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CHAPTER I
INTRODUCTION

This thesis deals primarily with only ome of the several forms
of business organizations, It has to de with the corperate form and to
a large extent with those corperations of larger size where the capital
investment is relatively high and where there is not usually an intimate
relationship between these who own the business and those who manage and
operate it.

More specifically, the subject matter is a particular problem
which has arisen in connection with the corporate form, This problem
concerns the disclosure by management to stockholders, bondhclders, and
those who are interested in becoming such, of the pertinent, vital in-
formation about the financial condition and operating results of the busi-
ness which such persons are entitled to have.

The roots of the problem go deep and wide into owr economy. They
affect many of us directly and individually becsuse of the widespread
ownership of securities. They affect most of us a bit less directly but,
nevertheless, materially because of the influence they have upon employ-
ment and upon the availability of many things which come to us through
the effective operation of large-scale business. They affect the nation
as a whole, because the mation's security and progress are closely tied
to an efficlent productive capacity and to the welfare and satisfaction
of its individual members.



The problem was not great a hundred years ago. Even sixty or fifty
years ago people did not think too much of the need for regulation or con~
trol in the determination of what management should tell the owners and
how they should do it. This does not mean there was complete honesty then,
or more than now, or thai ownership did not entitle a person to the right
to be kept informed about the business in which he had an equity. But
businesses were usually small then in relation to those of today, and the
owners either performed the management function themselves or employed
others whom they knew personally and could contact directly or whom they
could keep track of imdirectly through agents, This is still true today
with the individual proprietorship, the partnership, and many, many smal-
ler corporations, With them there is stlll room for improvement in account~
ing and statistical metheds used and in methods of presentation, but there
is not the broad problem of informing many security holders who are une
familiar with the business, or who are widely separated from it geograph-
ieslly, or who do not for various reasons wish to participate in its actual
operation,

A great deal has been written and said sbout the important part
played by the corperate form of organization in making life as we know it
today possible, It, probably as much as any other thing, has facilitated
the development of large~-secale production, through its ecapacity to accum-~
late huge amounts of capital from a wide variety of sources, It has also
provided a means by which people in humble circumstances or otherwise can
put their limited or large savings to work, It has made it mere possible
for each person to own a stake in his country, and t0 do it under a free
enterprise system.
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wishes to take, Houyehoquau;h-w.boﬁummnlnlnwut
rate but very little chance of loss; he may venture into the common stock
of an oil cempany which at the time has very little except high hopes and
a prayer, with the hope of reaping fabulous returns; or he may choose to
put his money somewhere in between. Bute-and this is important-<he should
have as much information as can reasonably be given him, within his abile
ity to uwse it and within certain limitations of corporate costs and secur-
ity of trade secrets, as a basis for making the decision; and then, after
meking the investment, he should be kept properly informed concerning the
financial position and the operations of the business in which he has
placed his money.

It is felt that, over the long run, the effectiveness of the core
porate system has been and will be largely influenced by the degree of
confidence between the investors and those who manage and are respomsible
for their property; and confidence is usually facllitated by an aware~
ness on the part of the owners of what their business is doing, regard-
less of whether or mot the results at any particular time are good or bad,

This brings us back again to the problem of diselosure~~the prob-
lem of how much corporate management, which has stewardship over the
corporate property, should tell the people who have financlal interests in
the preoperty, and how this can most effectively be told,

The problem is now defined. There are certain arsas which will
not be discussed, although admittedly they pertain in seme ways to the
subject, One concerns specialized patterns of disclosure required by
state or federal bodies for specific industries such as railrcads, public
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utilities, imsurance companies, or banks; another pertains to the infor-
mation furnished primarily for tax pwrposes; and a third deals with the
growing practice of informing employees about the affairs of the company
for which they work.

Each of these matters is important, but it is felt they camnot
all be adequately included in a thesis of this type. It seems preferable
to cover one broad area, many of the aspects of which have gemeral appli-
cation and, therefere, pertain alsc to situations other than those exist-
ing between the corporation and the investor,

Before proceding further there is need for definition of one term
which will be used many times in the following pages. It is the term
ffull disclosure," and, although a summary statement of it must have cer-

tain limitations, it alsc has the virtue of being concise, It would seem
that it should be stated somewhat as follows:

C ] ean ur
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time when it is significent.}
Its meaning will be amplified as the discussion developes.

In the pages that follow an attempt will be made to (1) trace
briefly the development of the corporate system in this country and, along
with that, the gradual recognition of the need for disclosure, and its
early progress; (2) to deseribe the development of protective legislation

1) further discussion of this definition and the source of it is
included in the final section of Chapter VII.



the purpose of which is t¢ assure that investors be kept adequately in-
formed and allowed to properly exercise their rights of indirect control;
(3) to discuss recommendaticns to extend governmmental contrel, and the
implications thereof; and (4) to discuss the adequacy of information of
different types now being supplied to imvestors (who vary greatly in
individual abilities to assimilate and use the information), and the var-
ious trends and proposals fur improving it.



CHAPTER II
DEVEIOPMENT OF CORPORATIONS IN THE UNITED STATES

According to a survey made in 1937 by Twentieth Century Fund,
Inc., up to the year 1800 at least 335 corporations had been chartered in
the United States, A few had been in existence back in the Colonial pere
iod, but the majority had been formed during the periocd after 1780, A
breakdown as to types shows that 65.4 per cemt were for highways, 20.0 per
cent were in finance, 10.7 per cent were of a local public service na-
ture, and only 3.9 per cent were for other types of buli.uu.x

In theose early days, im order for a corperation to be formed, it
was necessary 0 obtain a special charter from the state; and each charter
required a legislative act. The formation of the enterprise, therefore,
was often dependent wpon politiecal favors.

In 1811 the state of New York passed the first genmeral corpora=
tion law, and the other states gradually followed suit over a periecd of
many years, Such laws made it possible to form a corporation without the
special legislative enactment. Usually they required only the approval,
by a designated state otf‘iqul, of the articles of incorporation.

Prior to these state laws, one writer has said, incorporation
was a privilege which could be granted or withheld at the diseretion of

Liwentieth Century Fund, Inc., m.m%m.m&mn
Plage (NWew York: Twentieth Centwry Fund, Inme., 1937), p. 1.




legislative bodies; after their passage, it became a right that every citi-
zen competent to make conmtracts puuuod.l Such laws contributed greatly
to the ease with which a corporation could be established; and, no deubt,
they spurred the growth of that type of business.

There are also certain characteristies within the corporate form
itself which have been very important in determining its extent and ef-
fectiveness as a part of a developing nmation. ILegally, it is an entity
separate from its owners or its management; and its ownership rights are
divided into transferable shares which can be passed from one person to
another without disturbing that entity. At its present stage of develop-
ment, the corporation can incur debts or make contracts without in any way
obligating its stockholders;? their risk is limited to the amounts they
have invested in the business. In addition, its organization is such that
the function of management can be effectively separated from that of owne
ership,

These characteristics have proven worthwhile in conmection with
small businesses of many kinds, but they have applied in a particularly
effective way where largeescale financing was necessary or desired.

To continue with corporate development as shown by the Twentieth
Century Fund survey, railroads were appearing about 1830 in increasing mm-
bers, and by 1860 they occupled first place on the corporate lists. Then,

ljenry E. Hoagland, (3rd ed.; New York:
MeGraw-Hill Book Cm, I‘Qc, 1947 s Pe Ade

2in exception to this applies when stock has been originally seld
at a discount, In such 2 situation the holder of such shares can sometimes
be held liable for the difference between par value and the origimel pur-
chase price of the stock.



in the years following the Civil War, a broad expansion of the corporate
form in nearly every branch of business activity got underway.

