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We hawve known each other Eor & long time, but this is my [irTst appearance
bekore wou un your home gruounds. I am, Lherefore, particvlarly happy to have
this oppottunity tu speak bto you about worek in progress, of our hopes for
forure development and our newd for continued cooperation as we strive for mare
effective discharge of our ducies. AL the ocutseb T wish Lo express my appre-
ciatlon for wyour effovis over a geoeration in the improvement of [inancial
cepotbing as well as for your visits Lo ws as individwals and in committees.

In its administration of the federal securities laws, cach of which
recugnizes theo essential character of adequate record kecping, full disclosure
in financial reporting and the significant role of che independent puklice
accountant, the Commission has bencfited by your work and the advice and

assistance you hawve given us.  This has beon so ewven though we have not always
keen in Eull agreement on the best course of action in our joint wentures.
We do, however, share 2 number of rhings in commen. Meost important of thoesc

iz 2 mukual concern to identify Financial reporting praceices which may be
misleading to the investor and to insist upon their elimination. In this
effart vou and we aperate in the full glare of publicity and become the targets
of all who differ with cur views concerning fair financial reporting. Our
crtries are found within the accounting profession, snd among oniversity
scholars in accounting and economics, Einancial analysts (both amatevr and
professional) and che financial press.

It scoms approapriacre in this light to recall that our joint interost in
che administration of the securities acts stems from the acceptance by the
Congrezs ol the proposal made by an accountand Lhat the financial statements
to be ipcluded in repistration statements required by the Securitles Act of
1533 be examined by an independent public dccountant whoe should express his
opinion with respect to those statements. To many who heard this recommenda-
tion Lt secmed woanecessary and promised to be expensive.

Gome of you may roeczll that this proposal was suggested as an alternative
to one then umder acpive consideration -- that the financial scatemcncs be
revicwed by government awditors. Colonel Carter, as a reprosentative of che
accounting profession, was perspasive in his assertion that independent public
acccountants familiar with their elients' affairs would be able to make the
required examinacions more guickly and ceonomically than an army of governmeng
gocountants. Colonel Carver's suggestion was adepted in the Securities Act of
1933 and reaffirmed as Congress added to the structure of Federal legislation
conecerned wich the securities markets and those who do business in them. But
the Congress was not content to leave it there. It vested the Commission wich
the broadest possible authoricy -- and consequently the responsibility -- to
define accounting terms used in these statutes and ta prescribe the forms and
methods to be followed in presenting financial Loformatices. From the begin-
ning, the Commission has, in the main _hewewer held thab gurbority ip reserve,
in the cxpcctation that the independent accountants wgglg_ggiixg exercise
the initiative they had sought and secured. With-some exceptionss—our expec-
tations have been roalized. To the extent that the profession has been willing
to move ahead, we have been content bto remain watchfully in the background,
filling 4 wvacuum when necessary and stimulating stwdy and dove lopment of
accounting and auditing primneciples on a continuing basis.




1 am cervain that you have often heard from representatives of the
Comaission that the role of che accountant is vital to the effective funclion-
ing of the fcderal sccurities laws. It is alse ne news to you that we consider
the continued cooperatiom between the prafeszion and the Commission ncocessary
in achieving cffective, meaningful and full disclosuve Ln financial statements
and in othcr matcrial filed with the Commission. Az 1 hawve stated elszsewherc,
vou represent one of the self-regulatory bedies which, thouph not endowed with
any specific statwtory awthoricy, have contribuced so much co our unique form
of cooperative repulation Lo the public interest. In substancial measure, this
has been dug to the statutfocy Lnsistence that Bhe public accountant ontrusted
with such Imporxtant vesponsibility be completely independent. If is a truism,
bul me less signiiicani, to note that the integrity and caompleteness of Che
required financial scatements are the keystone around which is huilt che kind
of inwvestor confidence which supports our capital markets., In recopnicion of
this grave respeonsibiliecy, we have both expended considerable effort to define
and implement this reguircemen:s of independence. It may, therefoie, be appro-
priacce for mec to refer teo the doubts now being reised in some guarters about
the independence of che accountant wheo provides his audic clients with what is
NMooscly called "management scrvicos.™

A recent book by Eric Kohler, an accountant well known Lo all of you,
nates thab "A public accountant's established services to management have also
come b be of the first order of lwporvance. These include the preparation of
income-{ax returns, or aid in their preparation or review; and forward planning
on such diversified matters as budgetary procecures, costing methoeds, inventory
conleols, Encentive plans, and pension schemes.' These services may, in
Mr. Eohler's words, be "natural consequences of the auditor's developed skills,'
and may "contribute Lo & better hackground foy succceding audits, as well as to
brfter management . Qg_l@ng as they are dirvrected boward those ends, thoy do
nol Appedr to puse & serlous COTEAU to the atcountant's independent stakus.

