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(Talk before Dominion Association of Chartered Accountants,
Vanoouver, B. C., September 10, 1947)

By
Carman G. Blough, Director of Research
American Institute of Accountants

Introduotion

This is the first time it has been my privilege to
attend a meeting of accountants in the Dominion of Canada, and
I sincerely appreciate the opportunity. The problems of the
independent public accountant are, in many respects, the same
the world around, but because of the long, close, peaceful
relationships between our two great countries, our many common
business interests, and our use of the same language, our
problems are uﬁdeuhtodly more closely related and the importance
of understanding each other's procedures greater than with respect
to most other nations, I am complimented by the breadth of
the subject assigned to me., It offers wide latitude yet
obviously calls for the elimination of many matters that might
be included. I shall try to report upon only a few of the
more major questions that have recently been or currently are
being given major attention by leaders in the profession in
the United States. Regarding some of the matters still in the
discussion stage, I shall venture to express some opinions--
but please acoept them as my own personal views for they are
given without regard to the opinions of any of the membders of
our Institute's technical cocmmittees.



Ihe Comuittee on Agoounting Prosedure

Accounting developments in the United States during
recent years have been closely related to the work of the
Ameriocan Institute of Accountants ocommittee on sccounting
procedure., Its views have had a marked influence on the trends
that have developed. The ccumittes is made up of 21 members
selected from large, small, and medium~sized firms of accountants
located in large and small oities and in various seotions of
the country. It is customary to have on it two or three members
who devote most of their time to university tesching in order
to be sure the theorstical aspects of the committee's highly
practical problems will not be overlooked,

The opinions of the committee are issued as a series
of Accounting Research Bulletins, None are issued unless at
least two-thirds of the members of the committee agree. Thelr
authority rests upon the general acdeptadility of the opinions
exjpTessed in them unless formal adoption by the membership of
the Institute should be asked and secured. To date, 30 dbulletins
have been issued and, although none have been presented to the
membership rfor approval, those that have been out long enough
to be judged have gained widespread acoeptance and are recognized
in authoritative quarters as expressions of generally accepted
acocounting procedures, The major purpose of the committee is
to reduce the areas of difference in acoounting procedures.
During the year 1947 three bulletins, Nos. 28, 29, and 30,
bave been issued up to this time,
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Contingency Reserves
In Bulletin No. 28 the ocommittee unanimously and

unequivooally took the position "that general contingenoy
reserves, such as those created (a) for general undetermined
contingencies, or (b) for a wide variety of indefinite possidle
future losses, or (o) without any specifio purpose reasonably
related to the operations for the ourrent period, or (4) in
amounts not determined on the basis of any reasonable estimates
of costs or losses, are of such a nature that oharges or credits
relating to such reserves should not enter into the detemmination
of net inoome."

The committee has left for future consideretion many
aspects of reserves lnoluding inventory reserves, reserves for
specific but undisclosed contingencies, and the general use
of the term "reserve” in financial statements., These are now
being studied by the committes.

inventory Frioing

In Bulletin No. 29 on Inventory Priocing, the committes
adhered to the "cost or market, whichever is lower" principle
but it also restricted the extent to whioch there should be a
departure from cost, Thus it said: *In keeping with the
principle that accounting is primarily based on cost, there is
e presumption that inventories should be stated at cost." No
preference was expressed for any one of the several assumptions
as to the flow of cost factors such as "first-in first-out,"

*average,” and "last-in first-out.,” Standard costs are recognized
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only "if adjusted at reasonable intervals to refleot current

oonditvions."

However, the position was taken that "a departure
from the cost baais of pricing inventory is quuired when

the usefulness of the goods is no longer as great as its cost”

and stated that the measureuent of losses from such sources

is accomplished by applyin: the rule of pricing inventories

at "cost or market, whichever is lower." In the application

of this rule, though, the committee belleved there should be

greater restraint in writing-down than has been common practice.

