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Amended Requirements for Financial Statements
Prescribed by the Securities and Exchange
Commission in Regulation S-X

By HOMER N. SWEET

EGULATIONS S-X, issued by the
R Securities and Exchange Com-
mission on February 21, 1940,
will govern the form and content of all
financial statements required to be filed
as part of form A-2 under the securities
act and as part of most of the forms of
periodic reports (10-K, for example) and
of application for registration under the
securities-exchange act. Prior to June 1,
1940, registrants have the option of
following the existing accounting in-
structions or the requirements of regu-
lation 5-X; after that date regulation
S-X is to be used exclusively in place of
the accounting instructions it super-
sedes.

The purpose of this article is to point
out the major differences between the
accounting requirements of regulation
5-X, a book of seventy pages, and the
accounting instructions for forms A-2
and 10-K. Form A-2 was issued in
January, 1935, form 10-K in December,
1935. It is not surprising that adminis-
trative experience gained since those
two forms were first published has
demonstrated to the Commission the
desirability of instituting a number of
changes in the accounting requirements.

The requirements for historical finan-
cial information, in item 45 of form A-2
and in item 34 of form 10, are not af-
fected by regulation S-X. Nor does
regulation S-X modify the requirements
for forms 12 and 12-K, used by railroad
and communication companies in regis-
tering or reporting under the securities-
exchange act.

Regulation S-X prescribes special
forms of financial statements and ac-
counting instructions for commercial
and industrial companies, investment

companies, insurance companies other
than life and title insurance companies,
committees issuing certificates of de-
posit, bank holding companies and
banks, and natural persons. Commer-
cial and industrial companies, as the
term is used in regulation S-X, include
public-utility companies that are re-
quired to use forms A-2, 10 and 10-K, 11
and 11-K.

The comments herein pertain to
commercial and industrial companies,
except as otherwise noted. This article
draws freely on the language of regula-
tion S-X.

DEPRECIATION, DEPLETION,
OBSOLESCENCE, AMORTIZATION

Forms A-2 and 10-K have required
registrants to state the policy with
respect to the provisions for deprecia-
tion, depletion, and amortization, or
reserves created in lieu thereof. In
regulation 5-X the corresponding re-
quirement is more explicit. The new
rule is as follows:

State the policy followed during the
period for which profit-and-loss state-
ments are filed with respect to—

(1) The provision for depreciation, de-
pletion, and obsolescence of physical
properties or reserves created in lieu
thereof, including the methods and,
if practicable, the rates used in
computing the annual amounts.
The provision for depreciation and
amortization of intangibles, or re-
serves created in lieu thereof, in-
cluding the methods and, if practi-
cable, the rates used in computing
the annual amounts.
(3) The accounting treatment for main-
tenance, repairs, renewals, and bet-
terments; and
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(4) The adjustment of the accumulated
reserves for depreciation, depletion,
obsolescence, amortization, or re-
serves in lieu thereof, at the time
properties are retired or otherwise
disposed of.

This required statement of policy is to

be set forth in the profit-and-loss state-

ment or in a note thereto, instead of as

a footnote to the schedule of reserves as

in forms A-2 and 10-K.

In the balance-sheets of all com-
panies except public-utility companies,
reserves for depreciation, depletion,
amortization, or retirements, other than
reserves created essentially for con-
tingencies, shall be shown, according to
regulation 8-X, as deductions from the
specific assets to which they apply.
Forms A-2 and 10-K have no similar
requirement. Regulation S-X requires
that in the supporting schedule for re-
serves for depreciation, depletion, and
amortization of property, plant and
equipment, if practicable, these reserves
shall be shown to correspond with the
classifications of property.