—— —_——

However, a word of cauvtion is in order with respect to what one of your
prominent members deseribes as “consulting services which cannet be relacoed
logically cither te the financiat progess or [o broadily defined information and
control systems, [such as]l market sourveys, factory layour, psychological besc-
ing, or public apinion pells.” And, I am disposed to add, executive recruit-
ment for a fee.  An accountant wie directs or asslsts e prograws of this kind
raises scrious gquestions conceroning his independence when i comcs Eime Eo
vender to ereditors, fo invosters and €o Lhe public his opinion on the reswles
of the programs. Publiec accountants should carvefully reconsider their parpici-
pation in these dctivities lest theiv continuation and extension yndermine the
main function wf Lhe independent acoountant -- auditing and the rendering of
cplnlivns on financlal statements. ©n the other hand, the notion seems to
prEsist in some quarters that an auvditor's opinion amounts to nothing mere than
attesiing to the arithmetic in the books. Those who share this view fail to
regognize that the basis of the auditor's opinien is found in adequate tecords,
properly maintained and supported hy internal c¢hecks: and contrels which include
administrative practices as well as the recarding process,



-3 -

Cood record keeping ond internal ceontreols are impeortant oot only to
dccountants in Eorming the bascs [or goed financial repeoreing; they arc also
imperrant to wus in connectien wich our regulatory and enforcement work and in
our internal housekeeping. You know, perhaps better than we, the increasingly
impurrant, and the new, roules computers are playing in so many arcas of oor
daily ag¢tivitics. You may be interesved in the steps the Commission is rtaking
to modernize and Ilmprowve its procederes. When we moved into our new building,
we installed a computer designed to do many of our old chores faster than we
could de them by hand and to enable us to do many neow jubs which previously
wiers net Ecasikle.  Our inlernal accoumting and statistical work have been
eransferred to Ehe new equipment, as well as other chores which required
laborious manual cheeking of many Eilcs and indices.

We are also wsing the compuecr in cxpanded over-the-counter markeot
surveillance; we are adapting it to our stfudies of quarcerly financial reporcs,
corporate pension fonds, brokor-dealer roperts, seleclted {inancial data for
larger reogistrants, off-floar trading hy stock exchange memboers, and other
matters. We have in mind futwre applicaticen of cthe computer co Form N-1R
repores by investmend companies, to gwnership reporcs, legal and accounting
research, financial reports of broker-dealers and investment advisers, and to
aur malling lists. We are also pressing the stock exchanges and the Natiomal
Association of Securities Dealers Lo Eurther the develupment oF aubamated pro-
ccdures Lo their gespective mackets which will be compatible with our own
avtomated procedures and which will enable ws tu establish 2 coopevaztiive sur-
veillance program superior to any that has hitherto been pussible -- one which
may, perhaps, be available to all preoperly concerned with such matlers,

Your Prosident's invitation encouraged me to speak as strongly as I like
on any matter on wmy wind. This prompts me tov say a word or btwo about auditing.
Te is here that your repuatation, and somcifimes your pocketbook, iz at stake,

Fiwve wears ago, during what is frequencly referred to as the "hot izswe!
peried, many pruspeoctive registranks faced the nccessicy of improving their
aucounting and operating procedures before the indepondent accountant could
certify their financial statcements. This sitwatbion was nob confined Lo new
companics in which record kcoceping had lagged behind phenomenal growth; we
found some established companics in which the rvewiewing accountants eould not
provide the apinions necessary to meoet registration requirements.