Its statement on this point reads as follows:

"As used in the phrase 'lower of cost or market,®

the term 'market' means ocurrent replacement cost (by purchase

or by reproduction, as the case may be) except that:

(1; Market should not exceed the net realizable value (i.e.,
estimated selling price in the ordinary course of business
less reasonabdbly predictable costs of completion and
disposal) and

(2) Market should not be less than net realizable value reduced

by an allowance for an approximately normal profit margin.®
Thus a floor ani a celling are placed on replacement cost in
arriving at market.
This dulletin also took a clear out position regarding
the controversial prodblem of acoounting for commitments. The

statement on this point reads: "Aocrued net losses on fim
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purohase commitments of zoods for inventory, measured in the

same way us are inveatory losses, should be recognized in the
accounts, The amounts thereof should, if material, be separately
disclosed in the income statement."

Current Assets and Current liabilities
In Bulletin No., 30, dealing with Current Assets and

Current liabilities, the committee took the position that pust
definitions of current assets Lave tended to be overly oconoerned
vith immediate or roreced liguidation values. It took cognizance
of the tendency in recent years for oreditors to rely more upon
the abllity of debtors to pay their obligations out of the
proceeds of ocurrent operations. Accordingly 1t defined current
assets tO0 mean cash and other assets or resources commonly
identified as those whioh are reasonably to be expected to be
realized in cash or sold or consumed during the uormal operating
oycle of the business., The term ourrent liabilities is, in

the same spirit, used principally by the comuittee to identify
and doaignate debts or obligations, the liquidation or payment
of whioh are reasonably expeocted to require the use of existing
resources properly classified as current assets or the creation
of other current liabilities. Thus, for example, cash designated
for sxpenditure in the acquisition or conatruetion of non-
current assets or sezreguted for liguidation of long~tem

debt would be excluded from current assets as would the cash
surrender value of life insuranoce policies.

Current Unsettled Issues
At the present time the committee has before it a
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number of important but highly controversial subjeots. Scme
have not as yet been discussed at a cummittee meeting, but
there is no doudt they will form the basis for extensive debate
before substantial agreement will be reached.

Income and Suprplus

The first and foremost relates to the nature of the
income statement and is far from being a new problem. It has
troubled the profession and business for a generation. The
committee has struggled vallently with it for over two years
without reaching a satisfactory solution.

What constitutes the most practically useful concept
of income for the year? On the one hand, net income is defined
according to a strioct proprietary concept by whioh it is
presuned to be determined by the incluslion of all items affect-
ing the net inorease in proprietorship during the period
except dividend distributions and capital transacotions. The
form of presentation which gives effect to this broad concept
of uet l..come has sometimes been designated the "all-inclusive”
income statement, On the other uand, & different concept
places its principal emphasis upon the relationship of items
to the operations, and to the year, excluding from the determina-
tion of net income any material extraordinary items whlch are
not so related or which, if included, would lmpeir the esigni-
fiocance of net income s0 that misleading iaferences wmight be
drawn therefrom., This latter concept would require the income

statement to be designated on what might be called a "current
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operating performance” basis, because its oLlef purpose is to
aid those primarily interested in what a company was able to

earn under the operating conditlious of the period covered by

the statement.

Proponents of the "all~inclusive” type of income
statement insist that annuul inoome statenents taken for the
life of an enterprisc should, when added tojether, represent
total net inocome. They emphaslze the dangers of possidle
nanipulation of annual earnings if waterial extraordinary items
may be omitted in the determiunation of income. Thsy also assert
that, over a period of years, charges resulting from extraordinary
events tend to exceed the credits, and thelr omission has the
effeot of indicating a greater earning performance than the
corporation actually has exhibited. They insist that an lnocome
statement including all Income oh.rges or credits arisiug auring
the year is simple to prepure, is eas;y to understand, and is
not subjeot to variations under different condltions due to the
Judgments that may be applied in the treatment of individual
items. They arizue that when judgment is allowed to enter the
pleture with respect to the inelusion or exelusion of special
items, material differences ln the treatment of bvorderline
cases will develop and that there 1s danger that the use of
vdiatortion” a8 a criterion may be a means of rationalizing
the normalization of earnings. WwWith full disclosure of the

nature of any speclial or extraordinary itens, this group



believes the usger of the finuncial statements can make his own
additions or deductions more effectively than can the menagement
or the independent accountant,

