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Accounting for Investors

The Fundamental Importance of Corporate Earning Power

BY JEROME N. FRANK

I
J:[T CANNOT be denied that Mr. Justice

Holmes was one of the greatest

thinkers of all time. The conse-
quences of his thinking will never cease,
in his particular field. I shall presently
suggest that the value of his attitude is
not thusrestricted. But first let me briefly
summarize that attitude:* Thelifeof the
law is not logic; it is experience,” he re-
marked many years ago. The law, he
insisted, ‘““cannot be dealt with as if it
contained only the axioms and corol-
laries of a book of mathematics.” Often
he deplored the tendency to deal with
law as if it were ““a theological working
out of dogma.” He saw that its only
value is that it is *' but a part of the lives
of men.” " Certitude,” he asserted, ‘'is
not the test of certainty. We have been
cocksure of many things that were not
s0.”” He warned against all forms of
“*delusive exactness.” And he used his
knowledge of history in a constructively
skeptical manner, as * the first step of
enlightened skepticism” in order to
“burst inflated explanations.” It “is
revolting,” he remarked, “to have no
better reason for a rule of law than that
so it was laid down in the time of Henry
IV. It 1s still more revolting if the
grounds upon which it was laid down
have vanished long since, and the rule
simply persists {from blind imitation of
the past.”” He was always watchful of
seeming certainty that was only an
illusion; for, as he put it, 'certainty
generally is illusion.” He wisely noted
that “all life is an experiment.” And at

Note.—An address delivered before the
eighth annual meeting of the Controllers’ In-
stitute of America, New York, N. Y., October
10, 1939, reprinted from Thke Comtroller, by
special permission,

the bottom of all his thinking was this
aphorism: ** To have doubted one's own
first principles is the mark of a civilized
man.”’

Holmes awoke the legal profession—
or some of it—from its dogmatic slum-
ber. 1 suspect that the accounting pro-
fession needs a Holmes; that what he
said of law is, in large measure, true of
accounting; that it needs to question
its own first principles, to ask whether
much in accounting that seems certain
rests merely on a feeling of certitude,
whether its apparently precise symbals
do not often actually conceal vagueness,
whether many of its rules and principles
are accepted for no good present reason
and persist merely from blind imitation
of the past,

I wish that I had the time and ability
to develop all the implications of those
comments, to discuss in detail the
consequences for accounting of the
Holmesian outlook. But I must content
myself with a fraction of such an under-
taking, to question, and superficially,
but a small portion of your first prin-
ciples.

II

Every man is likely to overemphasize
and treat as fundamental those aspects
of life which are his peculiar daily con-
cern. To most dentists, you and I are,
basically, but teeth surrounded by
bodies. To most undertakers we are
incipient corpses; to most actors, parts
of a potential audience; to most police-
men, possible criminals; to most taxi
drivers, fares. '“The Ethiopians,” wrote
Xenophon, “say that their gods are

1The views expressed in this paper are per-
sonal and are not to be taken as the official
attitude of the Securities and Exchange Com-
raission.
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snub-nosed and black-skinned, and the
Thracians that theirs are blue-eyed and
red-haired. If only oxen and horses had
hands and wanted to draw with their
hands or to make the works of art that
men make, then horses would draw the
hgures of gods like horses and oxen like
oxen, and would make their bodies on
models of their own.” Spinoza sug-
gested that if triangles had a god it
would be a triangle. We make life in the
image of cur own activities,

We are thus prone to neglect those
aspects of life that do not immediately
concern our tasks and to overemphasize
those that do. And, too, we often lose
sight of the wider perspectives of our
own jobs, forget to relate our limited
function to the broader scheme of
things. There is ““a tendency for the
potter to become the slave of his clay.”
I may be wrong, but, judging from the
corresponding characteristics of my own
profession (I am a lawyer) I surmise
that those who are engaged in account-
ing sametimes forget to ask themselves
just what is the social function of their
work.

Specialization has its virtues, but its
faults as well, One recalls the old story
of the professor and the guide in a canoe
on a lake. “Have you studied Latin or
Greek?" asked the professor.

““No," answered the guide.

“Well,” said the professor, “you
have lost a quarter of your life. Have
you read history and poetry?”’

“No,"” replied the guide.

“Well, you've lost another quarter of
life,” said the professor.