Some of wou way recall that the ¢hairman and other members of your
auditing committes went to Washlngton on a stormy Washington's birthday in 1962
to help our Chief Accountant drafc a rolease un the certification of Lncome
statements. After observing a parade of qualified gccountants' oplonlons cover-
ing first time auwdits, the Commission decided that the time had come to do
sumething abeut it. This releasce scomed to have an immediate salutavy effect.

However, similar conditions came to lighe apain wiech the passape of the
[384 amendmenls to the scecurities acts.  Tnvenreries amd receivabloes centinue
to be the root of many of our dif{icult cases. In others, the trouble is in
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unaudited interim pexiods. Gross discropancics discovered afrer publication
of the interim Figuies have cast susplcion not eonly on those resulis bur the
published results for prior periods.

Our investigations often leave us with a feeling that cach generation
of auditors learns only by its own sad cxperiences rather than from earlier
cascs, We wonder whether auditors somebimes forget that & basic qualilfication
wf their calling L& Chat they have 2 healrhy skepricism and look at the business
operation 4s a whole vather than as a series of isolated technical questiens.
We realize that hindsight is clearer than foresight, but many of the cascs we
see cannod be brushed aside with this explanation. In some recent situations
we tere compelled to note incompetence, lack of supervision, disrcgard of
recognized audicing standards and procedures, and a too-willing acccptance of
management 's opinions.  These situations, &lthowgh few in number, make the
headlines and cast doubt on the value of the work donc in the majoricy of
audies where Cthe investor's inLerests have been served in the manner ¢onbem-
plated by the securilfles acts.

1 imagine mest of you have read -- or at least heard about -- my talk to
the Financial Analysis Federation in May, so L shall not repeat what I said on
that occcasion. 1 do wane to repeat, however, that 1 believe the highest
pricrity should be given to the climination of unsound practices and unjusti-
fied wariances in finaoncial repocting. We are aware that your Accounting
Pringiples Board expects to publish its opinion on pensions shortly and is
pressing hard ke complote studics oo important subjects including incer-period
allocation of gorporate income tawes, dccounting for research and developwment,
inter-corparate investwoents, and sundry other matters. But when a change by
a rapldly expanding nmw business in its methods of accounting [or development
srpinses and depreciacion from one "acceprable” and “conservative' metheod to
another rvesulcs in a small profic rarher than in a substantial loss, it is
obviows thar a good deal of work romains to be done before “generally accepted
accounting principles” command the degree of public confidence we would all
liki them to hawae.

Lot me add a word ar this point abour accountants' responsibility.
Accountants owe imporctant duties Lo cheir clients, but they alse have an over-
riding responsibility te society to see that their efforts on behalf of rtheir
clivnts are nat inconsiscent with the public interest. Accountants aoGcupy a
place of imporcance and honer in this counkry., But, as onc of your cutspoken
brethren has pointed out, you will continue to occupy Lhat position only so
long as you serwve Lhe interesc, and can claim the confidence, of the public.

I am sure these preceplbs will continue to Influence your deliberations on the
important questions before you., I1E all of this vings of an often-heard cliche,
it should not lose its significance simply becausc it is familiar to you.

It is only fair to acknowledge, here and now, that the meombers of the
accounting profession have long recagnized their responsibilley to the public.
In 1900, a leading accountant wrobte that "a public accountant acknowledges no
master but the public . . . A public accountant's certificate, though addresscd



to the president ovr directors, is victwally made to the public, who are
actually or prespectively sharchelders.  He showld have akbility, wvaried
expericpes, and undoubred intcgrify.™

The rele of the indopendent accountant in developing and improving
standards of financial disclosure is so fmportant that I should 1lke to re-
cmphasize some points I made to another proup of accountants at a meeling
twer years ago. 1 hope you will forgive me Eor repeating myselfE, but the
experience of the past two years, particularly with companies thaco have become
subject to the reporting requirements of the sccurieies aces for eche firse
time, emphasizes the imporcance of the subjece.

Because of his special status and responsibility, the accountant has a
wolque opportunity to be a leader in raising standards of investor protection.
The "financials'" provide the key information both in the distriburion and
trading of sccurities. The work of the accountant in their preparation and
publication is wital. Independent accountants lend avthourity to management's
represontations by their cpinions as expercs, and they operate as a check on
mandgement in assuring thac the financial data are fairly presented in accord-
ance with generally acceptod accouncing principles. In performing this
funelion, the accountant should not be satisficd when he has done just
enough to answer affirmatiwvely the question, '"Will this gec past che SECYT
The standards preseribed by law are a bare minimum. The independenc, as well
as the internal, accountant should be pulded by the question,'"wWhat do che
Lovestors, and the professionals who bear a heavy respeonsibility in recommend-
ing or selling securities, need to know to make an informed decision abour
this or chat issuer?”