ProPERTY, PLANT AND EQUIPMENT

Property, plant and equipment need
not be subdivided in the balance-sheet,
but in a supporting schedule this asset
must be subdivided, if practicable, by
major classifications, such as land,
buildings, equipment, or leaseholds,
and the additions during the period of
the report shall be segregated in ac-
cordance with an appropriate classifica-
tion, However, a public-utility company
shall, to the extent practicable, classify
utility plant by the type of service
rendered (such as electric, gas, trans-
portation, and water) and shall state
separately under each of such service
classifications the major subclassifica-
tions of utility-plant accounts. In form
A-2 property, plant and equipment
could be shown in one amount.

Regulation S-X requires that if prop-
erty, plant and equipment abandoned
is carried at other than a nominal

amount, there shall be indicated in the
supporting schedule, if practicable, the
amount thereof and the reasons for
such treatment. The writer suggests
that this required information about
abandoned properties should usually
be set forth also in a note to any bal-
ance-sheet prepared for a prospectus.

Ayounts DUE FRoM DIRECTORS,
OFFICERS, AND PRINCIPAL
STOCKHOLDERS

A new schedule prescribed by regu-
lation S.X requires that there be re-
ported, for each period for which the
profit-and-loss statement is filed, cer-
tain information in respect of each
person among the directors, officers,
and principa! holders of equity securi-
ties other than an affiliate from whom
more than $20,000 or 1 per cent of total
assets, whichever is less, was owed at
any time during the period. The infor-
mation so required is the name of the
debtor, the balance receivable from
the debtor at beginning of the period, the
total charges to the account during the
period, the total amounts written off
and the total collections during the
period, and the balance receivable at
close of the period. For the purposes of
this schedule, purchases subject to
usual trade terms, ordinary travel and
expense advances and other such items
arising in the ordinary course of business
shall be excluded in the determination
of the amount of indebtedness. Infor-
mation in respect of debts from direc-
tors, officers, and principal stockholders
has been required to be submitted as a
supporting schedule in form A-2 only if
the indebtedness existing at the date of
the balance-sheet was in excess of
$20,000. .

INDEBTEDNESS OF AND TO AFFILIATES

Form A-2 has required a schedule of
indebtedness in éxcess of $20,000 owed
to the registrant by any affiliate at the
date of the balance-sheet.

Regulation $-X requires a schedule of
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indebtedness owed to the registrant by
each affiliate not only at the close, but
also at the beginning, of each profit-
and-loss period, and also a schedule of
noncurrent indebtedness owed by the
registrant to each affiliate at the close
and at the beginning of each profit-and-
loss period. This information may be
shown in total for two or more totally
held subsidiaries provided the number
of subsidiaries so grouped is stated, and
permission is given in regulation S-X
to combine in one schedule, if desired,
the required information as to in-
debtedness owed by and to affiliates.

INVENTORIES

In forms A-2 and 10-K it has been re-
quired that the basis of determining the
amounts of inventories shall be shown
in the balance-sheet. This requirement
has been commonly met in practice by a
parenthetical note, such as “cost or
market, whichever is lower.” Regula-
tion 3-X requires not only that the
basis of determining the amounts of
inventories shall be stated in the
balance-sheet, but also—

If a basis such as ‘‘cost,” “market,”
or ‘‘ cost or market, whichever is lower”
is given, there shall also be given, to
the extent practicable, a general indi-
cation of the method of determining
the “cost” or "market”: e.g., ‘‘average
cost"” or ‘“first-in, first-out.”

LR N1

PREFERRED STOCK

Regulation S-X adopts as a rule the
opinion of the chief accountant of the
Securities and Exchange Commission in
accounting series release No. 9, Decem-
ber 23, 1938, with respect to disclosure
in the balance-sheet of preferences of
senior stock on involuntary liquidation.
When the excess of the preference on in-
voluntary liquidation over par or stated
value of the stock is significant, the
following information must be set forth;
the difference between the aggregate
preference on involuntary liquidation
and the aggregate par or stated value;

a statement that this difference, plus
any arrears in dividends, exceeds the
sum of the par or stated value of the
junior capital shares and the surplus, if
such is the case; and a statement as
to the existence, or absence, of any re-
strictions upon surplus growing out of
the fact that upon involuntary liquida-
tion the preference of the preferred
shares exceeds its par or stated value.

