflation on mOl'1:eta'ry assets and
liabilities can be approximated from data
now publicly available, and the current market value of marketable securities portfolios
is required to be disclosed. With the additional data provided as a result of this rule,
analysts and investors should be able to develop a. number, of different methods of analyzing economic results, such as estimating
the return on new investment, calculating
rates of return on capital based on varying
assumptions and developing alternative
measures of economic results.
The Commission cautions investors and
analysts against simplistic use of the data
presented. It intentionally determined not to
require the disclosure of the effect on net
income of calculating cost of sales and depreciation on a current replacement cost basis,
both because there are substantial theoretical problems in determining an income effect
and because it did not believe that users
~hould be encouraged to convert the data
Into a single revisE;!d net income figure. The
data are not designed to pe a simple road
map to the determination of "true income."
~n addition, investors must understand that
Ue to the subjective judgments and the
lllany
circumstances . different specific factual
.
,
Involved, the data will not be fully comrarable among companies and will be subject
o errors of estimation.
Legal Exposure of Registrants
Finan
about y, commentators expressed concern
the possible legal liabilities to which
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they would be exposed as a result of including data based on subjective judgments and
estimates. While the Commission believes
that registrants are protected under the law
as it now exists if such data have a reasonable basis, are prepared with reasonable care
and in good faith and are accompanied by
disclosure of the basis of their calculation
and the imprecisions inherent therein, it has
determined to propose an amendment to
Rule 3-17 to make this clear. This proposal is
being issued for comment (in Securities Act
Release No. 5696) simultaneously with the
adoption of these amendments to Regulation
S-X.
Effect on Competition
The Commission has considered the impact
which the foregoing amendments to Regulation S-X would have upon competition and
has concluded that the preparation and discloslire 'of replacement cost information of
the type in question to the public, including
registrants' competitors, will not significantly burden competition. In addition, the
Commission has concluded that requiring
th~se disclosures only by those companies
whose inventorIes and gross property, plant
and equipment aggregate $100 million or
more, and whose total inventories and gross
property, plant and equipment are 10% or
more of its total assets, will not significantly
burden the ability of such companies to compete with those which do not meet these
criteria. In' any event; the Commission has
determined that any possible resulting burden will be far outweighed by, and is necessary and appropriate to achieve, the important benefits to investors discussed herein.
Effective Date of Regulation S-X Amendments
The ,CommIssion has determined to make
Rule 3-17 of Regulation S-X effective for
financial statements covering fiscal years
ending on or after December 25, 1976, with
the exception that it shall not apply to the
mineral resource assets of companies engaged in the extractive industries prior to
fiscal years ending on or after December 25,
1977, nor shall it apply to the assets located
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outside the North American continent and
the countries of the European Economic
Community prior to fiscal years ending on or
after December 25, 1977, provided that the
historical cost and a description of any such
assets excluded from the supplemental replacement cost data are disclosed.
B. Amendments Adopted
Regulation S-X.

*

*

*

*

*

-Rule· 3-17. Current Replacement Cost Information.
Statement of Objectives
The purpose of this rule is to provide information to inve~tors which will assist them in
obtaining an understanding of the current
costs of operating the business which cannot
be obtained from historical cost financial
statements taken. alone. Such informa,tion
will necessarily include subjective estimates
and it ·-may be supplemented by· additional
disclosures to assist investors in understanding the meaning of the data in particular
company situations. A secondary purpos~ is
to provide information which will enable
investors to determine the current cost of
inventories and productive capacity as a
measure of the current economic investment
in these assets existing at the balanc~.sheet
date.

Exemption. This rule shall not apply to
any person where the total of inventories
and gross property, plant and equipment
(Le., before deducting accumulated depreciation, depletion and amortization) as
shown in the consolidated balance sheet at
the beginning of the most recently completed fiscal year is less than $100 million
or where the total of inventories and gross
property, plant and equipment is less than
10 percent of the total assets of the person
as shown in the consolidated balance sheet
at the beginning of the most recently completed fiscal year.
The information set forth below shall be
shown in a note to the financial statements
or as part of a separate section of the finan-

cial statements following the notes. "The note
or the separate section may be designated
"unaudited."
,
.

. . ". .