On the other hand, those who advocate the '"current
operating performance" type of income statement generally do so
because they arc mindful of the faot that a substantial number
of the users of financial reports attach major significance
to the income statement as an ald in reaching conclusions as
to a company's future prospects. They point out that, while
sone users of financial reports are able to analyze a statement
and elimlinate from it those unusual and extraordinary items
that tend to distort it for thelr purposes, many users are not
trained to do so. Turthemore, they contend it is difficult
at best to report in any financial statement sufficient data
to afford a sound basis upon which the reader who does not
have an intinmate knowledge of the facts ca:n meke a well cone-
sidered classification. They consider it self-evident that
managemnent and the independent auditors are in a stronger
position than outsiders to determine whether there are unusual
and extraordinary items which, if included in the determination
of net income, may glve rise to misleading inferences with
respect to current operating performance.

The advocates of the "current operating perfor.iance
type of statement join fully with the "all-inclusive™ group in
asserting that there should be full disclosure of all material

charges or credits of an unusual character, including those
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attributable to a prior year, but they insist that such dis-
closure should be wade in such a manner as not to distort the
figure which represents wiat the company was able to earn fronm
its usual or typical business opecrations under the conditions
existing during the year. They beiieve that material extra-
oriinary ocnarges or oredits way often best be disclosed us direct
adjustuents of surplus. They point out that a charge or oredit
in a material amount representing an unusual item not likely

t0 recur, if included in the computation of the company's
annuel net incoae, may be 80 distorting in its results as to
lead to unsound Jjudgments with respect t0 the current earning
performnance of the coupany.

No satisfactory ocouapromise between these two schools
of thought has been reached. 4 suggested fom of presentation
that seexs to merit careful consideration would present in a
single atateuent all items of profit or loss recognized during
a fiscal period but certain material extraordinary items would
be excluded from the determination of net income for the period
but would be reported in a section immediately following the
amount of net inocome and included 1n the determination of the
amount carried to surplus. By this means the figure designated
as net lnocome would be determined on such a basis that it would
have the greatest possible signiiricance in helping to form a
conciusion with respeot to the earning performance of the
business under the operating conditions existing during the

year to which it relates while at the sume time the presentation,
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immediately following the fisure of net income, of any material
extraordinary churges and credits excluded from the daterminatiyn
of suoh unet incoume, would enable users of the stateaents to |
appralgse the significance of those items in relation to the
results ol operations [or the year,

Minimum Disclosures

To a greater degree than ever before in our history,
falr und full disclosure of information with respeot to the
financial affairs of business enterprise is important to persons
outside thelr immediate management. Thé solution to a large
proportion of the problems which face countries in which private
enterprise 1s still predominant are tied up in the satisfactory
settlement of the conflioting iuterests in business. Capltal,
mwanagenent, labor, customers and the government, all nave
conflioting claims upon the yrooeseds of business operations,
lavor is demanding that it be given linancial information for
its use in bargaining with management on wage contracts. The
govermment in its taxing program, in the control of the securities
markets, and in the regulation of public utilities, nmust have
extensive financisl data. The consuming publie is bvecoming
inereasingly resentful of what appear to them to be exorbitant
prices and is seeking the facts behind them. Stockholders
and ereditors far removed Crom management must base thelr
decisions upon information they get from financial statements,
These increuased needs for falr, unbiased, adequate financial

information places greater responsibility upon the public
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accountant thau he has ever hLad befure. Hore than ever, there-
fore, he must satisfy Limself through the exercise of sound
techuiioal procedures and inforned judgunents tlhat the stutewents
he certilfies are not nisleading either by misstatements they
include or by the laex of information they fuil to disclose.