By 1929 corperations almost completely dominated certain major
areas of our economy. These areas were, m;nu are, mamfacturing,
mining, transportation, and public utilities, Corporations accounted for
over half of the income in finance and trade; and in construction, service-
type, and miscellaneous other industries, their share of earnings was over
one~third, Table I gives a more detailed and exact breakdown of this,
showing the relative importance of various branches of economic activity
in 1929, and the per cents of the total income produced by corperations
in each branch.

nummmtmnmwmmmmm
but more in size than mmmber. Retention of earnings, sale of new seouris
ties, and combinations of differemnt kinds have been the major methods used
to bring about the development of larger and larger business enterprises.

It has become quite apparent that an outstanding feature of the
corporate form is its facility for growth, for the aceumulation of huge
smounts of capital by widespread security distribution, This does not mean
that large size is necessarily a concomitant of the corporate form, because,
as has been mentioned, there are a great many small corporations., Bub it
does mean that businesses have found incorporation to be a particular aid
to expansion, with the accompanying benefits that derive from large sise.

The discussion to this point has emphasized the increasingly im~
portant part played by the corporate form as compared with other types of

business enterprise, and reasons for this. But the illustrations need to
be extended further to show that, of all the incorporated businesses, a



TABLE I

RELATIVE IMPCRTANCE OF VARIOUS BRANCHES OF ECONOMIC
ACTIVITY, AND PER CENT OF TO0TAL INCOME PRODUCED
BY CORPORATIONS IN EACH BRANCH, 1929%

Per Cent of Per Cent of

Hational Income Froduced
Income by Cerperations
Produced ?kdw
Estimated)
Government + « s ¢ o o 4 o 5 & 5 @ 7.8 -

Construction « + ¢ ¢« # ¢ ¢ s & o 3.7 33
Misecellaneous . ¢ « o ¢ « o 5 o 5.2 33
Service: professional, amusements,

hmk' ete, I I T R S 10.2 33
Finance: banking, insurance, real es-

tate, holding companies, stock and

Agriculture and related industries : 9.1 6

bond brokers, ete. # e s 5 8 0. 13.6 56
TXade s o ¢ ¢ o5 o 8 6 00 06040 13.7 63
Transportation and other public ;

wbdlitien . + s o ¢ 0 0 v 40 e 1.1 h 86

Manufacturing . « « « s« ¢ ¢ ¢« o« ¢ » 23.3 92
Hining and m L O ._m ﬁ
‘u W N S I o By & B O L AT m.a 5?

*Source: Twentieth Century Fund, Inc., op. eit., p« 17

relatively fewe~the giants, the multi-million dollar groupe-conirol a
very large part of the nation's capital and produce a like amount of its
goods and services.

In 1933, according to summaries of income-tax retwrns published
by the Bureau of Intermal Revemue, the 594 largest corporations, 0,15
per cent of the total number, owned approximately 53 per cent of the
total ecorporate assets. Some 5 per cent of the total number, those hav-
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ing essets averaging over one million dollars, owned over 85 per ceant
of corporate assets.

In the same year 0,02 per cemt of all income-reporting corpora=
tions received 35 per cent of the total net income, Those having assets
‘averaging over one million dollars (6.2 per cent) reported 79 per cent of
total net income,l

During the Congressional hearings in February, 1950 on the Frear
B411l, which proposed to extend the soecalled "protective provisions" of
the Securities Exchange Act of 1934 to certain large corporations not
then registered with the Securities and Exchange Commission, Mr, Louls
Loss, Associate Gemeral Counsel for the Commission, referred to the final
report of the Temporary National Economic Committee in 1941, The report
hed listed thirty corporations each of which had assets of over ome bile
lion dollars, the largest being Metropeliten Life Insurance Company with
assets of over fowr billion dollars.

Senators Maybank and Frear asked if the list could be brought up-
to-date and furnished for the record. Mr, Loss replied that he would try
to do so, and later he provided the list shown in Table II, This indicates
that in 1948 there were fifty-cne corporations each of which had assets of
over one billion dellars, The largest was American Telephone and Tele=

lmth“ Century M, Ine., op. cit., PPe 1=10,

24n explanation of the Frear Bill and the "protective provisions"
is made in Chapter V,



graph Company, which was listed as tem billien,
largest industrial corporation, was listed as 2,9 billion dollars.

TABLE II

General Motors, the

CORFORATIONS WITH ASSETS OF $1,000,000,000 OR MORE, 1948%

- mt:‘ ne ohmphca-wv.
Prudential Insurance Company .+ « + « »

. " -

. & @

LI

. & . a

Total Assets
{Billions

10.0
9.1
7.9

Bank of America National Trust and smring: Assoclation 5.6
Equitable Life Assurance Society of the United States 449

National City Bank of New York « o « o ¢ ¢ ¢ o ¢ & & 46
New York Iife Insurance COs « o o « o ¢ ¢  « s & o bed
Chase Natiomal Bank, New York o« « o o ¢ ¢« o o o o » he2
General Motors Cerp. R I A A 2.9
Standard 04l Co., lew Jersey R T 2.7
United States Bteel COrp, .« « « ¢ o o ¢ ¢ o s s & » 2.5
John Hancock Mutual Life Insuramce COu + o & o« o &« 25
Guaranty Trust Coey New York ® % 6 8 8w B s e e 2,3
Nerthwestern Mutual Life Insurance C0s o« « o » o » 243
Mamufacturers Trust Co., New York . « ¢« ¢ ¢ ¢« v & &« 2.2
Continental Illinois Natiomal Bank & Trust Co.,, Chicago 2.2
Pennsylvania Rallroad Cos o « o s o ¢ ¢ s o s & o » 2.2
First National Bank of Chicago T S I 2.1
Mutual Life Insurance Co, of New York o+ « o « o o « 2.0
Travelers Insurance 00s « « o ¢ o ¢ o o ¢ &« o & ¢ » 1.8
Cities Serviee Co. TR EE R T E SRR 1.7
New York Cemtral R, R. Co, I T T 1.7
&mit"‘m“ National m' Les w L 1.6
Standard 01l Co.y Indiana .+ « o o ¢ o s o « o o & » 1.5
Aotna Iife Insurance COs ¢ « « ¢« o ¢ s o o % ¢ o & 1.5
80@”"‘“ R P E R R 1.4
Chemical Bank & Trust Co., New York . ¢« « o o » & & 1.4
Central Hanover Bank & Trust COO’ Hew York « « « o « 104'
First National Bank of Boston 4+ « o « ¢ o ¢ ¢  » » 1.4
Bankers Trust Go., How York o o o 4 2 o 0 5 9o s 4 » 1.3
E, I, du Pont de Nemouwrs & Co, T T O T 1.3
TOEB Gy 6 4 ¢ 5 o ¢ 2 63 0 29 P E s 60 9 800 1.3
General Electrie Co, U T T T T T T T 103
Atmilan. !owka, & Santa Fe Mm Cos [ 1‘3
Consolidated Edison Co, of New York o+ ¢ ¢« o ¢« ¢ o » 1.3
Hational Bank of Detroit A AW ¥ S BTV N 1.2