(a) The current replacement 'cos~of inventories at each fiscal year end for which a
balance sheet is required shall be stated. 'If
current replacement cost exceeds netrealiz':,
able value at that date, that fact shall be
stated and the amount of the excess disclosed.
.
(b) For the two most recent fiscal years,
state the approximate amount which ,cost of
sales would have been if it had been calculated by estimating the current replacement
cost of goods and services sold at the times
when the sales were made.
.
(c) State the estimated current cost of replacing (new) the productive capacity together with the current depreciated replacement cost of the productive capacity on hand
at the end of each fiscal year for which a
balance sheet is required. For purposes of
this rule, assets held under financing leases
as defined in Rule 3-16(q) shall be included in
productive capacity. In the case of any major
business segments wl1ich the company does
not intend to maintain beyond the economic
lives of existing assets, the disclosures set
forth in Rules 3-17(c) and (d) are not required
provided full disclosure of the facts, amounts
and circumstance;; is made.
(d) For the two most recent fiscal years,
state the approximate amount of .depreciation, depletion and amortization which would
have been recorded if it were estimated on
the basis of average current replacement
cost of productive capacity. For purposes of
this calculation, economic lives and salv~g~
values currently used in calculating hist?rIcal cost depreciation, depletion or amortI~a
tion shall generally be used. For assets be.1Dg
depreciated, depleted or amortized on a tlml~
expired basis, the straight-line method sha _
be used in making this calculation. For as
. ' deplete d or amo rtized
on
sets deprecIated,
. shall
any other basis (such as use), that baSIS
be used for this calculation.
.
erJllin(0)
(e) Describe the methods used In det
.
'tem S ..
ing the amounts disclosed m 1
. der a through (d) above. Describe wha~ consl·terns
tion, if any, was given in respondmg to 1
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(a) and '(b) .to the related, effects on direct
labor costs, repairs and maintenance, utility
and other indirect costs as a result of the
assumed replacement of productive capacity.
Where the economic lives or salvage values
currently used in historical cost financial
statements are not used in (d) above, an
explanation of other bases used and the rea,sons therefor shall be disclosed. If depreciation, depletio~ 'or amortization expense is a
component of inventory costs or cost of sales,
indicate' that fact and cross-reference the
answer' for this item in item (b) in order to
avoid, potential' duplication in the use of
these data.
(0 Furnish any additional informationsuch as the historical customary relationships between cost changes' and changes in
selling prices, the difficulty and related costs
(such as those related to environmental regulations) which might be experienced in replacing productive ca'pacity-of which management is aware and which it believes is
necess~ry to prevent the above information
from being misleading.

, *

*

*

*
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This amendment to' Regulation SoX is
adopted pursuant to Sections 6, 7, 8, 10 and
19(a) of the Securities Act of 1933; Sections
12, 13, 15(d) and 23(a) of the. Securities Exchange Act of 1934; and Sectio~s 5(b), 14 and
20(a) of the Public Utility Holding Company
Act of 1935.
Rule 3-17 of Regulation S-X is effective for
financial statements for fiscal years ending
on or after December 25, 1976" except t~at
the rule shall be initially applicable to the
mineral resource assets of registrants engaged in the extractive industries and to
registrants' assets located outside the North
American continent and the countries of the
European Economic Community in financial
statements for fiscal years ending on or after
December 25, 1977; provided that the histori: cal cost and a description of any such assets
excluded from the supplemental replacement
cost data are disclosed.
. B~ the Commission.

GEORGE

*

A. FITZSIMMONS
Secretary

RELEASE NO. 191
March 30, 1976 '
Findings, Opinion and, Order Imposing Remedial Sanctions in the Matter of Rudolph, Palitz & Co_
and Harvey B.. Spiegel
'
These are proceedings pursuant to Rule
2(e) of the Commission's Rules of Practice to
determine whether Rudolph', Palitz & Co.
("the firm"), a public accounting firm, and
:arve y B. Spiegel, a former partner of the
t~, should be temporarily or permanently
. enled the privilege of appearing o'r practicIng before the Commission.
s ~esPondents have submitted an offer of
.:. tlelll ent which the Commission has deter"llned t
th
0 accept. Solely for the purpose of
de~s~ proceedings and without admitting or
ceellng the allegations of the order for prolllgS, respondents consent to institution