By and largse the profession Lus ocauce to be pleased
with the munner in wi.ilch it hias fuifilled tie reqguirements of
this responsivility. Wwe hLave constantly endeavored to evoive
«“eans vy wilch users of finauecial statewente may more readily
determine the Tinancial informution they need, but us we are
ull aware, there ls room for improvement,

Gne subjeot to whioh careful consideration is bveing
glven 1s whether the accouutunt shoula require w fulil set of
financial stateuents (bvaluunce sheet, incoume statewment, anc
analysis of surpius) to be included in all pubiished annual
reports to stockholders of whioh his certiricate is a part.
Accepted practice in this regard is in the process of evolution.
It has uot been many years since it was the universal practice
to submit nothing but a balunce sheet te stockholders, bunkers,
or other oreditors. The ineome mtatement wue cousidered to be
burely supplementul, we all recoguize that during the last
guarter of a century there has Leen a distinet shift in the
significance attached to this various statements. Today, &
series of income statenents is often consicered of far more
value than a bsiunce sheet, This is particularliy true of

concerns that are so large that they are not likely to be
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liquidated by the sale of individual assets and whose ability
to pay 1ls gauged more by an estimate of ability to earn than
by the presence of assets upon whioch the oreditor may pounce.
Somewhat similar to the practice of omitting basic
financial statements in reports to stockholders is the praotice
of presentlng statements that sre highly condensed. This seens
to be particularly prevalent in reporting income. In some
rather extrems cases, companies furnish income statements
whioh begin with a figure of "net income before deprecliation
and income taxes.”" It is even more common to omit information
with respect to sales volume or the cost of sales., QJenerally
the reason given for excluding such information from published
financlal statements is that the msnagement believes it would
be useful to competitors. In some cases this fear is probabdbly
Justified, but consideration must be given to whether we are
encouraging the presentation of these figures as often as we
might. While in many cases it would be impraoticable to break
down this data to the extent necessary to give the reader of
the financlal statements a complete picture of the concern's
operations, there can be no doudt but that trends in the total
sales volume and in the gross profit which is derived from it
are important in forecasting an enterprise's future acocomplish=-
ments. It seems particularly unreasonable that such infcrmation
should not be made readily aveilable to the stoockholders when
it is, or before long will be, made a matter of publio record

with governmental regulatory bodles.
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Complaints are also common with respect to failure
to disclose the amount of reserves netted against assets, the
use of omnidus reserves or reserves with ambiguous titles,
reporting reserves for unspecified contingencies without further
explanation or infarmation with respect to charges and oredits
to them, the failure to disclose the basis upon which inventories
are valued or to give information as to the proportions of raw
material, work in process and finished goods, lack of diseclosure
of the method followed in determining cost of inventories such
as last-in first-out, first-in first-out, or average stook,
the basis of the valuation of fixed assets, and the number of
shares of stoock authorized issued and outstanding together
with the par or stated value of the stock,

Reserves for Future Inventory Price Declines
During the past year, three very important and clossly

related problems have arisen. All spring from the fact that
we Lave been in a period of rapidly rising prices and business
anticipates the probabllity of a period of falling prices and
depressed business conditions at some future date. The first
is the practice of setting up, out of current income, reserves
for future inventory price declines. Corporate executives
have been greatly disturbed over the high costs and amounts

of inventories they are required to carry. They admit that

no one can foretell the future, but they belleve it reazonable
to assume that the present upswing in prices may be offaet in

whole or in part by price declines at some future date, Because
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of the need to maintain adequate supplies of zoods to meet
oieryoday customer purchases and thelr belief that the losses
which will have to be taken in periods of receding price levels
have their origin in perlods of rising prices, they are convinced
of the desirablility of reserving a part of current profits in
anticipation of such losses. However, it is one thing to protect
the b.lance sheet or surplus against the impact of possible
future events but it is quite a different thing to charge that
conservatism to income, Profits are determined by deducting
from the revenues of a given period the applicable costs and
dosses, In the case of a mercantile or manuracturing business
this oonsiats primarily in matching revenue from the sale of
goods with the ocosts of aocquiring or préduoing them and of
holding, melling or delivering them., To the extent that losses
have already ocourred in inventories as a oconsequence of fallen
market prices, deterioratlion, obsolescence, or other relative
causes which make it evident that oosts cannot be realiged by
future sales, it is accepted practice to charge such losses off
as being applicable to the period even though they are not
related to the goods from which the current revenue is derived.
This practice is justified on the grounds that the loss in
market value has already been realized and is attributable to
the period in whieh the loss takes place even though there are
no revenues that have been derived from such goods agalnst
which the losaes may be charged. When, however, reserves are