SuURPLUS

Regulation S-X has certain require-
ments, not present in forms A-2 and 10-
K, in respect of the showing of surplus
in the balance-sheet. Surplus arising
from revaluation of assets is specified as
one of the classes of surplus which must
be shown separately in the balance-
sheet, besides paid-in surplus, other
capital surplus, and earned surplus,
However, unsegregated items of sur-
plus may be stated in one amount if the
company has not up to the beginning of
the period of report differentiated the
classes of surplus in its accounting.

If surplus is not segregated in the
balance-sheet, the account titles used in
the balance-sheet, in the words of regu-
lation 8-X, shall be such as will indicate
the general types of surplus included.
This requirement puts on registrant
companies an obligation which was not
specified in the instructions for forms
A-2 and 10-K. Another new require-
ment is that the amount of any undis-
tributed earnings of subsidiaries in-
cluded in the surplus account of the
parent company shall be stated paren-
thetically or otherwise in the parent
company's balance-sheet.

ProriT AND Loss

Merchandising organizations, both
wholesale and retail, are permitted by
regulation S-X to include occupancy
and buying costs in cost of goods sold.
Publicity costs, however, must be in-
cluded in selling, general, and adminis-
trative expenses or shown separately.
The latter requirement supersedes se-
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curities-exchange-act release No. 174,
April 14, 1935, which has permitted
merchandising organizations to include
publicity costs in cost of goods sold.
Industrial organizations are not pro-
hibited by this rule, as I interpret it,
from including cccupancy and buying
costs in cost of goods sold.

Gain from transactions in a com-
pany’s own capital shares shall be
carried direct to the appropriate surplus
account. This accounting principle in
regulation S-X accords with the opinion
of the chief accountant of the Commis-
sion in accounting series release No. 6.

Regulation S-X prescribes the definite
rule that dividends applicable to an
issuer’s own capital shares held in its
treasury or in sinking or other special
funds shall not be treated as income.
This principle was endorsed by the
chief accountant of the Securities and
Exchange Commission in accounting
series release No. 5.

In the schedule of supplementary
profit-and-loss information, each sig-
nificant item of taxes, other than income
and excess-profits taxes, must be stated
separately.

If any noncash dividends received
from affiliates have been credited to
income in an amount different from that
charged to income or earned surplus by
the disbursing company, the amount of
the difference shall be stated and ex-
plained in the supplemental schedule,
income from dividends.

OTHER BALANCE-SHEET INFORMATION

Other balance-sheet information re-
quired by regulation 5-X, but not called
for in forms A-2 and 10-K, is described
briefly below.

When instalment receivables or in-
ventories long in process are included in
current assets in accordance with gen-
erally recognized trade practices, an
estimate, if practicable, shall be given
of the amount not realizable within one
year.

Each pension or other special fund of

a significant amount shall be separately
stated in the balance-sheet.

Reacquired bonds and other eviden-
ces of indebtedness and reacquired
capital shares, if significant in amount,
are not permitted to be carried among
the assets, but must be shown separately
as a deduction under the appropriate
caption on the liabilities side of the
balance-sheet.! Reacquired capital shares
may be shown as a deduction from capi-
tal shares, or from the total of capital
shares and surplus, or from surplus,
at either par or stated value, or cost, as
circumstances require.

Discount on capital shares, if signifi-
cant in amount, shall be shown sepa-
rately as a deduction from capital
shares or from surplus, as circumstances
require, with an indication of what
provisions have been made for writing
off this item.