of proceedings under Rule 2(e)' of the Commission's Rules of Practice and to the entry
of an order containing certain findings and
remedial sanctions as set forth below.
On the basis of the order for proceedings
and the offer of settlement, it is found that:
1. Capital Corporation of America (CCA), a
Pennsylvania corporation, has been registered with the Commission as a management, closed-end, non-diversified investment
company pursuant to Section 8 of the Investment Company Act of 1940 (1940 Act) since
March 30, 1967. CCA is also a small business
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investment' company, licensed as such on
August 9, 1962 under the Small Business
Investment Act of 1958.
2. CCA filed with the Commission a registration statement on June 28, 1967 under the
Securities Act of 1933 (1933 Act) which registration statement became effective September 17, 1970. CCA also filed reports and proxy
solicitation materials as required by Sections
20 and30(a) and (b) of the 1940 Act.
3. Respondent Spiegel was CCA's auditor
from prior to March 31,1967 through October
31, 1968. Respondent Rudolph,Palitz was
CCA's auditor from November 1, 1968 to
March 31, 1974. From November 1, 1968
through February 28, 1972, respondent Spiegel was a partner of respondent Rudolph,
Palitz and was the partner in charge of the
audit of CCA.l
4. Subchapter M of the' Internal ~evenue
Code of 1954 enables an investment company
to enjoy certain favorable tax treatment provided that, among other things, at the end of
each fiscal quarter of the investment company, the values and distribution' of certain
securities owned by the investment company
do not exceed specified percentages of the
total assets of the investment company.
5. From sometime prior to March 31, 1967
continuing beyond March, 1972, CCA had
established lines of credit with various
banks. On or about March 31, 1970, CCA
borrowed $500,000 against such lines of
credit, issuing notes therefor, payable April
1, 1970. On or about March 31, 1971, CCA
borrowed $740,000 against such lines of
credit, issuing its notes therefor bearing a
due date of April 1, 1971. On or about March
30; 1972, CCA borrowed $200,000 issuing its
note payable April 3, 1972. April 3, 1972 was
the first banking day following March 31,
1972. Each note was repaid on the due date.
6. Respondents knew that the purpose of
the aforesaid borrowing was to increase the
amount of cash of CCA at the end of the
fiscal quarters ended March 31, 1970, March
31, 1971 and March 31, 1972, 2 so as to enable
CCA to show the requisite ratios and thereby
1 Respondent Spiegel has not practiced as a public
accountant since March 1, 1972.
2The fiscal year of CCA ends on March 31.

to qualify for the favorable tax treatment
afforded investment companies under Subchapter M of the Internal Revenue Coqe.
Respondents knew or should have known
that eCA did not intend otherwise to use the
proceeds of the loans made on or about
March 31, 1970, March 31, 1971 and March
31, 1972 in the operations of CCA.
7. Respondents, in auditing and reporting
on the financial statements for the fiscal
years ended March 31~ 1970, March 31, 1971
and March 31, 1972, acquiesced in the following treatment of the transactions for balance
sheet purposes: The proceeds of the borrowings which occurred on or about March 31 of
each year were included as cash on the asset
side of the balance sheet. The amounts of the
borrowings were included under liabilities
and capital under the caption "Notes payable due within 90 days-unsecured."
8. The balance sheet of CCA dated March
31, 1970 showed cash in the amount of $533,105. Of this amount, $500,000 represented the
proceeds of the note dated March 31, 1970
payable April 1, 1970. The balance sheet of
CCA dated March 31, 1971 showed cash in
the amount of $859,619. Of this amount,
$740,000 represented the proceeds of the note
dated March 31, 1971 payable April 1, 1971.
The balance sheet for March 31, 1972 showed
cash in the amount of $448,393. Of this
amount, $200,000 represented the proceeds of
the note issued March 30, 1972 payable April
3,1972.
9. The borrowings referred to above represented approximately 53 percent of the notes
payable shown in the balance sheet dated
March 31, 1970, approximately 50 percent of
the notes payable shown in the balance sheet
dated March 31, 1971 and 50 percent of the
notes payable shown in the balance sheet
dated March 31, 1972.
10. Because of the "one-day" nature of the
.
purnotes, the uniqueness of the busmess
d
pose for which the transactions were enterIe
.
. re ainto and the size of the transactIOns In h
tionship to the aggregate amounts of ht e~
cash and notes payable on the balan~: ~ eby
dates, respondents should have clarIfIe 'tafinancial statement notes or other a~~e~tes
.
"cas
h " and nts to
ble methods, the Items
payable" on the year-end balance shee
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reflect the effect on those items of these
borrowings and their repayment. Respondents, by failing to so clarify those items,
failed .. to properly give effect to generally
accepted accouflting principles in reporting
on the financial statements of CCA for the
fiscal years referred to above.
11. The statement of consolidated income
for the year ended March 31, 1971 contained
in the annual report dated March 31, 1971 of
CCA reflected $90,000 as a gain on investment resulting from the purported sale of
property owned by CCA. This property had
been acquired by CCA through foreclosure
on 27 acres of land which had a cost basis to
CCA of $60,000. On September 28, 1970, CCA
sold its 27 acres to Affiliated Associates for
$150,000. Affiliated· Associates made no down
payment on this purchase. CCA received· a
two-year, 6 percent purchase. money mortgage in the principal amount of $150,000 with
both principal and interest due and payable
two years from the date. CCA further received warrants. to purchase a 50 percent
interest in Affiliated Associates stock at $.10
per share. Respondents knew that Affiliated
Associates was not an operating company.
At the time of the' audit, the property was
appraised at $250,000.
12. The $90,000 gain shown in the statement of consolidated income for the year
ended March 31, 1971 referred to above,
should not have been so reflected in such
period and should have been deferred. In
their weighing of the factors to determine
whether the gain should or should not have
been recognized, respondents failed to employ generally accepted accounting principles and auditing standards. 3
h After due consideration, the Commission
as determined to accept the offer of settlement. In arriving at its determination, the