1 think you will reecognize that I bave not outlined anything new [or the
accounting profession; the Commission secks mevely a continuance and further-
ance of what it always has sought -- and most often received -- from the
profession.

All of vou must now be aware of cur Ingervest Lo wpove detailed financial
reporting by conglomerate companies,; that is, those widely diverzified com-
panles whose operations fnclude a number of discinct lines of businesses or
classes of products or services. The cffect of diversificacion has been,
at times, Lo obscuere Linanciazl infurmation which may be lmpovecant fo sound
analysis of the company's worth. Yaxly in the summer, your Commitees on
Eelations with the SEC and S5tock Exchanges, becausc of the urgency of cthar
projects on the Accounting Principles Board's agenda, was assigned the ducy
of studying this problem with ws., This committes -- perhaps 1t should be
renamed the Conglemerate Committee, as its chairman has suggested -- has met
with ¢ur staff and with a committee of the Financial Analysts Federation and
other organizations. Financial exceutives, Individually and in commirtees,
have also conferred with you and with uws on the subject. In facr, represcnta-
tives of the Financial Executives Instituce sppearved before {he Commission
last Friday to outline their plans to study and make recommendations on this
suhjact, They impressed us greatly with the affirmative and energetic natuee
of their appreoach and their readiness to provide the money and personnel
pednRuaAry fo expedite the matter.
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We appreciate all of these efforts to assist us in defining and
refining the issues invoalwed. However, I must admic that some of the initial
presentations to us do not communicate the sense of urgency whiech I beliieve
should pervade our discussions. Every weelk we read of new acquisitions and
combinacions of vompanies in wvery diffcrent lines of business. Whether ic
s an office equipment maker acquiring a producer of housewarcs and induserial
eQuipment, oF an 4duto parts company dcquiring a mining and smelcing company ==
to cite btwo recent examples -- the problem is the same. Where Lnvestors, and
those professionals co whom I have alluded and whe play such an lmporcant
role in our scheme of things, formerly had separate filipancial statemencs which
gave wmore or less meaningful pictures of differcent operations, they may now
receive {ipures which will tell them wvery little about anything. As independ-
ent dccountants, it is your funcrion co be active and imaginacive in seehing
gsolucions to difficule problems. You should nut necessarily be deferred by
uhjections co what may appear to sume to be "unnecessary” or Mexpensive'
disclosure. {You will recall that these are the same words T used earlier
in referring Lo the 1923 opposicion to che requirvement of certification by
independent public accountants, )

In your communications to us, yod have quite preperly cmphasized the
difficulties of obrainlug adequate information and the imporcance of being
sure that published breakdowns of prefiv, or centributiens o profit, by
different lines of business not contain any misleading or unsupported fipurcs.
However, there is anpother side of the question to which I hope you will
address your attentlion, and that is the inadeguarcics ¢f the present system
under which too many ¢opglomcyate companies make no disclosure at all concern-
ing the relative peoafitability or uaprufitability of their various divisieons.

Crider our rules, a company engaged in the production or Jdistribution of
diffceent kinds of products or the rendering of diffevent kinds of scrvices
must indieate, insofar as practicable, the relative importance of each preduct
aor service or elass of sinilar products or services which contributed 15
porcent or more to the gross wolume of ibs buslness. Let us assumc that o
company is cngapged io twa distinct lines of business; cach of which accounted
for about half of its volume in a particular year, and that this Fact 1s
disclosed in the prospectus or report that the ¢owmpany files with us.  Howewer,
all, or substantially all, of the company's net income was derived from one of

y these twa lines. T am oot sure thar Financial statements which doe no more Lhan

report sales, cost of sales, expenses and net income for the two divisions
combined, 'falrly present” the resalts of operations of the company for that
vear, When the figures published in the income statement combine the resultbs
of operations Ln Jdifferent lines of business in which gross profit margins
and npt income differ sharply, they may be inadequate to convey meaningfual
information about the manncor in which the company deriwves its dncome and may
b more misleading than any of the algornative ways in which the divisional
breaitdown might be preosented.  In exploring and evaluating a new way of doing
things, wo should not overlook the faet that, in some areas av least, the
woaknesses of the present system may oulweiph the dangers of the proposed onc.