CONSOLIDATED AND COMBINED
STATEMENTS

Regulation 5-X does not materially
modify the requirements of forms A-2
and 10-K for consolidation of the
financial statements of a registrant
company and its subsidiaries. It does
require that the principle adopted in
determining the inclusion and exclusion
of subsidiaries in each consolidated
balance-sheet and in each group hal-
ance-sheet of unconsolidated subsidia-
ries shall be stated, and further that a
statement shall be made whether there
have been included or excluded any
subsidiaries not similarly treated in the
corresponding statement filed for the
preceding fiscal period.

Regulation S-X prescribes that state-
ments which may be filed consolidating
or combining in one or more groups the

} However, reacquired evidences of indebted-
ness held for pension and other special funds not
related to the particular issue may be carried as
assets of such funds, provided that there be
stated parenthetically the amount of such evi-
dences of indebtedness, the cost thereof, and
the amount at which carried.
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statements of majority-owned subsidi-
aries not consolidated with the regis-
trant shall be pursuant to principles of
inclusion or exclusion which will clearly
exhibit the financial condition and
results of operations of the group or
groups. A consolidated or combined
statement for majority-owned subsid-
1aries not consolidated with the regis-
trant shall be filed if such a statement,
in place of separate statements of these
subsidiaries, is essential to a properly
summarized presentation of the facts.

If any subsidiaries are not consoli-
dated, it is required in regulation S-X
that a statement shall be made of the
amount of any difference between the
investment of the registrant and its
consolidated subsidiaries, as shown by
their books, in the unconsolidated sub-
sidiaries for which statements are filed
and the equity of such persons in the
net assets of such unconsolidated sub-
sidiaries, as shown by the books of the
latter. Forms A-2 and 10-K have no
similar requirement in respect of sub-
sidiaries not consolidated.

INFORMATION ADDITIONAL TO
MiINtMuM REQUIREMENTS

One of the accounting instructions
for forms A-2 and 10-K is that the in-
formation specified in the instructions
shall be furnished as a minimum re-
quirement, to which the registrant may
add such further information as will
contribute to an understanding of its
financial condition and operations. The
corresponding rule in regulation S-X is
as follows:

““Additional information. The infor-
mation required with respect to any
statement shall be furnished as a
minimum requirement to which shall
be added such further material in-
formation as is necessary to make the
required statements, in the light of the
circumstances under which they are
made, not misleading. This rule shall
be applicable to all statements required
to be filed, including copies of state-

ments required to be filed in the first
instance with other governmental agen-
cies.”

The last sentence just quoted is a new
instruction. 1t has its application to
railroad and communication companies
whose statements in the form required
by other federal commissions are filed
with the Securities and Exchange
Commission as part of a registration
statement or annual report,

SIMPLIFICATION AND CLARIFICATION OF
REQUIREMENTS

The required explanatory notes on
accounting principles and practices
may be presented as a single statement
with cross-references thereto in the
appropriate financial statements. If
notes required with respect to two or
more financial statements cover sub-
stantially the same subject matter, a
note given in one of the statements will
suffice, provided a clear and specific
reference to that note appears on the
other statements,

In the words of regulation 5-X any
schedule in support of a balance-sheet
caption need contain information only
as to the balances as of the related
balance-sheet date if both the additions
and the deductions during the period
for which profit-and-loss statements are
filed were not significant; or such a
schedule may be omitted if the balances
as of the related balance-sheet date and
both the additions and the deductions
during the period for which profit-and-
loss statements are filed were not sig-
nificant.

Information required to be presented
on a consolidated basis may be shown,
in the same supporting schedule with
the information required in respect of
the registrant itself, provided that
items pertaining to the registrant are
separately shown and the single sched-
ule affords a properly summarized
presentation of the facts.

The supporting schedules of funded

171



The Journal of Accountancy

debt and capital shares have been clari-
fied. Any significant changes in funded
debt and capital stock since the date of
the balance-sheet must be indicated in
notes to the respective schedules in-
cluded in registration statements filed
under the securities act or in applica-
tions for registration of securities under
the securities-exchange act.