TABLE 2~-Continued

Total Assets
(Billions
37. lellon National Bank & Trust Co,, Pittsburgh . . 1.2
38, Bank of Manhattan Co,, New York * o 4 e 5 " 8 1.2
39. intOilGorp. CEE B T I T T 1.2
40, Eogthu'n Pacific T S S T S T S 1.2
uc Hutual Benefit Idfolmo- COs % 9 5 4 4 0 » 1,2
42, Penn Mutusl Life Insurance Cos « o o s o s & » 1.2
43, Wassachusetts Mutual Life Insurance Cos + « o o 1.2
44. Irving Trust Co., Wew York P S R I 1.1
‘5. Standard 01l of Califernia & % & 82 & 8 s s e s 1.1
46, Baltimore & Chlo Railroad Coe o o ¢ s & « ¢ » » 1.1
‘7. Union Pacific Railroad Co, T EFEEREE B 3:3
“. fﬂ.‘d .M CO. 9 5 & % P E S VA B T Y 101
49. m‘m Bdison CO. ® % 9 o 5 8 8 e 6 8 0 0 1.0
50, Cleveland Trust Co., Cleveland PR I 1.0
510 Bethlochem Steel Cos & o o o ¢ & ¢ o & ¢ 4 o ¢ o 1.0

*3ource: U.S. Congress, Senate, Securities Exchange Act
Amendments, Hearings before a Subcommittee of the Commitiee on
m‘ and Currency, U.8. Senate, 8lst Cong., 2nd ﬂ.‘.'. on 8. bill
uocs February 7-10, 1950 (Washington: Govermment Printing Office,
1950 9 Pe 8.

To close this chapter a summary statement might be made that
big business has become largely corporate business and that, within
the control of a small per centage of the corporations, numerically, is
a preponderant share of the nation's productive wealth, and from it is
derived a very large shere of the nation's income.

As has been mentioned in the introduction, the larger corpora-
tions, those ranging in size from a few million to billions of dellars,
because of their importance, and becsuse of the problems of disclosure
that accompany them, are the main subject matter for this thesis,



CHAPTER IIX
PROGRESS TOWARD CORPORATE DISCLOSURE PRIOR T0 1933

The pelicy of nearly all businesses during Colenial days, down
through the 1800's, and even, on the part of many, well into the present
century was one of keeping records of assets, operations, and profits
confidential, For various reasons the idea was to tell as little as
possible, Fer exsmple, it was felt that cempetitors could use the infor-
mation advantageously; so, therefore, it should not be published. Another
reason was that workers might read the information and become dissatis~
fied with their shares of earnings. In other instances management did
not want owners to have full information because of certain actions
which had been taken or were contemplated.

These ideas still prevail, and some, perhaps, are justified to
a certain extent; but they are not emphasized so stromgly as they were
then,

As an example of the attitude that was prevalent during the
early pest~Civil War period, Mr. G, L. Gerrard, Chairman of the Committee
on Securities of the New York Stock Exchange, wrote to the Delaware,
Lackawanna & Western Railrcad Company, requesting financial information.
The reply was one brief sentence:

"The Delaware, Lackawanna, & Western R, R. Co. make ne reports and
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publish no statements--and have not dome anything of that kind for the
last five years,"l

The above statement was typical of the peried. However, as indi-
cated previously, comparatively few companies had widespread stock owner~
ship at that time, In fact, only & small number, mostly railresds and
banks, were listed on the exchanges.

The following information, summarized from Mr., Foulke's book, is
indicative of the trend on the New York Stock Exchange over the peried
from 1880 to 1948:

TABLE III

UNITED STATES CORPORATIONS WITH SIOCKS
LISTED ON NEW YORK STOCK EXCHANGE*

.~ Railroads
& Street
Pinaneial Railwey Publie
Jdear | Total | Companies | Companies | Utilities | Industrials
1880 183 64 81 10 28
1900 278
1910 304
1920 456 34 131 . 268
1948 999 32 86 89 792

*Source: Roy A. Foulke, Practical

(20d, ed.; New Yorks MoGraw-Hill Book , Ine., 1950),

As the listings increased the New York Stock Exchange became
vitally interested in seeing that a minimum amount of information was

130y A. Poulke, Practical Financial Statement s (2nd ed.;
New York: MeGraw-Hill ’ .y » Ps .
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given to stockholders and to the public, It made special efforts to ob~
tain agreements with the listing companies to meet certain disclosure
standerds, These standards were far from being as detalled and inelusive
as those of today, but they were indicative of progress being made, Two
milestones along the way wers: :

In 1897, the Kansas City Gas Company in its :ppliumntﬁmt
$3,750,000 first mortgage five per cent bonds, agreed to the suggese
tion of the New York Stock Fxchange that the company would from time
to time, make publication of its net profits, not less than twice in
“chI:“l;;O, the Glucose Sugar Refining Co., in its application to
list its preferred and common stocks, agreed that "a detailed state~
:::; .::?id be made public" in time for its annual meeting of stock-

These beceame examples to be followed by other companies listing their se-
curities.

Stockholders and other interested parties were asking for more
information, The exchanges were recognizing the need and beginning te
work out disclosure methods for listed companies; in fact, the New York
Stock Exchange required after 1900 that companies presenting new applica~
tions for listing egree to publish annual reporis of their earnings and
financial condition. And, no doubt, management in the more progressive
companies could see that changes in policy were becoming desirable.

But, as the century turned, thtMpnttmetthianuntm
t.mduhhrmdntthmnbmbnemohlmormh
affairs,

In 1900 a govermment report stated:

11bid.
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One of the chief evils of large corporations is the lack of re-
sponsibility of the directors to the stockholders., In many cases
the directors held their positions for a series of years, and practi
never make reports that are calculated to give to the ividual stock-
holders much light on the actual methods of management,

In 1901 a corporation in its annual report made the following state-

ment:

The settled plan of the directors has been to withheld all in-
formation from stockholders and others that is not called for by the
stockholders in a bedy. So far, no reguest for information has been
méde in the manner prescribed by the directors. Distribution of
stock has not meant distribution of control,

In 1902 United States Steel Corporation published the first

really modern type anmual report, Its president, Judge Gary, stated at
the time that "Corporations camnot work on 2 principle of locked doors
and shut lips." This example was followed in 1916 by the comprehensive
report of Gemeral Motors Corporation, the first company to announce fore
mally that it would publish semiannual balance sheets and profit and loss
statements in addition to its regular annual ropoﬂ.’

In 1926 the New York Stock Exchange began requiring every listed
cerporation to submit to stockholders at least fifteen days in advance of
its annual meeting an annual report containing its financial statements.

