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The relarienship amonp the Commission, financial analysts, and accoung-
ants has not always been onc of complece murual understamding.  There have been
times during cur thivty years that the accountants and the analysts have been
somewhat critical of each oLher and, of course, of us. Analysts have felt
Lthat Lhe accountants hawve nol worked hard encugh Lo produce delailed repuorts
Lo the form desired For analysls. The accountants have charged the analysts
with 2 failure to undevsvand some of the limitations of acecouwniing and auwdit-
Lng. And we have been acoused of nob exercising ouy stztutory jurisdiction
to the Eullest extent to achieve the best possible wethads of financial report-
ing. I suspect there was a ceriain amount of justification for all these
criticisms. There hawe, however, been occasions when forces have been success-
fully joined and differences reconciled; a particularly happy example iz the
issuance of warnings about the improper use of "cash earnings" and similar
terms and to endorse instead a greater usc of the source and application of
funds statement. Continued collaboration iz essential if we are to make
ptogress Lo financial reporting and sound Interpretation.

I will zpecak to you tonight abour throe subjects relaked to this joint
cffort by analysts, accountants, and the Commission. First, I would like to
discuss the drive toward climinating wunjustified differences in financial
statements of similar companics, =so that comparability of statemenks is on-
hanced., Second, I will speak about the need for financial reperting to take
account of changing circumstances here and abread, particularly with respect
toc the growrh of rhe large complex corporacion ongaged in 3 number of
distinet lincs of business. Thivrd, T will! speculate about what the Commis-
sion ecan do, consistent with ies resources, Fo improwve the qualicy of the
financial informarion Filed wirh the Commissien, and to make the information
available 1in the most accezsible and meaning ful way.

I. COMPARARTITITY OF FINANCIAL STATEMENTS

The importance of comparability of financial statemcabs 1s apparent.
Hot only are statements uscd Eo compare the same company at diffcreont time
poriods; they are uscd to compare similar companics with cach othor.  And
thease comparizons can be of prear significance.  Investors and credicors use
them to evaluate the worth of the company, te decermine whethey te purchase
or sell its stock or to extend credit. Company officials, charged with the
stewardship of their companies, need standards by which they and investors
can medsure their performance aegainst others in the indestry, and the best
measuring rod thus far devised is expressed in terms of financial sbatements.
Hiow can growth be compared, or relative profitability assessed? How can a
linanctal analyst, selecting pruspective investments from an Lndusiry, really
doo his work without comparaviwve Eipures?

One ol the principal obstacles to comparability of financial stoatbe-
ments has been the application of alterndtive agccounting principles to
similar sets of facts. Although the Commission has the auchoricy undec the
sccurities laws Lo impose wnikform - issucrs repistering
securities under the Y933 or 1934 Beots, we have oot done so, Instead, Lhe
statutory authority has been used §n general co require only that [inancial
statenents be accompanled by the opinlon of an Lodependent accountand siacing
that they hawe beon prescented In afcorddnce with geonerally accoepted dccounding
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principles, and we have looked primavily te the accounting profession fer
formulation of those principles.

The Commissien has not taken this appreach under all the acts it ad-
minlsiers. Dider the Publfic Mrility Holding Company Aecf ofF 18933, & derailed
uniform zystem of accounts has been adopted to which 2ll rexistered companies
mast conform. This contrasts shavply with 1933 and 1934 Ach registrants
where, as I have indicaced, cthe Commission has colerated considerable
divergity in accounting. BRegulation 5-X states the Form and content of all
financial statements filed under those Acts, but it does so in rather gencral
Ecrms, leaving reem for variations among reperking companies. The Commission
has alse adopted a number of Accounting Series Releases setting forth
"opinions on accounting principles [ox the purpose of comtributing to the
development of uniform standards and practice in major accounting questions"

but, parcicularly since aboot 1945, issuvance of these opinions has been
infrequent.

Occasienal adjudicatory proceedings have alse involved matters of
dccounting presentation, but these are more cfcen concerned, st least in
Tecent years, with failure to meet established standards than they are a
regular source of learning on what constivutes sound aceounting principles.
These cages, and many of che vecent Accounting Series Releases, tend Eo deal
with auditing requiremencs, disciplinary matters, independence of accountants,
and gimilar mactcers,

The Commission has been a strong influence in the development ol
accounting standards generally =-- the day-teo=-day informal activity of our
staff accoupcancts in dealing with registrants is of preat importance, and our
Chicf Accounkanc, Andrew Bary, has been active and effecrive in liaison with
the principal accounting organizations and their working committees, For Lhe
most parc, however, it must be sald that our recent activity has centered on
particular cases racher than on the development of overall principles of
peneral applicabilicy.