Prepayments of services to be re-
ceived within one year may be included
under current assets or under deferred
charges on the balance-sheet.

Financial statements may be filed in
such form and order, and may use such
generally accepted terminology, as
will best indicate their significance and
character in the light of the provisions
applicable thereto and no entry need
be made as to captions in any financial
statement, or note, as to which the
items and conditions are not present.
That degree of flexibility, permitted
by regulation S-X, is essentially the
same as that which has been permitted
by the instructions for forms A-2 and
10-K. Regulation 5-X also states that
if the amount to be shown under any
caption is not significant, the caption
need not be separately set forth, How-
ever, the captions or column headings
of any supporting schedule required to
be filed must be set forth.

OPENING BALANCES
In the analysis of surplus and in
certain of the schedules required by
regulation S-X, namely,

Amounts due from directors, officers,
and principal holders of equity se-
curities other than affiliates

Investments in securities of affiliates

Indebtedness of affiliates

Property, plant and equipment

Reserves for depreciation, depletion,
and amortization of property, plant
and equipment

Intangible assets

Reserves for depreciation and amortiza-
tion of intangible assets

Indebtedness to affiliates—not current

Reserves

the balances at the beginning of the
period reported on may be “as per the
accounts’’ if the company has not pre-
viously filed financial statements under
the securities act or the securities-ex-
change act.? As to the companies that
have previously filed financial state-
ments under either act, balances ‘‘as
per the accounts” may be taken as of
the close of the most recent period for
which certified financial statements are
on file with the Securities and Exchange
Commission.

CERTIFICATION
The rule for certification in regula-
tion S-X is contrasted below with the
corresponding instructions for form

A-2,

t There are a few exceptions to this rule. A
special rule fixes January 1, 1925, as the latest
date as of which the balance in surplus account
of investment companies may be accepted. The
clause ““as per the accounts” does not apply to
the balance in reserves at the beginning of the
period of report of a bank holding company or
an investment company.

As in instructions for form A-2

. . . certificate shall be dated, shall be
reasonably comprehensive as to the
scope of the audit made,

As tn rule 2.02 of regulotion 5-X

{a) The accountants' certificate (1)
shall be dated; (2) shall be signed manu-
ally; (3) shall identify without detailed
enumeration the financial statements
certified; (4) shall contain a reasonably
comprehensive statement as to the
scope of the audit made; (5) shall state
whether there have been any changes in
accounting principles or practices re-
quired to be set forth by rule 3.07 and
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and shall state clearly the opinion of the
accountant or accountants in respect
of, the financial statements of, and the
accounting principles and procedures
followed by the registrant.

In certifying to the financial statements
of the registrant, independent public or
independent certified public account-
ants may give due weight to an internal
system of audit regularly maintained
by means of auditors employed on the
registrant’s own staff.

In such case the independent account-
ants shall review the accounting pro-
cedures followed by the registrant and
by appropriate measures shall satisfy
themselves that such accounting pro-
cedures are in fact being followed.

Nothing in these instructions shall be
construed to imply authority for the
omission of any procedure which inde-
pendent public or independent certified
public accountants would ordinarily
employ in the course of a regular annual
audit,

The certificate of the accountant or ac-
countants shall be applicable to the
matter in the registration statement
proper to which a reference is required
on the balance-sheet.

shall state clearly the accountants’
opinion as to any such changes; and
(6) shall state clearly the opinion of the
accountants in respect of the financial
statements of, and the accounting
principles and procedures followed by,
the registrant and its subsidiaries,

(b) In certifying the financial state-
ments, the accountants may give due
weight to an internal system of audit
regularly maintained by means of
auditors employed on the registrant’s
own staff.

The accountants shall review the ac-
counting procedures followed by the
person or persons whose statements are
certified and by appropriate measures
shall satisfy themselves that such ac-
counting procedures are in fact being
followed.