----

3see Ac
.
ber 28 19 COuntmg Series Release No. 95, dated DecemEl(cha~ 62, Securities Act Release No. 4566, Securities
ge Act Release No. 6982.
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Commission considered the fact that Respondent Rudolph, Palitz & Co., in order to
insure that it performs its audits in accordance with generally accepted auditing standards, has agreed to the review described in
the order, and likewise that Respondent
Harvey B. Spiegel has agreed to participate
in a program of continuing education.
Accordingly, IT IS ORDERED that proceedings pursuant to Rule 2(e) of the Commission's Rules of Practice be, and they hereby are, instituted against Respondents.
IT IS FURTHER ORDERED that, upon
the terms and conditions provided in the
offer of settlement, Respondents consent to
the entry by the Commission of an order
which provides that:
1. Respondent Rudolph, Palitz & Co. is
censured.
2. Respondent Harvey B. Spiegel is suspEmded from practice before the Commission
as an accountant for a period of sixty (60)
days.

Respondent Rudolph, Palitz & Co. has
agreed that it will participate, after May 1,
1976 in a local firm quality peer review program conducted by the American Institute of
Certified Public Accountants.
Respondent Harvey B. Spiegel has agreed
that he will undertake a program of continuing professional education consistent with
the guidelines recommended by the American Institute of Certified Public Accountants
on continuing education for professional
members of said association.
IT IS FURTHER ORDERED that Administrative Proceeding Number 3-4402 is hereby dismissed.
By the Commission.
GEORGE

A. FITZSIMMONS
Secretary
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RELEASE NO. 192
July 14, 1976
SECURITIES EXCHANGE ACT OF 1934
Release No. 12629
Notice of permanent disqualification from appearance or practice before the Commission in the
" .Matter of Archie S. Barnhill
, On April 6, 1976, the Commission entered
an order, pursuant to rule 2(e)(3)(i) of its
Rules of Practice, temporarily suspending
Archie S.· Barnhill, a certified public accountant from appearing or practicing before the
Commission. The order was based on the fact
that on January 16, 1976, Barnhill was permanently enjoined by the United States District Court for the Northern District. of
Texas, Dallas Division, in a suit brought by
the' Commission 1 from violating Section 5(a),
5(c) and 17(a) of the Securities Act of 1933
and Section 10(b) of the. Securities Exchange
Act or1934 and Rule lOh.. 5 thereunder. Barn ..
l).il1 consented to the injunction without admitting or denying the substantive allega..
tions in the Commission's complaint.
The complajnt in the injunctive action alleged that Barnhill violated the above provisions of th~ federal securities laws in that,
among other things" he certified a financial
statement of Tex-A-Chief, Inc. following a
purported audit, when in fact Barnhill's audit consisted mainly of discussions with that

'S.E.G. v. Tex-A-Ghie'" Inc. Civil Action No 3-75-

1478D.

'J"

•

company's president and did not include independent verification of Tex-A-Chiefs assets and liabilities.
Rule 2(e)(3)(ii) of the Commission's Rules of
Practice provides that any person temporarily suspended in accordance with paragraph
(i) of that rule may, within 30 days after
service upon him of the order of temporary
suspension, petition the Commission to lift
such suspension, but that if no petition has
been received by the Commission within 30
days after such service, the suspension shall
become permanent. Barnhill was duly notified of this provision. The 30-day period has
expired and no petition to lift the suspension
has been received by the Commission.
Accordingly, notice is hereby given that
the temporary suspension of Archie S. Barnhill has become permanent and that Barnhill
is, therefore, disqualified from appearing or
practicing before the Commission.
GEORGE A. FITZSIMMONS

Secretary
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RELEASE NO. 193
July 27, 1976
SECURITIES ACT OF 1933
Release No. 5729'

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19629

SECURITIES EXCHANGE ACT OF 1934
Release No. 12662

INVESTMENT COMPANY ACT OF 1940
Release No. 9369

Request by Arthur Andersen & Co.-Partial Response and Solicitation of Comments on Certain
Questions
On June 15, 1976, the public accounting
firm of Arthur Andersen & Co. ("Andersen")
filed a "petition" with the Commission requesting, essentially, that we consider
whether to:
(1) revoke Instruction H(f) of Form 10-Q
[17 CFR 249.308a] which requires that independent accountants express their judgment
regarding the preferability of an accounting
principle adopted when accounting principles
are changed at the discretion of a registrant.
(2) withdraw the statement of policy embodied in Accounting Series Release No. 150
[39 FR 1260] in which the Commission stated
that it would consider accounting principles,
standards and practices promulgated by the
Financial Accounting Standards Board
(FASB) as having substantial authoritative
support and those contrary to such F ASB
promulgations as having no such support. 1
(3) define the current meaning of the term
"substantial authoritative support."