It is in this context that the current debate rages over bthe relalive
merlits of flexibility, on the one hand, and uniformicy, on the other, as a
gulde to the preparacion of financial statements., There are those who argue,
fometimes extravagantly, that comparability is such a desirable goal thart a
uniform system of accounts i3 a practical necessity. And there are others
who insist that the need for judgment in the preparation of financial state-
ments precludes che establishment of hard and fast lines of the kind con-
templated by the advocates of uniformity, 1t is unfortunate that the debate
is so0 often expresscd in those terws, which tend to polarize positions around
somewhalt unrealistic cxtromes.

Clearly, 1if asked whethav comparability is a desirable goal, 1 would
answer yes -- but s0 would those whe argue against the imposition of a de-
tailed uniform system of accounts. Simllarly, many of the arguments of
these who advocate flexibility have considevable meric: Ib is not at all
certain that even in the best of all pessible accounting worlds we could
develop a system of absolute comparability of financial statements. 1 believe
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that the arguments wowld be less heated, and more productive, if borh sides
would emphasize the common goal of eliminating unjustified wvariances in
finapcial reporting, and thereby achieve a maximum degree of comparability
of financial statements of similar companies.

The accounting profession has nob resisfed the freedom, and con-
comitant Tesponsibility, given to it by the Commiszsion to develop account-
ing principles., There arce many who belicve, however, that the accountants
have not fulfilled that respeonsibility. Without minimizipe the difficulbics
of the task, and with no intenficon to ¢riticize, it is falr ke sav that the
accounting profession has, in the past, been unable to achieve uniformity in
many significant areag ¢f financial reperting -- that is, accountants have
bean wable Ee reduce sipnificancly, if not eliminate, the variety of account-
ing principles deemed permissible in the reporting of similar finaneial
conditions and results.

There has been no sheortage of commentators on the subject. Those who
produce the financial statements, the auditors who express their opinions
about them, and the wsers -- financial analysts, credit grantors, and
investors ~- all feel free to express themselves, a4 do an arkiculace financial
press and a eritical group of educators in aceounting, economices, and finance.
Despite all this help the preblems have neot bkeen solved. The plain fact is
that the critics do not agree among themselwes and zome ofren change their
minds on what should be dene.

The result has, of course, been questicnable diversicty in accounting
treatment of similar matters. It is possible to have two companies, whose
financial condition and experience are substantially identical, presenting
their balance sheets and income statements Iin very different ways. It may
be argued that each form of presentation, standing alone, is perwmissible,
in that the form of presentation is logical, internally consigstent, and
approprizte to an understanding of the {financial condition of the company
once the premises of the particular accounting system are fully explained.
But direct compariscn between the financial statements of the two companies
is impossible, certainly without the most sophisticated analyses based upon
assumptions which may or may not be justified. As Iong 3y differepk account -
ing principles arg permitted to be applied to zubstantially the same facly,
however logical these principles may be, frue comparabiliry is impaired, and
an imporcant putpose of finaocial reporting is thwarted.

What is5 being deone about moving more guickly toward the gual of
uniformicy? Stronger leadership by the Commission is onc avenue being
followed., An example of this is Accounting Release No. 102 issued a few
months ago, dealing with the proper method of reporting deferred income
taxes arising from installment sales. At the time the release was Lssued,
no fewer than four different reporting methods were used by companics for
which the item was of considerable importance. Some Erecated it as a
current liability. Others classified it as a long-term liability. In some
cases, Lt appeared in a4 separate catepoery neither current ner leng term, abowve
or below the equity pertion of the balance sheet. Significantly, each method
carried the opinion of an independent public accountant reporting thate the
financial statements had boeen prepared in accordance with generally accepred
gecounting principles.
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The American Inmstitute of Certiflied Public Accountants had not ignored
the problem, but had up to then been unable to resolve it. Withoot going
into detail, I can say that the problem was studied and restudied; sugpested
cpinicns were sent to committee and resubmitked to committee.  Another year-
end was approeaching, and Che divers[ty of treatment seemed bownd to cont inue.
There were two additional reasons for Commission action. One was a formal
"Petition™ by a lecading accounting £itm, which reocited the several ways in
which the deferred Eax icem was being reported and requested that the Com=
migsion issue a release requiring comsistency in treatment, The ofher was
a belief chat some companies, put at a dizadvantage when compared with
other companies reporcing deferred tames differently, were aboul to change
their roporting metheds, and the Commission wanted to ensure that change,
if any, would be for the betoer,