set up to oharge current costs with a loss whioh is expeoted

to follow a period of unusually high prices, such as may exist
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at present, no such relationship to the current period sxists.
Computations of reserves of this kxind have to be mnade on the
basis of assumptions as to what future price levels will be,
what quantities will be on hand if and when the major price
decline takes place, and, finally, whether loss to the business
vill be measured by the amount of the decline in prices. The
bages for such assunptions are so uncertain that any conclusions
drawn from them would generally seem to be speculetive guesses
rather than informed judgments. This affords strong support
for those who contend that these reserves are based so much on
whim that they should never be reflected in the acco.unts except
as gegregations of surplus.

Reserves should not be used to shift current profits
to some future year because profits are currently high or to
reflect opinions as to what constitutes normal profits, It is
well recognized that the determination of income should be
governed by acoepted prinoiples of acoounting. Creation of a
Treserve by a charge to income 1s no exception. If there is reason
for setting up a reserve through a charge to lncome under a
partioular set of cirocumstances whben the management is favorable
to its oreation, the same reason would exist if the management
were opposed., It seems clear that if reserves of this kind
are to be accepted for accounting purposes, oriteria should
be established for their determination and they should de
created in all cases where the circumstances are such as to

indiocate their need, and not oreated merely at the option of
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the company, depending in part as to whether profits a&re high
or low. In addition to affording & guide to management,
criteria of t:ils kind should also give the independent account=-
ant a baslis for objectively testing within reasonablie limits
the propriety of a reserve and the fairness of its amount.
Because of the highly speculative and varied nature of the
factors governing & decision in this field, however, the
possibilities of cdeveloping suchk criteria seen very dim., Perhaps
accounting needs nay best be served by accepting the alternative
and not attempting to create reserves of this kind through
charges to income in any case.
Depreciation on Heplacement Values

The second of these new problems is the propriety of
additional charges ugainst income for deprecistion in excess
¢f thut required on cost. This is the old question of depreoiau'
tion on replacexment value arising again because of an aggravated
condition, claims agalnst profits by union leaders, the sooial
emphasis on the margin of profit, and perhaps because of other
influences not so readily apparent. There are some Vvery
important compunies which have publicized such additional
charges against lncome, and the idea is sure to appeal to others.

Clearly, charges to income of this kind have no support
in geanerally accepted accounting principles today. Depreclation
is conceived of as an accounting method of allocating costs to
fiscal periods, whereas provisions for replacement are considered

to be problems of financial management rather than of accounting.
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This is not to say that accounting principles as they now stand
zre sacred and should not be changed, but it must be recosnized
that this procedure is a violation of what «re now generally
accepted accounting nrinciples and an exception to consistency.
There can be no argunent but that a going concern must be able
to replace its »roductive assets as they are used up if it 1s

to continue to do business. It is also important for management
to understand that the difference between cost and estimated
replacement value may be significant in determining production
and pricing nolicles. It does not follow, however, that the
excess cost of the replacement over the cost of existing assets
should be accounted for as a cost of current production.
Ignoring the accepted accounting practice of treating fixed
assets as in the nature of deferred charges to be written off
over their useful life and therefore requiring that depreciation
be based on cost, it ies important to emphasize the diffioculties
involved in an attempt to relate depreciation to replacement,
The most striking difficulty in this respect is the impossibility
of prediecting what will be the eventual cost of replacing a
productive asset. Fow many are prepared to state what the price
level will be two years from today, to say nothing of trying

to guess what it will be five or ten years hence when many of
these assets are to be replaced? To further complicate the
problen, productive assets are not generally all replaced at

the same time. Most plants are made up of assets having varying

life expectancies and the price levels are not at all likely to

be the same 1n the aéveral yeurs in which these replacements
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ere to be made. Accordingly 1t vould be necessary not cnly to
guess the price level in a particular future year but to guess
vhat proportion of the facilities are likely to be replaced in
tbhat year. ©Price levels may rise and fall and rise and fall
again before many of these assets will have to be replaced.
Very few facllities are replaced in exactly the same form.