Preferability
Instruction H(f) to Form 10-Q was adopted

~Y the Commission in Accounting Series Re-

5e5~se No. 177 on September 10, 1975 [40 FR
37]. It was originally proposed for com-

ment in essentially the same form on December 19, 19742 and comments were received on
it and carefully considered by the Commission. In addition, the issues regarding this
instruction were presented at public hearings held in 1975 on the Commission's interim reporting proposals.
Subsequent to adoption of Instruction H(f),
the Auditing Standards Executive Committee of the AICPA (AudSEC) requested that
the Commission reconsider the instruction
and, in response, the Commission held a public meeting with the Committee on April 23,
1976 at which the issues were discussed and
at which time several submissions were received. On April 30, 1976, the Commission
advised AudSEC that, after further consideration, it saw no reason to change its conclusion.
The substantive issues involving Instruction H(f) therefore have been thoroughly
aired and the reasons for the Commission's
conclusions have been fully set forth. In the
absence of any showing by Andersen that it
has presented any new substantive reasons
for reconsideration of our action, the Commission has no basis before it warranting
further reconsideration of the matter.

----

'The Com . .
203 of th
miSSIOn noted in this connection .that Rule
Arneric e Ru!:s of Conduct of the Code of Ethics of the
\'ides t~n I~st~tute of Certified Public Accountants proPrinCipleat It IS necessary to depart from accounting
Council ~ promulgated by the body designated by the
failure
~he AICPA if, due to unusual circumstances,
8t~tements ~ so would result in misleading financial
. P.tJnciPles
nd that, in such a case, the use of other
ilIon.
may be accepted or required by the Commis-

:0

Establishment of Accounting Principles
The second and third actions requested by
Andersen raise fundamental issues of importance upon which the Commission has concluded it wishes to have the benefit of public
comment before determining what action, if
any, it may be appropriate to take. In addi2

Release Nos. 33-5549, 34-11142, 35-18718 [40 FR 1079].
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tion, the Commission expects to hold a public
meeting on the issues with invited representatives of persons With significant interests
in financial·reporting.
A cornerstone of the disclosure process
envisioned by the securities laws is the financial information included in audited financial statements. Since 1933, when Congress determined to rely on independent
accountants to provide assurance of reliability in financial statements, the Commission
has relied upon the judgments of the accounting profession both in individual factual circumstances and in the establishment
of principles of general acceptance. In 1938,
the Commission stated its administrative
policy with respect to financial statements in
Accounting Series Release No. 4 [11 FR
10913]:
"In cases where financial statements filed
with this Commission pursuant to its rules
and regulations under the Securities Act of
1933 or the Securities Exchange Act of
1934 are· prepared in accordance with accounting principles' for which there is no
substantial authoritative support, such financial statements will be presumed to be
misleading or inaccurate despite disclosures contained in the certificate of the
accountant or in footnotes to the statements provided the matters involved are
material. In cases where there is a difference of opinion between the Commission
and the registrant as to the proper principles of accounting to be followed, disclosure will be accepted in lieu of correction of
the financial statements themselves only if
the points involved are such that there is
substantial authoritative support for the
practices followed by the registrant and
the position of the Commission has not
previously been expressed in rules, regulations or other official releases of the Commission, including the published opinions
of its Chief Accountant."
In. 1973, various private sector groups concerned with financial reporting established
the' Financial Accounting Standards Board
and this body was designated by the accounting profession as the entity having the responsibility for considering and promulgat-

ing
. accounting
standards
and
interpretations. Following this action, the
Commission issued a Statement of Policy
(ASR 150) reflecting its recognition of th~
F ASB's role in the setting of accounting
principles, standards and practices. ASR 150
reflected an explicit statement of the Commission's administrative practice in carrying
out its responsibilities under the securities
laws. Historically, the Commission has accepted as having substantial authoritative
support those practices which have been
identified by the accounting profession as
standards to be followed by members of the
profession. With. the creation of the F ASB,
the Commission believed that it should publicly indicate that it viewed the standards,
practices and interpretations issued by the
F ASB as constituting those practices having
substantial authoritative support.
Andersen requests that the Commission
withdraw these policies which have governed
the manner by which it has determined
whether financial statements meet the requirements of the Securities Acts. Before
responding to Andersen's request, the Commission hereby solicits public comment on
the following basic issues raised:
1. Should the Commission continue its pol~
icy of recognizing the pronouncements
of the Financial Accounting Standards
Board as providing a frame of reference
for publicly held companies to satisfy
their statutory disclosure obligations'?
2. Should the Commission further define
the phrase "substantial authoritative
support"'?
3. Should the Commission further define
the phrase "accounting principles and
practices" used in Rule 2-02(c) of Regulation S-X [17 CFR 210.2-02(c)]?
d
Comments in triplicate should be ~ dressed to the Secretary, Securities and05:~
change Commission, Washin~on, D.C. ~OJJl
and should be referenced to FIle S7-647. 15
ments should be received by S ept e mber ub-'
1976. All comments will be available for P
lic inspection.
By the Commission.
GEORGE