Just then the canoe upset and the
guide shouted, *Can you swim?” to
which the professor burbled, ‘‘ No.”

“Well,” said the guide, “you've lost
the whole of your life.”

Accounting, of course, has multiple
functions. As Walton Hamilton says,
“Accountancy is all things to all men.
It is at ence a picture, a scheme of nota-
tion, a language, a technique, a ritual,
an instruzment and a social institution.”

1]

Today, because, being an S.E.C. Com-
missioner, I, too, am near-sighted I
want to discuss accountancy as a
servant of the investor, particularly the
investor in listed or registered securities.
And I want to begin by suggesting that
the terminology and form of the ac-
countant’s report, unless its true nature
is made plain to him, can and often do
mislead the wayfaring investor.

Like accountancy, the law has words
and phrases that promise a precision
which they cannot deliver-—words like
“due process,” ‘'due care,”” “reasonable
man,” “prudent,” “good faith.” The
sophisticated lawyer comes to know
these words for what they are: they
create an appearance of legal uniformity
and definiteness which, in truth, often
does not exist. The same can be said of
much accounting terminology, ‘' De-
preciation"—is that definite? Surely
not. It is a function of several variables.
One of them is “cost.” Is ‘“‘cost’ an
immutable thing? Not at all. A “reserve
for contingencies " is surely not lacking
in contingency.

As in law, so in accounting; not only
are many of the rules and principles not
fixed and certain, but the facts to which
they are applied, in each particular in-
stance, are often matters about which
reasonable men can differ. For, fre-
quently, those facts rest upon judg-
ment, upon opinion. And judgment and
opinion are human and therefore fallible.

Of that the investor must be made
aware. The arithmetical precision of the
balance-sheet and the earning state-
ment must not be allowed to delude
him. Holmes taught us that you can
give any lawyer’s conclusion a logical
form, but that that form should not
deceive the client into ignoring the fre-
quently unavoidable inexactness of the
lawyer’'s premises. And the fact that the
accountant uses exact figures, down toa
penny, should not deceive the investor
into believing that the facts symbolized
by those exact figures are always them-
selves exact. The arithmetical form is a
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convenience, but it often expresses
something which is but, at best, a con-
jecture about conjectures. Even were all
accounting “principles’ as fixed as the
North Star, they could not produce cer-
tainty, for the principles are only the
formal aspect of the business. “The
only use of forms,” Holmes once said,
*‘is to present their contents, just as the
only use of a pint pot is to present the
beer . . . and infinite meditation upon
the pot will not give you the beer.”

I happen to be one of those lawyers
who think it unwise to deceive the lay-
man, to conceal from him the inelucta-
ble uncertainties of legal opinions and
of the workings of our legal institutions.
There are lawyers who deem such
candor unwise, who believe that it is
better for the laity that they should not
know too much about those inexacti-
tudes. I concede that there is some room
for argument on that subject (although
I think that my side has far the better
of the argument). But I can see no good
argument for deceiving the investor as
to the inherent uncertainties that lie
back of the prim and neat arithmetical
facade of the accountant’s report.

By its very nature, that report, unless
well understood and interpreted, is at
variance with reality. For in the ac-
countant’s report, a continuum js repre-
sented by a cross-section; a growing
thing is pictured as static. Instead of a
motion picture, we get a snapshot, a
“still." A year's account is, in and of
itself, a fiction ; it depicts frozen motion,
an organism as if it were inorganic, a
flowing stream as if it were a pane of
glass. The year, at best, is an arbitrary
and artificial measure which may
falsify the trend of events in a business.
And to reflect even that year by a
calculus of conditions at one moment
of that year is indeed to indulge in
artificiality.

And that artificiality is especially
pronounced if you agree with me on this
point; So far as the investor, in the
corporations whose securities are listed

or registered, is concerned, account-
ancy, in my opinion, should have but
one ultimate objective—to disclose the
reasonably prospective net earning
power of the enterprise, (I want to
italicize the word “ultimate’ else my
meaning may be entirely misunder-
stood.)