A formal expression of opinion by the Commission seemed called for,
apnd we obliped. The Commission determined that the most appropriacte freat=-
menk is te require classification of the deferred taxes consistent with
that of the relaced installment receivables, The release was issued in
December and has been generally followed sinece, although not wikhout some
complaint over the contents of the opinien and the manner in which 1E was
issund.

The evelution of Accownting Release 102 is of interest primarily
as an_dllustration ¢f one of the princival hindranees to achievement of
uniformity: the inabiligy of the financial world -- including the analysts
-- .ty apree gn the mest dppropriate method of presentation, even though
there iz sweneral agreement on the desirabilicy of a uniform method. OQuite
abviously, rthe ability to agrec on the appropriate aceounting presentation
is a prevequisite to the achievement of uniformity. Unless there develops
@ willingness to concede that the geal of uniformicy can be more imporcant
than any particular accounting treatment, progress Coward wnilovmity will
continue kLo be painfully slow.

1 do not mean, of course, that -~ as an accounting witness testified
at bhe hearings on the 1934 Act -+ "uniformity means 2 uniformly low
standard." Indeed, uniformity should encourage better accouwnting standards,
Without firm authoritative puidance, mapagement_may prevail in a desire to
produce the resule which will make it look best in all circumstances, and
wWwill urpe an interpretation of generally acecpred accounting principles o
attain this purpose. Those who are concerncd wich maincaining high scandards

in lfinancial reperting must admit that thore is some substance to cthis
charge, and that it provides an additicnal arpumenc in favor af uniformity.

Te be whoelly fair, I do have te peoint out that in Accounting Release
Ho.o 102 we wure dealing with a subject ospecially appropriate for unifowm
treatment,.  The essential ovperative facts were all agreed wpon; all that was
lacking was the determination of the most apprepriace method af accounting
presenkation. Therce arc other arvas, however, where judgment plays a much
greater tole, and chese are more difficult. For example, two similar
companies may purchasc an ddentical pilece of new equipment but, becanse
it is so novel that there has been no experience with {e, ar because the
indusery iz undergoing technulogical changes, they may disagres o the approprise
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depreciation rate or the likeliheod of premature obsclescence. In that case,
the answer may well lie more in diz¢losure than in uniformity.

The eliminaticon wherever possible of unjustified differences in
Einaneial statements of similar companies has €0 be, and should be accepted
as, a desideratum of the highest rank, If we think of Einancial teporting
as a kind of language -- a method of expressing idesas and communicaking
informacion -- the need to agree on the meaning of particulay forms of pre-
sentation becomes apparent. Ambiguity in the meaning of words obviously
operates as a barrier to communication and understanding. The same is trug
of mecthods of financial reporting. If they are ambiguous, they may be
migunderstood.

Although Accounting Series Release No. 102 was used to resgolwve one

problem of wniformicy., 1 do not believe it will be gecessagy fox ys Lo use
that device with grear freguency -- althoupgh the option is always open to

us. The extent to which action on ouy part is required wilil depend in
large measure on the vigor and determination of the Accounting Principles
Poard of the American Lnstitute of Certificd Public Accountants, which has
the pringipal responsibility of defining accounting principles Eo be used
in financial teporting. I am preatly encouraged by the currept activity
and progress being made by the Brard. Areas have been selected In which
differences in accounting treatment of similar items way not be justified,
and the Board has identified these which, because of a combinabion of
lmportance and diversity of treatment, deserve the highest prioriky.
Pensions, Income Taxes, and Lncome and Retained Earnings head che 1ist,
and I _am hopeful thac before the end of the next czlendar year the Board

will adopt definitive opinion: on these difficuld subjects.

The Board i=s, I know, working with a4 liaison committee of the
Financial Analysts Federatiom, and with zrepresentatives of other interested
proups. The President of the Rew York Stock Exehange has sald that the
Exchange belicves that comparability, at least on an individual industry
basis, may be feasible. Important support may therefore be expected from
cthat institution. We look to the Accounting Principles Board to cooxdinate
the suggestions and vwiews ¢f these groups and to move forward effectively
toward the develepment of a zingle set of accounting principles to govern
comparable circumstances.