Nothing in these instructions shall be
construed to imply authority for the
omission of any procedure which inde-
pendent accountants would ordinarily
employ in the course of an audit made
for the purpose of presenting compre-
hensive and dependable financial state-
ments,

{c) Any matters to which the ac-
countants take exception shall be
clearly identified and the exception
thereto specifically and clearly stated.

(d) If certification is made by an
individual accountant, the above pro-
visions as to accountants shall be read
in the singular.

See author's comment below on rule
5.04.

Rule 3.07 in regulation 5-X, to which
reference is made in (a) (5) above, reads
as follows:

Changes in accounting principles and
practices. If any significant change in
accounting principle or practice has
been made at the beginning of or during
any period covered by the profit-and-
loss statements filed, 2 statement as to

the change shall be given in a note to
the appropriate statement, and if the
change substantially affects proper com-
parison with the preceding fiscal period,
the necessary explanation.

This rule is similar to one of the in-
structions for form A-2.

Rule 5.04 in regulation $-X requires
that schedules in support of any certi-
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fied balance-sheet or certified profit-
and-loss statement shall be certified.
It would not be inconsistent with this
rule, according to my understanding, for
the accountant to follow the usual
practice of giving one certificate cover-
ing all the financial statements required
to be certified, including the schedules
as well as the balance-sheet, profit-and-
loss statement and statement of surplus.

InveESTMENT COMPANIES

The accounting requirements for in-
vestment companies in regulation S-X
differ in a few respects from the instruc-
tions for form 135 (issued May 135, 19335)
for incorporated investment companies.

Form 15 specified that securities to
be classed as marketable must have a
ready market. This “ready market”
rule, in as far as investment companies
are concerned, has been dropped from
regulation S-X.3

Form 15 did not require that a re-
serve for unrealized depreciation in
value of investments, if provided, should
be deducted from the investments in
the balance-sheet. Regulation S-X al-
lows the registrant no choice in the
matter; reserves for unrealized depre-
ciation in value of securities, if provided,
must be shown in the balance-sheet
as a deduction under investments.

Regulation 5-X requires that the
total of any management and other
service fees paid by an investment com-
pany to affiliated organizations or per-
sons shall be stated separately in the
profit-and-loss statement supplemented
by a statement of the name of, and
amount applicable to, each affiliated
organization or person accounting for
10 per cent or more of the total ex-

3 Commercial and industrial companies, how-
ever, may include marketable securities in
current assets only if the securities have a
ready market.

penses of the period for supervision and
management of investments.

SUMMARY

An improvement which should prove
to be especially helpful is that the ac-
counting requirements under the se-
curities act and the securities-exchange
act are, as far as feasible, made uniform
by regulation S-X. Differences which
have existed in the detailed accounting
regulations under the two acts have
now been removed. The new regulation
also clarifies many of the accounting
instructions.

The amended rules for certification
of financial statements by accountants
add two new requirements to the old
rule: accountants shall state clearly
their opinion as to any significant
changes in accounting principles or
practices made in the period covered
by the profit-and-loss statementsfiled;
and any matters to which the account-
ants take exception shall be clearly
identified and the exception thereto
specifically and clearly stated. As a
whole, the amended rules for certifica-
tion do not depart from generally es-
tablished standards. However, the Se-
curities and Exchange Commission has
announced that the new rules govern-
ing certification are to be reconsidered
with a view to revisions deemed neces-
sary as a result of pending proceedings.

The additional accounting informa-
tion which will have to be furnished
in financial statements and in support-
ing schedules in compliance with the
new regulation is not voluminous. An
important change which regulation
S-X introduces into the profit-and-loss
statement, in the interest of investors,
is a broader requirement for an ex-
planation of the accounting policy as
to depreciation, maintenance, renewals,
betterments, and retirements of prop-
erties.
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