It alse required publication of either consolidated statements of a par-
ent company with subsidiaries or separate statements for the parent and
for each of the majority-owned subsidiaries. Companies were also requested

to publish semi-annual or quarterly earnings statements.
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Up te about that time the primary emphasis, apparemtly, of the
Exchange was on quantity, i. e., to see that disclosure reports were
furnished and at the proper times, However, from then on the emphasis
shifted to quality, The Exchange becase convinced that frequent report-
ing could be confusing and misleading where the statements failed to
make a full and fair disclesure of the financial and operating data es-
sential for appraising the value of the corporate securities. Efferts
were made through discussions with acecountants and officlals of listed
corporations and through cooperation with the American Institute of Ae-
countents, which had already been working for several years with the probe-
lem, to develope proper standards and methods of disclesure and them to
educate corporations and the publie to use th-n.}'

About the time these efforis were begun William Z, Ripley, Pro-
fessor of Political Economy at Harvard University, wrote concerning the
importance of and the need then for improved disclosurs.® He compared the
situation with an intersection which at first had been out in the open
country and only used by a small amount of traffics As time went by traf-
fic inecreased, buildings were put up so as {0 obstruct the view, and it
became necessary to add more and more traffic coutrols to keep the flow
going smeothly and to preveni trouble. He went cu to says

This homely figure is applicable to the present condition of our

corporate affairs in the United States. The sudden advent of wide-
spread popular ownership of corporations since the World War has

lm'o ps 6

?Williem D, Ripley, "Stop, Leck, Listen I w
Street (Boston: Little, Browm, and Company, 1927), pp. 156-207.
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created entirely new circumstances and conditions in the business
world, Mein Street and Wall Street have come to cress one ancther
at right angles~-Main Street, ocur syncnym for this phenomenon of wide-
spread ownership, and Wall Street, as applied t© the well-known ag-
gregation of financial and of director power in our great capital
centres, This intersection of interest, sc often at cross purposes,
is marked by an imminent danger of collision at the junciion point of
ownership and management, The volume of business, the high speed of
propulsion, the growing obstructions which stand in the way of visi-
bility, suggest that in this domain eslsc a prime necessity is the
letting in of light to the fullest degree. OCur American business
affairs, in s0 far as they have assumed the corporate form through
this recent growth in public ownership, are still too largely carried
on in the twilight. Great progress has already been made; but it 1s
high time that the imperative need of putting things upen 2 univer-
sally scunder footing be generally understoed.t

He then cited the progress that had been mede, giving examples
of numerous companies which were doing a good job of keeping investors
informed. But he emphasized that, in spite cf the increasing need for
disclosure, many companies--important and large onmes--did not recognize
the need or did net wish to, He emphasized that speculstion flourished
where there was toc much secrecy; and, in summary, he said:

Two things are happening at cross purposes with one another;
namely, a centralization of industrial production in ever lerger units
and a decentralization of proprietorship. To hold the twe on line
with one another, keeping the ship on an even keel, nothing is more
essential than that the spirit of speculation should be held in
strict confinemeat, This it is which strengthens the thrust of our
contenticn for adequate disclosure of all pertinent date.?

Others also had recognized that there was a problem here which
somehow needed to be worked out. lMany securities were being traded on
the basis of tips and trends; there were abuses by corporate insiders; and
proxy materials used were usually inadequate. President Theodore Rocse-

velt, President laft, and Presideat Wilson had all recommended some sort

1ivid., pp. 156-57, 2Ibid., p. 207.
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of federal laws, But the main securities legislation was not to come
until 1933 and 1934.

It would be incorrect to say that disclosure was completely in-
adequate at the time of the fimamclal crisis in 1929, It had improved
considerably sinece 1900, particularly in regard t¢ companies with secur~
: ities listed on the exchanges, However, there was not yet a general
widespread aceeptance of the need for it.

‘Mr. J. M, B, Hoxsey, of the New York Stock Exchangs, explained
in an address to the American Institute of Accountants in 1930 that it
was questionable as to whether or not accounting, which is fundamental
in disclosure, had kept pace with the changes in business, He indicated
that the art of accounting had, to that time, evolved with primary em-
phasis upon two objects, namely, (a) to give management accurate infor-
mation for conducting the business, and (b) to provide information for
purposes of obtaining credit.

These objectives, Mr, Hoxsey said, had by themselves been satis-
factory where snterprises were largely managed by their owners or by the
personally chosen representatives of a fow owmers in close contact with the
business, and where it had been the custom to finance permanently for mini-
mun needs and borrow for peak meeds, But he then referred to the wide~
spread diffusion of corperate ownership which had occurred, and added:

There are few large enterprises which have net taken on the

corporate form, and a large proportion of the total ownership is in

the hands of millions of relatively small investors whe have no di-

rect contact with management and whose only knowledge of the company
is derived from its financial reports. In recent years there has

been a marked tendency to finance more or less permanently for peak



requirements, becoming lenders of money at the time of minimum re-
:mwnéfumumwmgaunm-tm
& .

as to the objects to be achieved by scund accounting practice, While
there have beea able efferts devoted toward this end, the result so
far gemerally attained does not seem to me sufficient to meet the
needs, The need of accurate information for the aid of management is
still paramount; but, under conditions of teday, the object in

g f

means of disclosing information to investors haed become more important
than the use of it for purpeses of obtaining credit; yet, accounting had
not adapted itself sufficiently te this new need,

Years later, looking back tc the times in which Nr. Hoxey made
the above statements, Thomas H, Sanders, professor of accounting at Har-
vard University, and s men who has participated in mmerous ways in dis-
closure developments since then, wrote concerning that pericd of the
1920's and the early 1930%'s.

He said the New York Stock Exchange, in collaboration with e
connittee of the American Institute of Acoountents, had taken steps dur-
ing that time toward formulating acecunting principles which might heve
authoritative professional status and acceptance, and had mede consider-
able progress. However, when the Securities and Exchange Commission,

15, . B, Hoxsey, "Accounting for Investors," Ihe Journal of
Asseuntency, L (Ostober, 1930), 252, Y
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newly formed in 1934, began its consideration of accounting, and asked
for a body of principles te be used as a basis for its regulaticns and
as a criteria for that time, its request was surprisingly difficult te
answer, not only te its own satisfaction, but to the satisfaction of
those who became consultants and advisers to the Commission,

It was not that there were no satisfactory principles in use;
much of what we follow now ie the same as then, But there was not a gen-
eral recognition of such principles mor a consistent use of them, The
diffieulty was in finding satisfactory standards which could be followed
in disclosing accounting information to stockholders, and which had at
that time attained gemeral acceptance in mcuoc.l

No doubt there were many reasons for the 1929 stock market crash,
including an over-expansion of credit, largely tied up in the markets.
Whether or not the general application of better standards for disclosure
would have helped to gilve forewarning of the end of the trail that was
being followed is only a matier of conjecture. It is possible that if in-
vestors had been more accustomed to relying on informative financial state-
ments, the stage in which all stocks, good and bad, became speculative
would not have developed, But there is no assurance such would have been
the case.

Mr, Louis Loss in the 1950 Congressional hearings on the Frear
Bill, previocusly mentioned, stated that:

Ithomas H. Senders, "An Analysis of the Forces Which Are Shap-

ing the Future of Accountancy." m.mw Xc
(October, 1950), 283,
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« « « the aggregate value of all stocks on the New York Steck
Exchange, September 1, 1939, was $89,000,000,000. In the break of
September and October they fell by 018,000,000,000. In 1932 that
total of $89,000,000,000 was down to $15,000,000,000-~a dead loss
of $74,000,000,000 in 2} years. Bonds fell frem $49,000,000,000
in 1930 to $30,000, 000,009 in 1933-<s total loss in both stocks and
bends of $93,000,000,000
The years following 1929 were years of stagnation characterized
by almost a complete lack of confidence, Investors were afraid to enter
the market. Few new risks were taken, and there was little expansion
of existing corporate enterprise. Employment declined, demand declined,
then employment declined more, and the downward spiral went on,
Regardless of whether or not the status of corporate disclosure
in 1929 was a factor in the disastrous drop in the markets, the "erash"
and its aftermath provided the stimulus for federal legislation., They
provided the setting for emtry by the federal govermment as an active
participant in the disclosure piecture,
Chapters IV and V, which follow, attempt to summarize such legis~

lation from 1933 to the present time.