I1. ACCOUNTIRG FOR THE CONGLOMERATE COMPANY

Let me turn now ko a different subjecc, the naecd to adjusct mechods of
finapcial reporcing to take account of changing corporate conditicns. The

early ubtilization in this country of the public corporvation, and the spectacular

success of Amerdcan business, sometfimes induce us to beliewve that we haye a
monopoly on all innovations in the business arca. I¢ 1s sasy to [arget tho

~enormous debt we have to other covntries which have concributed to our de-

vaelapment, TIn the case of securities regulation, the precedent of the
English Companies Act is an easy reminder of how much we have borrowed from
abroad, The time may be approaching when we will want te boryow again in
the field of financial reporcing.
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The rewvolution which has occurred abreoad since the last war -- the
breakup of family corporatiens and the Lncreasing public ownexship of =stock
-- has forced many foreign governments and stock exchanges to re-sxamine
traditional concepts of corporate disclosure. This re-examination ¢olncides
with a rapidly changing concept of 4 corporation, and has produced dis-
closure whieh, in eertain areas, oxcecds our own regquircments and customs.
To be sure, our disclesure s seill che most comprchensive, but in some
areas it is not the most imaginacive or the most uscful.

Take, for exawple, cur reporting reguirements for conglomerate cor-
poraiions. I use the awkward term "conglomervate™ Lo mean the large corpora-
tion which engages in a number of distinct lines of business under the same
corporate roof, We have all watched the ¢voluticon of this kind of entore
prise from what was once considered an unusual wvehicle to what is now a
cormonplace, Yet there has been litile in the way of significant change
in [ipancial reporting requirements to provide the kind of information
needed to evaluvate the experience and prospocts of conglomerate companics.

The Commission's forms have for many years reguired the disclosure of
the rolative importance of each product or serwvice or class of similar pro-
ducts or services which concributed 15% or mare of the cotal BYOSS
volume of busincss, If Locome is derived [rom both Eross =zales and operac-
ing revenues, our acccunting regulation requires separate reporting of each
if either of them exceeds 10% of gross sales and operating revenues combined,
Ewen in theze limited arcasz, the rules require a breakdown only oF inceme,
and it Is only occasicnally that an issucer has on its own initiative or at
our request indicated the relative contribution of particular classes of
business ta the averall net profit figure. Ewven then it has been dane anly
in the most peneral way.

The Annual Repori == called by a critic "one of the flossiest and
least informative art forms of our time"™ == has at times gone beyond our
requlirements. There have been several examples in which issuers have in-
tluded in ctheir annual reporcs ecarnings figures for company divisions,
Marrin Marietta Corporation's 1965 annual repert, for exanple, shows sales
and net earnings scparately for its Martin Company division, its coment
and lime division, its chemical division and its rvock products division,
The ability to separate sales and earnings arising our of space and miszile
gctivities, from the more mundane activities of the rock produects divisian,
must be of considerable help to you who must evaluace the company's worth
and prospects.  Kaiser Induscrics, a highly diversified company, gives a
summary of consolidated carnings showing operating profit or loss, before
interest expense, in four broad categories of eperartions. The Glidden Caom-
pany has for several years reported separate sales and profit figures for
its several operaling gproups, and there are others I have not mentioned,

These disclesures are, however, usually made on a voluntary basis,.
But we can look once apain to the United Hingdom fer an example of pro-
gressive requirements In this area. A new Companies Hill, which implemented
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many of the recommendations of a commibbee which ztudied the English capiral
markets, received two readings Iin Parliament prior to its adjourmment belorc
the recent election and is fairly certain of reintroduckion and garly
passage. The Bill would require that, where a company has two or moxe
classes of business which differ substantially, the dircctors' report
{similar to our annual report) show the sales turnover for cach class,

The report must alse show (and I need hardly stress ics significance) the
extent, or dpproximate extent, to which cach class conrribuged Lo or po-
stricted the pre-tax profit or loss of the company. If group, or as wg

call it, consclidated accounts are prepared, similar information must be
piven in respeckt of the group. 4lso, wheve the company or its subsidiaries
are in the business of supplying goods, the directors’ veport will be re-
quired to state the total walue of goods exported by them or to state, if

it is the case, that no goods have been exported by them. These vrequire-
ments of course go well beyond anythiog we require at the present time.