In neny fields, processes &nd products are so changed that the
same type of equipment is no longer the most suitable;)

There is 0 gainsaying the fact that business nmanage-
ment has a problem, but it may be qQuesationed whether this
problen is one that can or should be settled by changes in
accouuting procedures. TIossidly what vwe are seeking is ean
adjustment of the concept of profits which would requlre the
development of a monetary unit of constant value or the finding
of some practical method of :ieasuring our business activity in
terma of index numbers. Accountants are in position to recognize
the weakness of our present methods of computing profits in
perlods of violent chianges in the value of the dollar and to
help in reaching a sound solutlion, but it does not follow that
the changes should necessarlly be in accounting procedures.

Reserves for Excess Construction Costs

The thlird and closely related problea griaes out of
the actlon on the part of several prominent companies of setting
aslde out of earnings a reserve for excessive construction costs
in the year incurred, thereby reducing the income of the year

of ocoanstruction and reducing the amounts that will have to be
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charged to future lncome in writing of! construction costs.

This has been upheld on the grcocunds that material costs and
labor rates Lave iucreased very materially over prewar rates,
ané material shortages, unprecictability of .uterials dellveries,
loss iu procuctivity of labor, ete., Lave cuused construction
coste Lo be abnormul. Current high costs of facilities are a
najor concern to most persons interested ii the fiunancial health
of a busines.. Houever, it is generally assuwmed that when a
corporation undertakes the coustruction of a new plant 1t does
80 in the expectation that its future business wilil benefit from
the iuvestment; no other defensible reascn coues readlly to

mind for dolng so. It is a well recognized principle of accounte
ing that the cost of an asset sgould be spread fairly over the
fiscal periods during vhieh its services are rendered. If, at
the time the plant ie constructed, lunefficiencies, shortage

of materials and labor practices run the cost higher than 1ls
beiieved to be normal, it wmust 8tlll be asswaed that the company
has weighed these costs and found them worth while for the
benefit of the future. Other.ise, the constructiom could Lardly
be justified. It would seem to follow that if the plant ls
built %t is expected to contribute its full worth to future
revenuses and that its cost should therefore be fully charged

to the periods it wili serve. Possibly the widespread adoption
of straight-line cepreclation has been responsible for same of
the dif.iculties involved. Yossibly depreoiation policles

should be developed under vwhichi coupanies constructing properties
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at excessively high cost in the bé&iﬁé that the Ligh profits
of the eariier yeurs would warrant the excessive cost would be
able to asuign a greater part uf the cost to rhose eariler ye&ars.
we, as accountants, have a responsibility to help solve this
problea in a souna ;ianner, but 1t seems clear that arbditruary
regserves o thig «kind are .ot to be accepted werely because
management feels thLat i1ts current p.ofits were Loo Ligl and
desires to charge off part of the current construction costs,
If a procedure of vriting off such excess costs is tO be recog-
nlzed in some cases it would seew that eriteria si.culd be
developed for use in all similar cases.

Perbaps this recital has placed undue emphasis upon
a few of our wmost signlficant reoeut problienms., If so, I um
afrald I must plead the fact that they stand high in my consciouse
ness. le 48 public accountants have bullt our honored standing
and high repute in our couamunities by Lelpfully aeeting the
pmo blems of our clients with independence and objesctivity. It
is through meeting challenges such as those represented by the
problems I have just disocussed in a way that willl inspire
contidenoe in financlal stateuents and aake thein amore useful
to those they are designed to serve that we fulfilil our pro-
fessiocnal funetion in society, whether in your country or in
ours. Perhaps the problems we Lave in the United Ctates are
no problems to you, but the basic responsidbility of our pro=-
fession, wherever 1t exists, is to judge asoundly, act independently

and view objectively whatever problems face it.
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