In raiging these questions about conplomerate companics I do not wish bo
deeract in any way Erom che Imporeance that we accach co the publication of
censtlidated statements Ear a corporation and its subsidiaries. The develop-
ment of conselidared statements as the appropriate method for presenting the



financial peosition and resulks of operation of a group of affiliated com-
panies was an important wictory fEor the investing public after a long and
difficulr sttuggle. The problem of conglomerates is a newer ong; it is bthe
other side of the coin. An increasing number of companies and groups of
affiliared companies are spreading themselves over a variety of entirely
different kinds of opexations, and it 15 no longer cnough for the investing
public to kmaw the owverall gesults io consolidated form. If investors are to
make meaningful decisions, they must also know the respective contributions
af these wvariows categories to the consolidated income figures.

There {s alse another aspect I would like wyou te bear in mind. There
seems tv be a feeling in sume qQuarters that the only people who hawve any
loterest in obtaining this information or could use it effectively are the
financial analyscs, wheose appetite for financial information is considered
to be wirtually insaciable. I deo noc chink ithis is a walid criticism. In
the firsc place, some sort of divisional breakdown may make 1t easier for
the rolatively unsephisticatod investor to judee the merits of a particular
company. In the sccond place, discleosure of this kind of fnFormation, like
all disclosures under the securities acks, gerves a number of purposes. It
not only informs the investor ot his adviser but alse scerves as an important
conierol on corpurate managers by requiring them to justiEy bhe roesules of
their stcwardship. There may be diversified companies which are maintaining
loweprofit or moncy-losing operations for reasons which would not be
persudsive to stockholders or finmancial analysts, and requiring separate
disclosure might well result in the improvement or ¢limination of the sub-
standArd cperation, to the wltimate benefit of the stockholders and of the
economy generally.  Finally, we may woll find, as we have in other axeas,
that a requirement of public disclosure will result in improvements in
intcrnal accounting procedures that will provide the company managements
themsclves with maore uvseful information to ecwaluate the performance of their
varicus divisiuvns.

Cn the other hand, a5 1T told the Senare Subcommibtes on Antfifrust and
Moropoly in my testimony lasc wonth, we¢ are not dealing with two distcinct
classes of "coonglomeratoe companies' and '"'single product companices.'" In some
companies, the various operatlons may have so litcle connection with cne
another that theore is no problem in drawing the lines. In octher companies,
however, the lincs may be unciear, This wmeans that for the cruly "conglomerate"
companics at onc ond of the spectroem, if may be possible to develop meaningful
disclesure requircements without much further study. However, as we move along
the spectrum toward companics with greater degrees of ilntegration in their

\operatiOns, the problems become increasingly difficult. We shall solicit your
active cooperation, and thar of others concerned, in avviving at appropriate
| |ATSWeY S,

As 1 said at the beginning af my ralk, Congress Iin 1933 decided to give
the members of the accounting profession the oppertuanity to take the inltiative
in developing and improving standards of financial reporting, Wembers of the
Commission have from time to time expressed uncasiness whether the initiarive
shown by accountants cotresponded adequately with their abilities in this
drgd.
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Huowvewer, T am pleascd with the rate of progress you have maintained
in recent months, particularly as if relates Co the elimination of
pnnecossary variations in accounting. I hope that the same atcitode will
be applicd Lo your work on conglomerabe companies s and olher gurrent
prahlems, and that you will conbinos Bo fulBil your ohligations va the
public in such a way that we will not be required Lo consider the need
for uws to fill a gap.

Lee we cmphasise again, in clesing, that Congress gave uz cthe final
resapenyibiliery for insuring thac adegquate scandards of disclosure are
maintained, angd 1k is o responsibility that we cake yeorv seriously.

However, we prefer -- and 1 anticipacte rthat the Commisslen will always prefer --
te accomplish these objecbives throupgh cooperatlon as long as we ave persuaded
that it iz an effackive and expeditious way to achisve them,