More and more, in divers situations,
this notion is emerging: The uliimately
controlling fact affecting the investor in
such companies is nothing more or less
than that reasonably prospective net
earning power. That viewpoint needs
many qualifications, I concede. But be-
cause it has, to date, not been given suffi-
cient weight, I want deliberalely o over-
emphasize it and thereby concenirate
grealer altention upon il. For even the
qualified acceptance of that idea has
been slow. Only a few years ago, it was
still heresy in the field of corporate
reorganizations. Recently its recogni-
tion has grown rapidly and it is now
almost universally adopted by commis-
sions and courts dealing with such
reorganizations.

As our Commission said last year,
“for purposes of reorganization . . .
earning power becomes in the final
analysis a paramount criterion, . . .
Valuation for rate-making purposes is
not the same. There the question is how
much the utility will be allowed to earn
—if it can, Here the question is how
much can it earn—even if allowed.”
And some two months ago we said, in a
reorganization case, that “such con-
siderations as book wvalues, original or
historical costs and reproduction cost
new less depreciation, in determining
the value of productive property, are
generally of evidentiary significance
only in so far as they bear upon the
question of earning power.” We added
that “consideration must frequently be
given to historical or original cost and
reproduction cost new less depreciation,
not because they are standards of value
for reorganization purposes, but be-
cause they bear on future earning,
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particularly in instances in which they
are regulated by rate-making bodies.”
In other contexts than reorganization
the Supreme Court has said that “The
commercial value of property consists
in the expectation of income from it
and that ““the value of property, gen-
erally speaking, is determined by its
productiveness—the profits which its
use brings to the owners."”

That standard, as the ultimate stand-
ard, is equally valid in.all fields where
the investor’s interests are involved. It
is based upon the underlying concept of
‘the economic order in which we live:
Ours is a profit economy; wherefore the
worth of things, in the business world,
is measured by their capacity to yield
profits. And that means earnings. To be
sure, some men buy property having no
present earning power, with the ex-
pectation of selling at a higher price; the
capital gains, not earnings, are then the
profits they anticipate. But, in last
analysis, the higher sale price they ex-
pect will be paid only because the buyer
assumes that the property has a poten-
tial earning power which, if capitalized,
will equal that price. So that a profit
economy necessarily implicates fore-
seeable earnings as the ultimate yard-
stick.

Approaching accountancy with that
end in mind compels reorientation. The
profit-and-loss statement plainly and
directly serves that end. But everything
else that accountants do (and, I might
add, much that some accountants fail
to do) takes on new meanings?: The
balance-sheet becomes useful primarily
in so far as it serves as the effective
means of estimating future earning
capacity.

The property account, the surplus,
the reserves, the current position—all
are tools of vital importance, but tools
to be used by the investor in determin-
ing future net earnings.

*QOnce more, recall that I am deliberately
overemphasizing.

298

Fo those who have not reflected much
on that subject, such an idea will raise
many questions. What, for instance,
shall we say of the ‘“value” or “cost”
of the company’s properties? I wish that
I had the time to go into those questions
at great length. All that I can say here
is the following: I know of no word
which is more ambiguous and which has
caused more fruitless discussion than
the word ““value.” But “value” for the
investor, I submit, is ultimately de-
termined by the expectation of future
earning power. To be sure, there is
‘liquidation value.” But, when it comes
to the liquidation of most large corpora-
tions, one of two things happens: (1)
either the property is sold to someone
who buys, having in mind what he can
get for the property, which in turn has
reference to what someone will be able
to make the property earn; or (2) the
property is not sold and the company
is reorganized—in which event the sev-
eral classes of investors (bondholders,
other creditors and stockholders) re-
ceive new securities in amount and of a
kind measured by the value of the
property in terms of its reasonably
anticipated earnings. And so of the cost
of the company's property: Certainly
one of the most important immediate
purposes of accounting is to show that
cost—whether it be the original cost or
the cost at the time the company ac-
quired it, or some other cost. But why
does the investor want to know the
cost? Because that knowledge will be
useful to him in making an estimate of
what the company’s property can and
probably will yield—that is, its earning
power, It has been said—and it cannot
be said too often—that one of the most
important functions of accounting is to
disclose to investors what the manage-
ment has done with the capital en-
trusted to it, and with the earnings de-
rived from that capital. In that way the
investor learns, in part, the character of
the management. But why does the in-
vestor want to know that fact? So that



Accounting for Invesiors

he may judge what the property of the
company, in the hands of that manage-
ment, will yield by way of earnings, and
so that, in some instances, if he be an
existing investor, he may take steps to
oust an incompetent or dishonest man-
agement which, if not ousted, may
seriously injure the future earning
power of his investment. In forming
such judgments, the investor wants to
know, among other things, the full
truth about how much the company has
earned and whether too much or too
little of its past earnings have been
distributed by way of dividends. For
what he wants to know is not merely
the future earning power, but how much
of the future earnings will and should
be available for distribution by way of
dividends.