A. FITZSIMMONS
SecretarY
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RELEASE NO. 194
Aprjl 29, 1976
SECVRITIES ACT OF 1933
Release No. 5730
PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19630

SECURITIES EXCHANGE ACT OF 1934
Release No. 12663

Reporting Disagreements with Former Accountants-Adoption of Amendments of Requirements
In Securities Act Release No. 5701 issued
on April 29, 1976, [41 FR 19132] the Commission proposed an amenqment of Regulation
S-X [17 CFR Part 210] which modifies previously existing requirements for disclosure in
a note to the financial statements of certain
disagreements with former accountants regarding accounting. and financial disclosure
matters. Nine letters of comment, all favorable, were received in response to the proposal. The Commission has ·determined to
adopt the amendments substantially as proposed.
Background
In Accounting. Series Release (ASR) No.
165, December 20, 1974, [40 FR 1010] the
Commission announced adoption of certain
amendments of Form. 8-K, [17 CFR .249.308]
Regulation S-X [17 CFR Part 210] and Schedule 14A [17 CFR 240.14A-I01] of the proxy
rules~ The amendments then adopted· were
originally proposed on October 11, 1974, in
Securities Act Release No. 5534 [39 FR
37999].
Among other matters, Rule 3-16(s) of Regu~ation S-x [17 CF.R210.3-16(s)) was adopted
y that release.· That rule called for discloSur .
" e lD a note to financial statements
of two
.
d1St'
1 lDet matters, as follows:
. The fact of a reported disagreement.
~he first sentence of the rule stated:
If, within the twenty-four mo,pths prior
to the date of the most recent financial
statements, a Form 8-K has been filed
rt'
rep
,
0 lDg a change of accountants and
Included in such filing there is a rePorte d d'lsagreement on any matter
. of
~ecO~nting principles or practices or fianclal statement disclosure, and if

.such disagreement, if differently resolved, would have caused the financial
statements to differ materially from
those filed, state the existence and nature of the disagreement."
In connection with this portion of the rule,
the text of ASR 165 states:
"This disclosure is believed necessary to
put readers of the financial statements
on notice that such a disagreement existed which could have significantly affected the statements."
2. The effect on financial statements of
changing accountants as regards a reported disagreement. The second sentence of the rule stated:
"In addition, if during the fiscal year in
which the change in accountants took
place or during the subsequent fiscal
.year ·there have been any transactions
or events similar to those which involved a reported disagreement and if
such transactions are material and were
accounted for or disclosed in a maimer
different from that which the former
accountants apparently concluded was
required, state the effect on the finanCial ·statements if the method which the
former accountant apparently concluded was required had been followed."
In connection with this portion of the rule,
the text of ASR 165 states, in part:
"This disclosure will make investors
aware of situations where alternative
accounting approaches may be followed
and are favored by at least one professional accountant, and the effect of such
alternative approaches. In addition, it is
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believed that such disclo.sure requirements may have the effect o.f disco.uraging shifts in a.cco.untants simply to. obtain appro.val o.f an alternative
acco.unting appro.ach."
It sho.uld be no.ted that the fact o.f a disagreement with a fo.rmer acco.untant is required to. be repo.rted in co.nnectio.n with
rules o.f the Co.mmissio.n o.ther than Rule 316(s) o.f Regulation SoX [17 CFR 210~3-16(s)J
specifically in Fo.rm 8-K fo.llo.wing the resignatio.n o.r dismissal o.f the fo.rmer acco.untant
o.r the engagement o.f new accountant, and
under Item 8 o.f Schedule 14A o.f the proxy
rules. On the o.ther hand, disclosure of the
effect on financial statements o.f changing
accountants as regards a disagreement repo.rted in Fo.rm 8-K is required o.nly by Rule
3-16(s) o.f Regulation SoX [17 CFR210.3-16(s)].

a

Objections to Existing Rule
Several o.bjectio.ns had been raised to. continuillK .the requirel!i~nt fo.r disclosure in
financial statements o.f the fact of disagreement in circumstances where disclosure regarding the effect o.n·financial statements is
no.t required.
1. In the vast majo.rity o.f cases, disagreements regarding matters of acco.unting princ;iples o.r practices o.r financial statement disclo.surE: are resqlved to. the satisfactio.n o.f the
fo.rmer accountant and the same kind o.f
transactio.ns o.r events continue to. be acco.unted fo.r o.r disclo.sed consistent with what
the fo.rmer acco.untant apparently co.ncluded
was required. In such circumstances the
financial statements have no.t been affected
by a treatment different fro.m that which the
fo.rmer acco.untant apparently co.n~luded was
required. Thus, while a different reso.lutio.n
of the matter o.f disagreement co.uld have
affected the financial statements, the statements have no.t been so. affected.
.2. Many believe the requirements o.f Fo.rm
8-K and the pro.xy rules pro.vide adequate
no.tificatio.n to. tho.se users o.f financial statements who. may deem the disclo.sure material
to. their co.nsideratio.ns.
3. D.isclo.sure o.f o.nly the fact o.f a disagreement m a note to. financial statements was