17,5, Congress, Senate, Securitie ,_Ag
Hearings before a Subcommittes of the C al d Currency,
U.8, Senate, 8lst Congs, 2nd Sess., on 5, bill m. ’.m 7*10, 1950
(Washington: Govermment Printing Gffice, 1950), p. 10.



CHAPTER IV

PROTECTIVE LEGISLATION

Zhe Securities Act of 1933
In 1933 the first part of a series of federal legislation de~

signed especially to protect the interests of investors and the publie
was passed by Congress. It was given the title, "Securities Act of
1933,'1M1umeaﬂcwpouumtdwcmnm'hm
full and fair disclosure of the character of securities sold in inter-
state and foreign commerce and through the mails, and to prevent frauds
in the sele thereof, and for other purposes.' It applied to securities
to be newly issued from 1933 on, and not to securities outstanding prier
to that time. It was applicable regardless of whether or not such secu~
rities were to be listed on an exchange.

Administration of the Act far the first year became a responsi-
bility of the Federal Trade Commission; but the Securities and Exchange
Commission, after its establishment in 1934, wes given the duties, and
continues to0 perform those duties at the present time,

Under the disclosure provisions of the Act, companies planning
to issue new securities by means or instruments of tramsportation or com-

19.8. Congress, Seewriiles Act of 1923, as Ancned, Publie Aot
No, 22, 73d Congress (Weshington: Govermment Printing ce, 1948).
2MM ps 1.
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munication in interstate commerce or of the mails must file with the Com-
mission, usually twenty days before date of issue, a very complete regis-
tration statement giving detailed information concerning the background
and present condition of the issuing company; names, addresses, holdings,
and remuneration of directors, principal executives, underwriters, and
principal stockholders; purposes of the new issue; special contracts and
agreements to which the company is a party; certified financial state~
ments prepared according to Commission rules and regulations; and numerous
other data.

One would be impressed with the bulk and detail of such a repert,
but also with the completeness of information for someone trained to
utilize it, This will be discussed further in Chapter VII, which deals
with the availability of information of various kinds to the gemeral pub-
lic and the usefulness of it. '

The registration material is carefully serutinized by the Securi~
ties and Exchange Commission to see that it meets requirements as to
form and content, The Commission is authoriszed to prevent issuance of
the securities until proper requirements have been met, or to issue stop
orders on subseguently learning of untrue statements or omissions of me-
terial facts, However, it is emphasised by the Commission itself that the
costs in both time and money to verify completely every item in each regis-
tration statement would be prohibitive and would sericusly impede the fi-
nancing of business ventures through the public sale of securities.l

13.3. s.muu and Exchange Commission, W
nd Exc mmission (Washington: Govermment Printing Office,
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Section 6(d) of the Securities Act reads as follows:

The information comtained in or filed with any registration
statement shall be made available t0 the publie under such regula-
tions as the Commissicn may prescribe, and copies thersof, photo-
static or otherwise, shall be furnished to every applicant at such
reasonable charge as the Commission may prescribe.

Here again it seems preferable to leave further discussion of

availability, costs, and utilization of ihese statements by the publie
to Chapter VII.

A further provision relating to disclosure roquiriu that a sel-
ling circular known as a "prospectus" be provided or made available to
the prospective buyer. The Act defines the term, "prospectus," as mean-
ing "any prospectus, notice, circular, advertisement, letter, or communi-
cation, written or by radio, which offers any security for sale,"l But
it further specifies that the prospectus used must meet certain very defi-
nite requirements in regard to content, as indicated in Section 10, Es~
sentially, it is to contain the first 27 of the 32 specific requirements
for the registration statement, The last 5, required for registration
but not for the prospectus, are, briefly: (1) a copy of the agreement with
underwriters, (2) a copy of opinions of counsel, (3) coples of certain
materials contracts, (4) coples of articles of ineorpeoration and by-laws,
and (5) copies of bond indentures for anmy issues which the company has out~
standing,

As with much other legislation there are certain wipt.:lnu. Sec=
tion 3 covers a mmber of types of securities which do not come under the

1securities Act of 1933, op, eit,, Section 2(10).
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registration and prospectus provisions, Some of the more impertant ones
are: (1) securities of Pederal, state, municipal, or other governmental
instrumentalities; (2) securities of non-profit corperations organized for
religious, charitable, educational, and similar purposes; (3) offerings
not in excess of $300,000 under certain conditions; (4) private offerings
to & limited number of persoms; and (5) securities of common carriers
covered by Sectien 20a of the Interstate Commerce Act.

The Commission, under the disclosure provisions, does not attempt
to pass juigment on the guality or merit of amy particular issue, But
it does try to see that complete and reliable information is made availe
able so that investors and other interested parties can exercise an in-
formed juigment based on their own analyses. No claim is made that all
risks are eliminated; no guarantee is given by the Commission thet the
facts are completely and correctly stated, but the objective is to make
them so.

Section 11 provides for civil liabilities on account of false reg-
istration statements, Persons who have acguired securities as a result
of such false statement may within a designated time sue for damages all
persons who signed the statement; directors of the company; accountants,
engineers, appraisers, or other persons professing authority who have
with their consent prepared part of the statement or added to it in any
way; and/or underwriters of the security. The burden of proof is then on
the persons sued to prove that their actions were not fraudulent or negli-
gent, These liabllities are worded in such a way as to be quite severe,
particularly upon the issuer of the securities.
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Under Section 12, any person who sells a security which should
be but is not properly registered or which sele is not made according to
the prospectus requirements can be held lisble in a civil action,

In addition to its authority to prevent initial registration or

to issue stop orders afterwards, the Commission, after conducting its
own publie hearings, ean bring action in any United States distriect

court to enjoin acts or practices which it considers to be in vieclation
of the law. The Commission may also transmit evidence to the Attorney Gen-
eral, whe may, in his discretion, institute criminal proceedings under
this act.l

In addition to its registration and prospectus requirements for
new issues, the Act contains an absolute prohibition against misrepre-
sentation, deceit, and other fraudulent aets and practices in the sale of
any security, whether registered or not, Viclations are punishable by
fines or imprisonment in arimimal actions and may also be used as bases
for suits by persons sustaining losses thereby,

By its own admission, though, the Commission has found that re-
quirements for registration and otherwise adequate disclosure provide a
more effective means of preventing abuses by persoms selling securities
than do the attempts to seek out the abuses after they have occurred and
then to obtein convictions of those who have defrauded the publiec, The
Commission has indicated in no uncertein terms that it considers the actual
screening of disclosure material to be its most effective weopon against

11bid,, Section 20,



abuses from the stemdpoint of imadequate disclosure or misleading infor-
mation,t
It was probably for this reason that Congress, in legislatien af-
ter 1933, extended the registration requirements so as to cover other
securities in sddition to those newly issued and also expanded the amount

of information to be provided by any one registrant,

The"Securities Exchange Act of 1934," passed in that year, was
a second very important pleee of legislation dealing with the "disclosure
doctrine, "2

The reasons for this Act, as stated in Section 2, are very bread,
including, but extending beyond disclosure mede to individuals buying,
selling, and owning securities. It emphasizes that transactions in secur-
ities on both the exchanges and the over-the-counter markets are affected
with a national public interest, which makes it necessary for regulation
and control over not only the transacticns but alsc other matters pertain-
ing to the securities. It reads partially as follows:

« o « in order to protect interstate commerce, the national

oredit, the Federal taxing power, t0 protect and make more effective

the ummmmmmmrmnnumapm,mwm
sure the maintenance of fair and honest markets in such transactions,

Publdo Act No. 291, 734 Congress, 31 session (Nashingtont
ing Office, 1948).
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Congress emphasized that the large volume of the securities
transactions constitutes an important part of interstate commerce. The
mails, as well as other media of interstate commerce are used, the people
buying and selling are of'ten widely separated geographically, and the
businesses of the companies represented by securities are often national
and intermatiomal in scope.