Value, thus conceived, is capitalized
earning power. Cost has its significance
as a check on the stability of future
earnings: The original cost, or the cost
of reproduction or replacement, of a
power plant in the middle of the Amer-
ican desert has little bearing on its
value vis-a-vis earning power. (Let me
quickly add these parenthetical words
of caution: In stressing earning power
I am not to be taken as in any way ap-
proving the practice of “'revaluing” the
property by setting up on the books, in
the property account, as the ““value” or
‘“cost” of the property, especially in the
absence of any arm’s length sale, the
capitalization of anticipated earnings, a
practice which did much to impede the
progress of many utility companies,
with grave injuries to their investors.) 3

“ Determining the future net earn-
ings,” I said. See how I have taken over,

# The relation of past and prospective earn-
ings to the issuance of new securities of utility
companies raises many difficult questions. The
interest of the consumer there looms large. See,
for instance, in the matter of Public Service
Company of Colorado, S.E.C. Holding Com-
pany Act Release No. 1701 decided August 28,
1939, and in the matter of Central Illinois
Electric and Gas Company, Release No. 1592,
decided June 21, 1939.

glibly, the language of exactitude.
Surely that is misleading verbiage. No
one can make such a determination. Al
that one can do is to conjecture, to
surmise~~to guess. And that is true not
only because ‘‘net earnings’ is a rela-
tively vague term—involving, as it does,
fallible judgments as to depreciation,
bad debts and other items—but, far
more important, because the past is no
infallible guide to the future—except to
an Omniscient Being, who knows all the
events of the past and correctly inter-
prets their meaning for the future. No
man either knows all past events or is
able thus to interpret them; no man
can, therefore, with surety, predict the
future. There are too many incalcula-
bles: A highly profitable business, with
plants having a huge original and re-
placement cost, and which have been
prudently depreciated, with an excel-
lent current position and a modest ratio
of long term debt to assets—such a
business may become bankrupt within
five or ten years because of a new device
at this minute being invented by some
unknown bright vyoung man. Who
knows what technological changes, sub-
versive of the earnings of a prosperous
industry, may be now beginning its life
cycle? Suppose that the work of physi-
cists in breaking down the atom yields
startling new sources of cheap energy.
See what the automobile and improved
roads have done to the railroads and
dozens of other industries. Indeed a
wise man has remarked that the in-
ventors of the automobile have had
more influence than Caesar, Napoleon,
and Ghengis Khan. (That remark must
be revised when one remembers that
Ghengis Khan brought to Europe the
Chinese inventions of printing and the
compass, two of the most effective
factors in the breaking down of feudal-
ism and the development of western
culture.) Thousands of acres of cheap
land became immensely valuable be-
cause the internal combustion engine
made oil indispensable. Think what

299



The Journal of Accountancy

would happen to those values and to the
entire oil industry if someone should
discover a commercially practicable and
- cheap means of converting corn stalks
into an effective motor fuel.

It is said that a banker once defined
invention as that which makes his
securities unsecure. And well he might.
“Rayon,” says Ogburn, “has helped to
imperil the cotton kingdom and a
textile industry which brought on the
industrial revolution.” What changes
wilt artificial fibres produce before many
years elapse? Who knows the future in-
dustrial consequences of ‘“*tray agricul-
ture”? Cloistered mathematical gen-
iuses, Galileo, Kepler, and Descartes,
are the true fathers of modern indus-
trial civilization. The modern scientist
may revolutionize it. Who can foretell
what will be the results of the industrial
applications of Einstein's formulations?