intended only to. .info.rm readers that .the
financial statements might have been prepared differently if the matters o.f disagreement had been reso.lved differently and no.t
to. raise questio.ns abo.ut the a·dequacy o.r
fairness o.f the statements presented. This
may be misundersto.o.d.
4. Audito.r changes that precipitate the repo.rting o.f disagreements on Fo.rm 8-K are
no.t numero.us and o.nly a small portio.n o.f
tho.se cases is expected to. invo.lve circumstances where the successo.r. acco.untant
deems accounting principles o.r practices o.r
financial statement disclo.sures acceptable
which the fo.rmer acco.untant fo.und unacceptable. Thus, if the vast majo.rity o.f no.tes
to. financial statements regarding "disagreements on acco.unting and financial disclo.sure
matters"··do. not require any disclo.sure o.f the
effect o.n the financial ~tatements, there may
be ~ tendency fo.r readers to. give less attentio.n than warranted to. tho.se which do. co.ntain disclo.sure·s abo.ut the effects.
Amendment of Ruie 3-16(s) [17 CFR 210.316(s)J
The Co.mmissio.n has co.ncluded that these
o.bjectio.ns have substantial validity. Accordingly, it is ado.pting the amendment to. Rule
3-16(s) o.f Regulatio.n SoX [17 CFR-210.3-16(s)]
to. require disclo.sure in a no.te to. the financial statements o.f .the existence and nature
o.f a previo.usly repo.rted disagreement o.nly
when disclo.sure is also. required o.f the effect
o.n financial statements if the metho.d which
the fo.rmer acco.untant apparently co.ncluded
was required had been follo.wed, i.e., o.nly in
tho.se cases when the successo.r acco.untant
fo.und acceptable what the fo.rmer acco. un tant fo.und unacceptable.
Pursuant to. Sectio.n 23(a)(2) o.f the Exchange Act the Co.mmissio.n has carefully
co.nsidered the impact which the fo.regoin~
rule amendment wo.uld have upon co.mpetl~
n
tio.n and has co.ncluded that, to. the exte t1.
the amendment impo.ses burdens o.n compe d
pro.tio.n, such burdens are necessary an ap he
priate in furtherance o.f the purposes of t
securities laws.
PART 210-FORM AND CONTENT OF FI-
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NANCIAL STATEMENTS, S'ECURITIES ACT OF 1933, SECURITIES EXCHANGE ACT
OF 1934, PUBLIC UTILITY
HOLDING .cOMPANY ACT OF
t{}35,
AND
INVESTMENT
COMPANY ACT OF 1940

*

*

*

*

*

§210.3-16. General notes to financial statements.
(See Release No. AS-4.)

*

*

*

*

ent from that which the former accountants
apparently would have concluded was' required, state the existence and natur~ of the
disagreement and also state the effect on the
financial statements if the method had been
followed which the former accountants apparently would have concluded was required.
These disclosures need not be made if the
method asserted by the former accountants
ceases to be generally accepted because of
authoritative standards or interpretations
subsequently issued.

*

*

Disagreements on accounting and financial disclosure matters.-If, (1) within the
twenty-four months prior to the date of the
most recent financial statements, a Form 8K has been filed reporting a change ofaccountants, (2). included in the Form 8-"K there
was a reported disagreement on any matter
of accounting principles or practices or financial statement disclosure, (3) during the fiscal year in which the change of accountants
took place or during the subsequent fiscal
year there have been any transactions or
events similar to those which involved the
reported disagreement, and (4) such transactions or events were material and were accounted for or disclosed in a manner differ(s)
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*

*

*

*

These amendments are adopted pursuant
to authority in Sections 5, 7, 8, 10 and 19(a)
[15 U.S.C. 77f, 77g, 77h, 77j, 77s] of the Securities Act of 1933; Sections 12, 13, 15(d) and
23(a) [15 U.S.C. 781, 78m, 78o(d), 78w] of the
Securities Exchange Act of 1934; and Sections' 5(b); 14 and 20(a) [15 U.S.C. 7ge, 79n,
79tl of the "Public Utility Holding Company
Act of 1935.
.
This amendment shall be effective with
respect to financial statements filed after
August 31, 1976. .
By the Commission.
GEORGE A. FITZSIMMONS