Credit is involved extensively, and along with 1%, the banking
systems, Price quotations disseminated through htcuuu' commerce help
to establish the prices at which securities will sell, and thus help to
determine the value of collateral for bank loans, and also valuations for
tax purposes.

To carry the explanation further, sub-paragraph 4 of Section 2
says:

National emergencies, which produce widespread unemployment and
the dislocation of trade, transportation, and industry, and which
burden interstate commerce and adversely affect the general welfare,
are precipitated, intensified, and prolonged by manipulation and
sudden and unreasonable fluctuations of security prices and by ex~
cessive speculation on such exchanges and markets, and to meet such
emergencies the Federal Govermment is put to such great expense as
to burden the matlonal credit.

In reading the introductory material of this legislation one feels
the strong influence of the stock market crash four or five years earlier
and its continuing after-effects uwpon the thinking of the lawmakers as
they attempted to reduce the possibilities of a future recurrence, Also,
this was an opportunity to help restore shattered public confidence in the
security markets as well as the business institutions represented by the

securities,
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Section 4 areated the Securities and Exchange Commission, which
was given broad authority to administer the Securities Act of 1933, as
well as the Securities Exchange Act of 1934.

Under Sections 5 and 6 registration of the national securities
exchanges is required. The exchanges must prove that they are organized
so as to be able to comply with the sﬁtut. and the rules and regulations
of the Commission thereunder, and that their own rules contain provisions
which are just and adequate to insure fair dealing to protect investors.
Provisions having a similar objective, but applicable to brokers and over-
the~counter dealers, are contained in Section 15,

Sections 7 and 8 of the 1934 Act cover the duties given the
Federal Reserve Board to set margin requirements and in other ways regu-
late credit on the exchanges, The Securities and Exchange Commission
administers the rules and regulations after they have been formulated by
the Federal Reserve Board.

Sections 9, 10, and 11 are designed to prevent manipulation of
prices and trading abuses within the markets themselves.

However, the major provisions from a disclosure standpoint are
contained in Sections 12, 13, 14, and 16, These are sometimes called the
"protective provisions," ‘l'hq become the basis for a conmsiderable amount
of discussion in other parts of this thesis, They are, therefore, em-
phasized at this point.

The first of these, Section 12, states that, in order for a
company to have a security traded on a national exchange, & registration
statement must be filed with the exchange and copies filed with the Se-
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curities and FExchange Commission. The requirements for the registration
statement are similar to those for registration under the 1933 Acte-guite
detailed and complete as to the concern's background, operations, and
present financial condition, as to its officers, directors, and prinmcipal
stockholders, as to terms of the issue, and various other information.
Exceptions are possible in certain instances wherein a security can be
admitted to or allowed to continue with what is known as unlisted trad-
ing privilages on a given exchange without registration. It should be
noted here that the date on which & security was originally listed does
not matter; the provision is that, in order to pemain listed on an ex-
change, a security must also be covered by a registration statement.

Under Section 13 each registrant is required to keep his reglstra-
tion statement up to date in accordance with rules to be established by
the Commission, It requires that annual financial reports, certified
if required by the Commission, and such quarterly reports as the Com~
mission may prescribe be filed with both the exchange and the Commission.
The purpose here is to keep fresh the original data filed so that inter-
ested persons can be sufficiently informed concerning the changing circum~
stances of an operating business.

Quite broad mfhorityh given here, as well as in connection
with the initial registrations, for the Commission to interpret the law
and issue opinions to the public as to what these interpretations are.
The quotation below is from part (b) of this section:

The Commission may presaribe, in regard to reports made pursuant

to this title, the form or forms in which the required informatioen

shall be set forth, the items or details to be shown in the balance
sheet and the earning statement, and the methods to be followed in
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the preparation of reports, in the appraisal or valuation of assets
and liabilities, in the determination of depreciation and depletion,
in the differentiation of investment and operating income, and in the
preparation, where the Commission deems it necessary or desirabls, of
separate and/or consolidated balance sheets or income accounts of any
person directly or indirectly controlling or controlled by the is-
suer, or any person under direct or indirect common contrel with the
issuer; but in the ease of the reports of any person whose methods
of accounting are presecribed under the provisicns of any law of the
United States, or any rule or regulation thereunder, the rules and
regulations of the Commission with respect to reports shall not be
inconsistent with the requirements imposed by such law or rule or
regulation in respect of the same subject matter,

As an additional disclosure safeguard, Congress, in Section 14,
gave the Commission instructions and authority te set up standards to
assure that the proxy material mailed to holders of registered securities
be reascnasbly informative,

It was felt that, in many instances, security holders were being
asked to give their votes without being informed as to whom or what they
were voting for., The law was designed to prevent this, and one method
used is to require that each registered company submit copies of its proxy
material to the Commission for :luputioa before mailing it out.

The Commission also attempts to facilitate counter solicitation
by minority groups.

Section 16 requires special reports by each officer, directer, or
beneficial owner of 105 or over of any class of any equity security regis-
tered on a matiomal stock exchange. Any such person must file at the time
of registration of such security or within ten days after becoming en

officer, director, or ten per cent owner, & statement with the exchange
showing his holdings. A supplementary report by the individual must be
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filed at the end of any month in which he has made persomal transactions
in any of the company's securities,

In general, if such a person either buys and sells or sells then
buys his company's equity securities within any six-months period, and
makes a profit, such transaction is deemed prims facis to have been based
on inside information; and the profit made by that person 1s recoverable
at court by the company or by any other security holder on behalf of the
company, This section alsco makes it unlawful for an "insider," as men-
tioned above, to sell short the equity securities of his company.

It 1s important to note that Sectioms 12, 13, 14, and 16, the
"protective provisions" discussed above, were to apply only to corpora=-
tions having securities listed on a national securities exchange. They
did not and still do not, except for certain exceptions which will be
mentioned, apply to umregistered securities sold via the over-the-counter
market. As will be brought out in the discussion of proposed new legis-
lation, the Securities and Exchange Commission feel that it was the origi-
nal intent of Congress to require that registration and the other protective
provisions be made applicable to gll large corporations with publicly<held
securities, regardless of whether or not they were listed.

However, meither in the 1933 Act nor in the 1934 Act did Congress
give that specific authority. Hence, as a general rule, mosi umregistered
corporations are not subject to the disclosure requirements. Congress did
require registration of brokers and dealers doing business in interstate
commerce through the over-the-counter markets, The Commission was given
authority to establish ecertain rules of conduet t¢ prevent manipulative,
deceptive, or fraudulent practices by such pecple, regardless of whether
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or not the particular issues which they were buying or selling happened
to come under the registration requirements,

To quite a large extent brokers and over-the-counter dealers are,
as the result of & 1938 amendment to the Securities Pxchange Act,l al-
lowed to form volumtary organizations to police themselves, The purpose
hmwtohmtnomohhimmadequtedhduroutouh—
tain free and open markets and to prevent a dealer or broker from taking
unfair advantage of his customers or clients,

Other sections provide for civil remedies to individuals who have
sustained damages because somecne has failed to comply with the law or
has misrepresented or failed to state material facts, similar to provisions
in the 1933 Act., However, the civil liabilities under this 1934 Act appear
to be somewhat less severe than those under the ome passed in 1933,

There are also penalty clauses and provisions for enforcement
powers by the Commission, much like in the 1933 Act.