Factors which are inherently impos-
sible to weigh and measure and there-
fore to estimate in advance may, then,
upset a well-thought-out business fore-
cast. And yet, we often blithely assume
that the present trend of a company's
earnings will continue indefinitely. We
speak with assurance of a bond issue as
conservative because the interest has
been and is now being earned three
times. In an era where change, not
permanence, is the norm, where the one
certainty is that there is no certainty,
we capitalize earnings which have been
stable in the past as if they were sure
to be stable: forever more. We thus
project the impermanent present into
an imaginary permanent future, At the
bottom of many of our *sound” invest-
ment judgments is a fiction, a ‘“‘let’s
pretend,” the assumption that profits,
made by mortal man, possess immor-
tality. We are thus frequently the
victims of an illusion—of the perma-
nence of the transitory. No investment
is absolutely safe or sound; *‘safety”
and “soundness’’ are relative, not abso-
lute terms. The truth is that profits are
subject to hundreds of incalculables

which neither accountants, nor anyone
else, can foresee. Future earning power,
and therefore *“value,” are, [ repeat, a
prediction, a guess, But that guess should
be an educated guess.

When I say that, I do not mean, of
course, that, because complete cer-
tainty in accounting is lacking, there is
or must be complete uncertainty. The
accountant’s performance lies hetween
those polar extremes. To paraphrase
what I've said elsewhere: No one but a
fool rejects the possibility of reducing
uncertainty as far as possible because
it cannot be completely obliterated—
just as no sane man will turn his back
on all physicians merely because the
flesh is heir to many diseases for which
no cure has been, and in all likelihood
will ever be, discovered by the medical
profession. The perfectionist will not be
satisfied by any such intermediate posi-
tion. But life is hard for the perfec-
tionist, everywhere. The insane asylum,
and not any part of the ordinary walks
of life, is the place for perfectionists and
those adults who demand complete
freedom from uncertainties. We are but
mortal, and contingency is the essence
of mortality. Only in the grave do we
escape it. Almost all thinking is based
on mere probabilities, not on gunar-
antees: even the physicist today em-
ploys the principle of uncertainty or
indeterminancy. To ask for complete
and absolute exactitude, at all points in
accounting, is absurd.

With that in mind, it appears that
there can be such a thing as excessive
emphasis on the importance of the ac-
countant’s task. That overemphasis is
unfair both to the accountants and to
the public. It tends to create the im-
pression that the accountant’s report
will tell the investor all that he needs
to know in forming a judgment as to the
worth of an investment. Accountants
thus need to be both more modest—
that is, to indicate more adequately the
restricted function of their work—and
at the same time to be more conscien-
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tious and exacting in the performance
of their limited function.

To illustrate: An adequate account-
ing job should furnish much data show-
ing the history of the company’s earn-
ings. But that earning history, over any
given period of years, needs interpreta-
tien, for its significance will vary from
industry to industry.

The accountant, that is, supplies
some of the materials for, some of the
ingredients of, the investor’s judgment.
The ingredients he supplies should,
therefore, be as pure as possible; but the
investor's judgment (or that of his ad-
visers) cannot be compounded solely of
those ingredients, nor can the account-
ant be asked to do the work of the in-
vestment analyst. It is, accordingly,
essential to emphasize the importance
of good accounting, but a mistake to
overemphasize it to the exclusion of
many other factors. 1 distinctly do not
mean that the accountant is to forecast
future earnings. ! do mean that he
should give greater recognition to the
fact ‘that the principal interest of the
investor and his advisers is future
prospects—earnings.

In sum, I do not mean that the pres-
ent financial statements should be re-
placed by earnings forecasts. But I do
mean that financial statements intended
for investors should be designed with a
view to their ultimate use in appraising
earnings prospects. That should be the
focus of the accountant’s attention in
preparing reports for investors.

It may very well be—I am suggesting
this for your consideration—that the
present balance-sheet which attempts
on two pages, with some accompanying
explanatory notes or tables, to describe
a vast business enterprise, cannot at the
same time meet all of the varied de-
mands made upon modern account-
ancy.! It is possible that our all-purpose

¢ Without necessarily expressing complete
approval of their entire thesis, I would like to
commend the brilliant article on accounting by

Maurice C. Kaplan and Danie! M, Reaugh, 48
Vale Law Journal, 935 (April, 1939).

balance-sheet cannot faithfully serve all
of its many masters—the divergent and
sometimes conflicting interests of cred-
itors, stockholders, management, tax
collectors, the regulatory agencies.
Would it not be feasible to construct
“single purpose’ balance-sheets and
possibly income statements which
would reflect the enterprise in the terms
and categories which would best serve
particular purposes and then in a
separate column make the necessary
reconciliation between the various
statements? Or, the all-purpose histori-
cal balance-sheet might be made more
meaningful to the investor by supple-
menting it with a special-purpose finan-
cial statement designed to serve the
particular interests of the investor. For
although educated prophecy needs
sound history, it needs more than that
it needs history presented and ex-
plained in the light of the specific pre-
diction that must be made.