',Secretary

RELEASE NO. 195
August 6, 1976
SECURITIES ACT OF 1933
Release No. 5732

SECURITIES EXCHANGE ACT OF 1934
Release No. 12694

PUBLIC UTILITY HOLDING COMPANY
ACT OF 1935
Release No. 19642
Minor Amendments to Regulation S-X
adThe. Commission announces herein the

02~Ptton of minor amendments to sections 2<a e), 5-02-32 and 12-08 of Part 210 of 17 CFR
egulation S-X).
Seet"
l"eq " Ion 210.2-02(c) is amended to remove a
tho ~Irement for accountants to comment in
'Clr a U d"It reports accompanying financial

statements filed with the Commission on certain changes in accounting practices, which
affect comparability of financial statements
but do not arise from changes in accounting
principles. The type of changes affected by
this amendment are accounting changes
which result from altered conditions, e.g.,
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changes in amounts of depreciation charges,
resulting from changes .. in' estimates of re-.
maining useful lives of fixed assets, rather
than from a change in accounting principles.
Since these changes have long been required to be disclosed in a note to the financial statements under §210.3-07(a) and more
recently have been required to be disclosed
in the section of financial reports devoted to
management's discussion and analysis of operations, it no longer is considered necessary
to require a specific comment on these
changes by accountants in their audit reports. This requirement is eliminated by
deletion from §210.2-02(c) of the words "as
required to be set forth in §210.3-07(a)" which
heretofore have linked the reporting requirement in, §210.2-02(c) to the changes in accounting practices specified in §210.3-07(a).
Section 210.5-02-32 is amended to correct
references therein to captions in §210.5-02;.25
to reflect revisions in those captions which
were recently adopted in Accounting Series
Release No. 184 [40 FR 59340].
Section 210.12-08 is' amended to reinstate
the last three sentences that were in Instruction 3 of that section prior to the adoption of Accounting Series Release No. 178 [40
FR 48359] wherein the sentences were inadvertently deleted.
Commission action: The Commission hereby amends sections 2-02(c), 5-02-32 and Instruction 3 of section 12-08, all of Part 219 of
Chapter II of Title 17 of the Code of Federal
Regulations, to read as set forth below:
PART 210--:-FORM AND CONTENT OF
FINANCIAL STATEMENTS, SECURITIES ACT OF 1933, SECURITIES EXCHANGE ACT OF 1934, PUBLIC UTILITY HOLDING COMPANY ACT OF 1935,
AND INVESTMENT COMPANY ACT OF
1940.

*

*

*

*

*

§210.2-02. Accountants' Reports

*

*

*

*

*

(c) Opinion to. be expressed.-The accountant's report shall state clearly: (1) The opinion of the accountant in respect of the financial statements covered by the report and

the accounting, principles and practices reflected therein; and (2) the _opinion of the
accountant as to the consistency of the application of the accounting principles, or as to
any changes in such principles which have a
material effect on. the financial statements.

*

*

*

*

*

§210.5-02. Balance sheets.

*

*

*

*

*

32. Other long-term debt.---(a) Include under this caption all amounts of long-term
debt not provided for under captions 29(a)
and 31 above. State separately amounts payable to (1) persons specified in captions
25(a)(1), (2), (3) and (6); and (2) others, specifying any material item. Indicate the extent
that the debt is collateralized. Show here, or
in a note referred to herein, the information
required under caption 29.
(b)

*

*

*
*

*

*

*

*

§210.12-08 Intangible assets, preoperating
expenses and similar deferrals. 1.2.7

*

*

*

*

(Instruction) 3. Show by major classifications
in each part, such as franchises, goodwill,
etc. If such classification is not present or
practicable, each part may be stated in one
amount. The additions included in column
C shall, however, be segregated in accord'ance with an appropriate classification.
Items of minor importance may be included under a miscellaneous caption in
each part.

*

*

*

*

*

The amendments are adopted pursuant to
authority in Sections 6, 7, 8, 10 and 19(a~ ~15
U.S.C. 77f, 77g, 77h, 77j, 77s] of the Sec~r~i(:~
Act of 1933; Sections 12, 13, 15(d) an
.
[15 U.S.C. 781, 78m, 78o(d), 78w] the S~CU~~
ties Exchange Act of 1934; SectIOns 5(/the
and 20(a) [15 U.S.C. 7ge, 79n, 79t] 0 1935'
Public Utility Holding Company A~i:~.s.c:
and Sections 8, 30, 31(c) and 38(a) f the In80a-8, 80a-29, 80a-30(c), 80a-37(a)] 0
vestment Company Act of 1940.

0:
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Inasmuch as the amendments reduce the
requirements of section 210.2-02(c) and correct minor errors in other sections the Commission finds that, for good cause, the notice
and procedures. specified in the Administration Procedures Act of 1946 are unnecessary,
and accordingly the foregoing amendments

are adopted effective immediately upon publication in the Federal Register.
By the Commission.

GEORGE

A.

FITZSIMMONS

Secretary
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