Qther Legislation
After an intensive nine-year investigation by the Federal Trade

Commission and heerings by both houses of Congress, the "Public Utility
Holding Company Aet of 1935" was passed. Its underlying objective, ae-
cording to the Securities and Exchange Commissicn, is to ", . . free cper-
ating electric and gas utility companies from the control of absentee and

Irhis amendment is now Section 154 of the Securities Exchange Act.
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uneconomic holding companies, thus permitting them to be regulated more
effectively by the states in which they operate,"!

This objective has largely been accomplished, Many of the hold-
ing companies have been reduced down to the point where each makes up an
integrated unit within one or two, perhaps three, states,

The preamble to the Holding Company Act includes a list of cer~
tain abuses which were prevalent in the publie utility holding company
field, and which Congress tried to work out provisions for correcting.
One of these abuses was listed as "inadequate disclosure to investors of
the information necessary to appraise the financial position and earning
power of the companies whose seeurities they purchase,"?

So, the Holding Company Act, applicable to a limited group of
companies, was written so as to include "protective provisions" similar
to those in Sections 12, 13, 14, and 16 of the Securities Exchange Act
of 1934; i. e., requirements for registration of holding companies, per-
icdie reporting, certain standards for the content and use of proxies, and
reports by "insiders!” of their ownership in and persenal transactions
with the company's securities,’ -

In 1936 an amendment to the Securities Exchange Act of 1934 was
made effective, extending to companies issuing new securities under the

1y,8, Securities and Exchange Commission, The Werk of the Securi-
Lies and Exchange Commission, op, ¢it., p. 10.

Ioid,

3¥.5. Securities and Exchange Commission, Proposel to Safeguard
Jnvestors in Unregistered Securities, op. eit., p. 4.



36

Securities Act of 1933 the requirement for periodic reporting to the Se-
curities and Exchange Commission, in order to keep the initial registra~
tion statements up to date., The amendment applied only to new issues from
1936&,::&%“02,000,000«“. Without this amendment,
gome of the new issues--those subsequently listed on exchanges--would have
come under the periodic reporting requirements of the 1934 Aet. However,
those which the issuing companies did mot choose to list would have only
been subject to the initial registration called for by the 1933 Act., Also,
it should be noted that neither the proxy provisions nor the insider
treding regulations were made applieable to this group of securities.)

The "Trust Indenture Act of 1939" provided, among other things,
that companies qualifying indentures to issue bonds or other debt securi-
ties should thenceforth be subject to the periedic reperting requirements
governing securities on the exchanges. This provided an extension of one
of the four protective provisions teo a few more securities, those debt
securities amounting to over §1,000,000, and offered for public sale under
trust indentures. Again, some, but not all,of these would have also been
covered by other legislation previcusly mentioned,?

The four protective provisions were extended to investment com-
panies, whether listed or not, in the "Investment Company Act of 1940."
This act applies to companies engaged primarily in the business of invest~

lsecurities Exchange Act of 1934, op, cit., Section 15(d).

2p,8. Securities and Exchange Commission, Propessl %o Safesuard
By ODs Clbey Do 4e
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ing, reinvesting, and trading in securities and whose own securities
are held by the investing publie.}

Since 1940, there have been no additionsl enactments. However,
before bringing this chapter to a olose, it should be emphasized further
that the coverage of legislation up to the present time is not all-in-
clusive. It applies in verying degrees to different securities. For
example, the 1934 Act states that all companies listed on national ex~
changes shall be subject to the protective provisions; i. e., registration,
periodie reporting, proxy regulation, and control of insider-trading. The
1933 Act requires immediate registration when & concern floats a new issue,
and this issue need not be listed. Bub, even with the 1936 amendment, it
requires only part of the protective provisions: Reglstration for all such
issues; periodie reporting, applieable to those of $2,000,000 or over; but
proxy and insider-trading provisions do not apply.

The Public Utility Holding Company Act includes all fowr of the
protective provisions, but it covers only a limited group of businesses.
The Trust Indenture Act was passed for another segment of the companies,
but it mekes applicable to them only thc_porwc reporting regulations, |
Then, under the Investment Company Act of 1940, the coverage of all four
of the provisions was extended to certain other enterprises.

At the same time, there are still a large number of corporations
which are subject to none of the four requirements mentioned above.

11bid,
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So, one can see that there is a patchwork disclosure pattern
which has gradually been filling in, but with different shades in differ-
ent places. At the present time there is no plan which has been formally
approved for completing the unfilled gaps or for standardizing the shading
to make the coverage the same in all areas,

The Securities and Exchange Commission feels strongly that this
situation should be remedied; and, twice in the past few years, it has
presented to Congress a proposal to bring about what it considers to be
a very desirable extension of present legislation.

Its recommendations thus become the basis for the next chapter.



CHAPTER V
PROPOSED NEW LEGISLATION

In June, 1946, the Securities and Exchange Commission submitted
to Congress what was termed "A Propesal to Safeguard Investers in Umregis-
tered Securities." In brief, this recommended that the Securities Ex-
change Act of 1934 be amended so as to extend the protective provisions as
found in Sectioms 12, 13, 14, and 16 thereof to the securities of corpora-
tions which are not registered and which have at least $3,000,000 in assets
and at lesst 300 seeurity holders.l These four sections were explained in
considerable deteil in the preceding chapter.

In making its propesal the Commission presented strong evidence to
support its contention that disclosure practices as required by the pro-
tective provisions are of great bemefit to holders of securities which
come under the laws which contain them. It feels that those four sections,
12, 13, 14, and 16, provide for what should be the minimum of information
and protection available to people buying, owning, selling, or otherwise
bandling seeurities.” However, many imvestors and other interested persons
are unable to obtaln this information because the legislation does not ap~
ply %o all large carporations, and many corperations do not furnish its

equivalent voluntarily.

19,5, Securities and Exchange Commission, Propogal

Aty
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This has been discussed rather extensively in the Congressiomal
hearings and, to & lesser extent, in the press. The Commission's argu-
ments, although presented in support of this particular plece of legise
lation, peint up the disclosure problem as a whole, And the opposition
which arose, very effectively at times, helps to make an analysis of the
problem possibls,

In submitting the proposal to Congress in 1946, Ganson Purcell,
who was then Chairmen of the Securities and Exchange Commission, wrote as

follows:

As a result of the limited coverage of these provisions, a seeuri-
ty which is not listed on a national securities exchange, unless it
happens to0 be a registered public utility or investment company secwrity,
lacks these vital protective features. Commission swurveys show that
these unregistered securities are commonly bought and sold on the basis
of infermation which is at best inadequate and sometimes misleading,
Financial statements of the issuers of such securities are bare and
un-informative; they lack much of the information needed for am in-
formed appraisal of the issuer's securities. Proxies are
powers of attorney conferring blanket autherity upon the solieiting
persons, and the information to guide the security holder in the exe~
cution of the proxy instrument is withheld, The stockholder is pro-
vided with so little information that at times, when solieited for his
proxy in comnection with the election of directers, even the names of
the nominees are not disclosed, MNoreover, the stockholder has no way
of knowing whether and to what extent corporate insiders are utilizing
their inside information at his expense,