Because [ am a lawyer, I inevitably
compare the work of the accountant
with that of the lawyer. Now I know
that a lawyer's opinion is in many cases
merely an educated guess. Advising a
client as to his rights under a proposed
contract or mortgage or lease means
that the lawyer is predicting—that is,
guessing—what will happen to his
client in some future law suit, should
one arise. In making that guess, the
lawyer must assume the present and
future existence of many facts, The very
word **fact’ covers a multitude of con-
tingencies. (A book could be written on
the job of the lawyer, stressing that
point; indeed, I've written and pub-
lished one such book, and, before long,
hope to publish another.) The lawyer’s
guess, then, cannot be infallible. But he
owes the obligation to reduce to a mini-
mum the elements of uncertainty on
which he bases his advice. The obliga-
tion of the accountant is of a somewhat
similar character.

And one custom of lawyers should
certainly be imitated by accountants:
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When a lawyer gives an opinion as to
the title of real estate, he states in his
opinion that he has based it on an ex-
amination of certain abstracts of title.
If any of those abstracts are of ques-
tionable worth, his opinion so states. If
there are any relevant matters that he
has not examined or considered, he says
s0; if there are doubts which he has not
resolved, he so advises his client. If his
conclusion is based on certain assump-
tions of fact or theory, he indicates how
alternative assumptions will affect the
result. Knowing the basis and the limi-
tations of the lawyer’s opinion, the client
can more accurately judge the hazards
of his venture,

It is a function of the financial state-
ment also to supply basic material for
making an educated guess. Precisely
because the unknowables are many, all
the knowables should within reason be
thoroughly explained and fairly and
fully disclosed. That much the financial
statement can and should do. Or, if in
any particulars this has not been done,
the financial statement should be so
drawn as to make this unmistakably
clear. Judgment and discretion, of
course, play important roles in the
selection of a particular method of ac-
counting to be followed and also in the
allocation of specific items and trans-
actions into one accounting category or
another. For example, the particular
inventory method used has, as you
know, an important effect on the net
income reported for the year. Without
disclosure of the particular method,
educated guessing is impeded. As
George 0. May once pointed out, an
investor “cannot give the same weight
to profits of companies in the same
business without knowing whether the
profits to which their calculations were
applied have been computed on the
same basis or how great the effect of a
difference in method might be.”” In the
establishment of allowances for depre-
ciation and amortization for bad debts
and contingencies, judgment and dis-

cretion are clearly of paramount impor-
tance. The financial statements filed
with us are, as you know, required to
explain the methods followed in their
preparation wherever those methods,
generally speaking, would have a sig-
nificant effect on the computation of
earnings. We also seek to require suffi-
cient breakdown of information in those
statements to disclose the fields in
which judgment and discretion play the
most important rbles so that they may
be given appropriate weight.

I have been speaking of the problems
of accountancy, of the work of a pro-
fession which embraces both the con-
troller and the public accountant. The
controller has assumed significant re-
sponsibilities and duties, however,
which are wholly independent of the
outside auditor. Because of your inti-
mate knowledge of your company’s
accounting problems and organization
you are asked to participate in or decide
questions involving operating statistics,
budgets, costs, taxes, preparation of
financial reports to stockholders, gov-
ernmental agencies, and regulatory
commissions. In view of yvour position,
the investing public has, necessarily,
come to rely to a greater extent than
ever before on the work for which you
are responsible. Consequently, the scope
of your responsibility and authority is
important. Unless to your position as
controller there is given an appropriate
measure of independence and responsi-
bility, the value of your services to your
company, and therefore, of course, to the
investors in your company, may be
lessened. With this in mind, I heartily
favor the recommendation of one of
your committees that the functions and
responsibilities of the controller, as an
officer, be specifically defined in the
corporate by-laws. While a recital of
that sort never alone insures conscien-
tious and efhcient performance, yet
such recognition should aid in strength-
ening your position as a responsible
official. As a responsible officer you will
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be better able to integrate the manage-
ment's accounting with a view to mak-
ing it an effective tool for the faithful
recordation of the facts of the com-
pany’s business.