The Companies bill cchoes recent requirements of the London Stock
Exchange, which recommended that listed companies disclose sales turnover
Figures and provide an analysis of trading results where a company or group
carries on widely differing operations. The Exchange has made disclosure
af turngver virtuwdlly mandatery for all companies, those already listed and
those sccking admission e the lisp, and Ehe analysisz of tradiag resules
for conglemerate companies is a requived disclosure for newly listed com-
panics, unless waived becausc of extreme hardship.

It may be that, with the examples of voluntary reporting we already
have, and the English precedent, we should be loocking toward a defined
operating profit and loss statement on @ divisional basis as the next ob-
jective beyond the breakdown of sales for the conglomerate company. He
recognize that diszclosure of divisional profits for the conglomerate com-
pany introduccs the risk that indivect expeonscs may be allocatod in a way
designed more to produce 4 desired tesulr than to effect a [esir financial
Rpresenptation, Bur this is the kind of risk always incident bo progress.
FProfessivnalism in acecunting and financial analysis showld suffice to keep
this problem within boumds.

The Unired Kingdom is not the only place where important advancesz
are being made. Other countrics and institutions arcund the free world are
alsa improving thelr disclosure requirements. There is pending in Ontario
lagislation which includes significant and desirable chanpes in their law,
including that relatlng ro disclosure. The new German corpurate law for the
First time attempls to regulate the widespread abuse of hidden reserves in
financial statements. The Johannesburg Stock Exchanpe iz attempling to
secure a statutory amendment to reguirc more freguent disclosure. Younp
nations like Israel and Ghana, joining Italy, Australia, South Africa and
the Netherlands, to name a [ew, are studying ways to protect and cncourdge
their investors. The Internaticonal Federation of Stock Exchanges 1s striving
to obtain greater {inancial disclesure. I expect thab, as in the case vl Lhe
Cnglish Companices Acc, these cfforts will develop innovabions which will be
of sreat benefic to us.
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ITT. FPOSSIBILITIES OF COMMISSION ACTION

Finally, let me say a few words on what the Commission can do teo
assist In {mproving the filow of information Lo the financiazl analyse,

With respect to the comparability problem, I have already noted that
the Commission can give support to the program of the Accounting Principles
Boaxd, Where Ivreconcilable differences exist, the Commission can help
settle conflices among competing dceounting principles through issuance
of addirional Accounting Series Releases.

With respect te financial reporting for cenglomerate companies, the
Commission can worxk with analysts and aceountants to determine proper methods
of alloecation, or establish a defined operating profit and loss stakement on
a dirvisional basis, so that 2 more complete financial picture of these
complex companies can be made awvailable.

On a more general level, however, we are reviewinz and veconsidering
some of the basic registration and reporting requirements under the Secu-
rities &ct of 1933 and the Securities Exchange Act of 1934, Our aims are
simplification 0f the requirements and Improvement of the overall gquality
and accessabilicy of the information made available under the securities
faws.

Cur forms under the Securities Acts distinpguish to 2 limited extent
between seasonecd companies and smaller new companics coming to market for
the firsr rimc, We have a form, S-2, for securities of commercial and
industrial companies in the developmental stage, amd anccher, 5-11, for
securities issued by real ostate investment trusts and those coupanics
primarily in the business of purchasing and holding real escezte for invest-
menb, Other forms are designed for special kinds of offerings, such as
employee stock purchase plans, and one is awvailable only for hiph-grade
debt issues, Except for these specialized forms, however our prospectus
and pericdic reporting roquirements are geperally the same for all issuers.
The form with which you are probably most Ffawlliar is 5=-1, used by most
izzuers who register securities being offcved te the public. Form 5-1
is wsed by glant cncerprises which have been publicly held for years, and
which have bren subject to our reporting requiremencs since the Securitics
Exchange Act became cffective. The same form is used by smaller companies
entering the sccuriciecs mavket for the [irst time and which have previously
been unknown to the investment communiby.

Taking account of some of the obvious differences in our experience
with these companies, we have at times waried the extent and scope of our
enamination. During perivds when proxy activity reaches a peak, and active
new-issue¢ markets and other buydens tax our ability co meet the demands
upen cur staff, we have limited our examination in those cases where the
issuer has been subject to our continuing review over a period of time, and
where the risk to the investor is the smallest. AE these times we concen-
trate our cfforks on the more complexn vegistration statements, proxy
solicitacions and other materials £iled with the Commission.