But accounting by management, for
reasons which you know, requires a
check which is furnished by the inde-
pendent accountant. Of course, as the
Commission has recognized in a recent
opinion, the independent accountant is
a check and not a substitute for ac-
counting by management. By this check
much can be done to protect the in-
vestor against the continuance of dis-
honest and inept management. It is
one of the many valued contributions
of my distinguished predecessor, now
Mr. Justice Douglas, that he focused at-
tention on the fact that men are at least
as important as assets in the efficient
functioning of a business; that stupid or
crooked management on the one hand,
and wise and alert management on the
other, can break or make the business.

One thinks at once of a recent no-
torious case in which crooked manage-
ment went on for vears undetected by
the auditors. Without here passing on
the merits of the work done by them in
the light of accounting standards then
prevailing {for I want to indulge in no
hindsight judgments), it may fairly be
said that from that case we may derive
these observations as to standards
which should hereafier be applicable:
Accountants should not undertake to
make a report unless, before doing so,
they have become sufficiently familiar
with the business of the company to
give them a background for their work,
a basis for determining of what their
work must consist and a basis for ap-
praising the company’s operations.
Those in charge of the audit should
have had adequate business experience
and should inform themselves generally
as to the industry so as to make perti-
nent comparisons of the company under
examination with the industry as a
whole. One of the important factors

they must consider is the reliability of
the company’s own internal accounting
and auditing procedure. In doing so,
they should be greatly concerned not
only with the blueprints of the system
of internal check and control, the pur-
ported system, but also with the system
that is in actual operation, with the
system in action and not merely on
paper. Consideration of these factors is
necessary in determining the character
that their examination must take.
Finally, the examination made ought
not to exclude from its scope the man-
agement of the company. In this sense,
auditing procedure is as important as
the application of appropriate account-
ing principles, since unhappy experi-
ence has underlined the obvious in
showing that unless the principles are
applied to authentic and accurately re-
ported transactions the results are
false.

As to the final report prepared by the
accountant, you will recall my earlier
analogy to my own profession. As I said,
a lawyer’s opinion refers to any perti-
nent matters which he has not examined
or considered or to any doubts which
he has not resolved. Somewhat the same
philosophy should be applied by the ac-
countant in his certificate, at least in
respect to departures from audit pro-
cedures normally followed for the pur-
pose of presenting comprehensive and
dependable financial statements.

Without in any way indicating what
the applicable law and morals may have
been in the past, I suggest that the
McKesson and Robbins case—or per-
haps I should call it the Musica case—
raises, for the future, certain questions
with respect to corporations whose
securities are listed or repistered. In
voicing the following questions I am not
to be understood as answering them,
but merely as putting them up for dis-
cussion. Furthermore, I want to em-
phasize that my concern is with the
future, not with the past.

While the controller serves not only
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the management but the stockholders,
should not the accountant serve the
management and the stockholders and
the bondholders and other creditors?
And should not the accountant serve
not merely the existing stockholders
and bondholders and creditors, but aill
future investors? In 1896 an English
court, in exculpating an accountant,
said that he is “‘not bound to be a de-
tective or . . . to approach his work
with suspicion.” The question is
whether, beginning in October, 1939,
we should not say that the accountant
is bound to be suspicious, that he 4s
bound to be a sort of detective for
present and for future investors. They
look to him to furnish information to
guide their judgment. Should not the
purpose of detection of fraud or care-
lessness be an important part of his
work? Should not accountancy, in that

sense, become fhree-dimensional? Should
the auditor not, with respect to in-
vestors, be in much the same position
as the bank examiner with respect to
the depositors of a mutual savings
bank? The officers of a bank do not
resent the suspicion of bank examiners.
The business of the bank examiners is
to be suspicious. Competent officers of
a bank do not fear that suspicion. Why
should the decent, intelligent, honest
management of a great corporation
resent it if the accountant, in examining
the corporation on behalf of the in-
vestors, constantly keeps a weather-eye
open to suspicious circumstances? It
may be that we are reaching the time
when there should be a new emphasis on
the public aspects of the public ac-
countant’s work. Perhaps, it will before
long be recognized that he is, indeed, a
quasi-public official.
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