The only provisions of the securities acts applicable to unmregis-
tered securities are those which outlaw frawdulent and manipulative
practices, Within the limits of its manpower, the Commission has
sought %o carry out the statutory mandate with respect to unregistered
securities., It has discovered, however, that in this as in other mate
ters, correction is not as effective as prevention; that security
holders are much more adequately protected when issuers_and corporate
insiders are under an obligation to supply information,l

11bid., p. Vo
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According to the Commission's propesal it was the intent of
Congress when it wrote the Securities Exchange Act in 1934 that investors
in securities trading over the counter should have protecticn comparable
to that afforded to investors trading on the exchanges. But, because of
the lack of information about the over-the-counter merkets at that tiwme,
the provisions put in the law in regard to them were very gemeral, As set
forth in Section 15, as originally written, Congress simply made it un-
lawful for brokers and dealers to trade over the counter except in ae~
cordance with such rules and regulations as the Commission might prescribe
fas necessary or appropriate in the publie interest and teo inswre to in-
vestors protection comperable to thet provided by and under authority of
this title in the case of mational securities exchanges,"}

Aecording to the Commission, Section 15 originally stated specific-
ally that the Commission's rules and regulations might provide, among other
things, for the registration of over-the-counter securities, the regulaticn
of over-the-counter transactions, and the registration of brokers and
dealers.

In pursuance of the authority so granted, the Commission adopted
rules for the registration of brokers and dealers, and rules designed
umm%maaw-wm-maumumﬂ?
It became ent, however, that further rule-making embodying pro-
visions of nm 12, 13, 14, and 16 would have been impracticable,
for the phrasing of the section was such that the Commission could not
compel action by issuing companies and the persons in contrel, The
m«w-cmummmwmtmwﬁm—
ers, Violations by issuing would at most heve resulted in
barring brokers and dealers from u-udiu the p-rt,:lmhr security,
thereby depriving investors of an active market, Since the provision

3!3.8. &wit&u w Etdmtgo Commission, F
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was not practicable the Commission concurred in a 1936 amendment
which was largely declaratory of the administrative program which
had already been adopted by the Commission under section 15. The
new section 15 provided for the registration of brokers and dealers,
Mltm&ﬂﬂuduawm”rmm”
vention of fraudulent and manipulative practices.

It seems very illogleal, says the Commission, that the listing
of a company's securities @nmwhmhctﬂi\i&
might nko the difference between protection or lack of protection,

Yet, this is very often so, On the other hand; it is very possible that
a person holding a security traded on a2 national exchange may still be
unable to get full information about it; because quite a large number

of companies are allowed unlisted trading privileges, perticularly on the
New York Curb Exchange,

Qoting again from the Conmission's arguments, but with the ad-
dition of explanatory material in parentheses:

An investor has just as much need of information with respeet to,
say, a large shoe manufacturing enterprise as he does in the case of
a railroad (which files extensive reports with the Interstate Com-
merce Commission), or the operating subsidiary of a publie utility
holding company (which would file under the Holding Company Act). He
has just as much need of infermation when he contemplates purchasing
the stock of a company that has floated no mew issues since 1935 as
he does in the case of a company which, in 1946, refunded a debenture
issue to take advantage of lower interest rates (and would there-
fore register and report under the Securities Act of 1933)., He has
the same need to know what is going to tramspire at am annual stock-
holders' meeting for which his proxy is solicited, and to know the
interests of the persons doing the solieiting, whether the shares
are listed on an exchange or not. He has the same need to be pro-
tected against insiders trading on imside informaticn.

The effect of the gaps in the protective scheme has been to per-
mit evils to flourish with respect to unregistered securities whiech, in

1rpia,
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According to the Commiszsion most of the fraud cases which have
come to its attention involve umregistered securities, and in most of the
cases, the type of disclosure required for registered securities would
have made the frawiulent schemes difficult or impossible to execute. It
cites a number of specific cases to illustrate fraudulent practices com-
ing to its attenticn which might have been prevented by more adequate dis-
closure. Only two will be included here, One is the case of the Ward la
France Truck Corperationm, which had previously beea reported in the Se~
curities Exchange Act Release No., 3445 (1943); but it is quoted here from
the 1946 proposal made to Congress:
The Ward La France Truck Corperation, which had earnings
e et Do the Firet 11" semtis of 143 saratngs wbe o5
share, Stockholders were informed of the profits for the year ended

December 31, 1941, but at no time during 1942 were they informed of the
phenoninal increase in earnings that was taking place,

2
a,&

On October 19, 1942, an agreement was concluded with Salta Corp,
by which the president and treasurer of the Truck Corp. were to sell
substantially all their shares at $45 per share; and after obtaining
control the third party was to liguidate the Iruck Corp., take over
its business, and give the remaining public stockholders the book
of their shares--which was approximately $28 per share, Having

't
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eluded this agreement, the third party itself began to purch
shares in the over-the~counmter market at prices as low as $6

per
share, Agein there was no disclosure of the identity of the purchaser,
or of the extraordimary 1942 earnings of the Truck +sp Or of the
deal with the instdere, oy
Subsequently, proxies were solicited from the remaining stockheld-
ers in comnection with & plan to transfer the assets of the Truck
Corp. to the third party and to liquidate, And here again there was
no diselosure of the improved position of the company or of the special
treatment accorded to the insiders; stockheolders were simply told that
on liguidation they would receive their "proportionate share of the
net assets of the corperation"--and, lacking information, they made
no cbjection to the plan at the stockholders' meeting,
Indeed, the facts might never have come to light in the absence of
a complaint to the Commission, After the Commission's investigation
the parties invelved agreed to pay over to the public stockholders an
amount egqual to the difference between the amounts such stockholders
had received for their shares, which had been as low as §3 in some
cases, and $36 per shave,
Had the securities of Ward La Framce Truck Corp. been subject to
the provisions of sections 13, 14, and 16 of the Securities Exchange
Act, the company would have been required te file current reports
disclosing its improved financial position; Salta, when its purchase
program made it a 1l0=-percent stockholder, would have been required to
file ownership reports under section 16(a); and the proxy statements
sent out by Ward La France would have been incomplete, under secticn
14, unless they set forth not only the improved financial condition
of the company but also the personal interest of its president and
treasurer in the tramsaction. ¥ven if, under the circumstances of the
more of the reports previously alluded to had
or had come to the attention of the public security
holders too late put them on notice, the prospect of Commission
action (to say nothing of possible stockholders' suits) upom public
disclosure of the more significant aspects of the scheme might well
have deterred the controlling persons frem proceeding with the scheme
in the first place. The action taken by the Commission in this par-
ticular case was possible only because a complaining person happened to
direct attention to enough facts to prompt an investigation. This was
hrgolyln adventitious ecircumstance not foreseen by the contreolling in-
siders.

Another c¢ase, that of the L, J. Nueller Furnace Uo., given by the
Securities and Exchange Commission as an example typleal of others, was one
in which statements furnished stockholders had been very abbreviated and

11pid,, pp. 6-7.
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had not even shown the mumber of shares outstanding., In 1944 the book
nlupelhroofmmw.mdmutmunpwlhcomi
$4, which was less than the prospective earnings for 1945, No dividends
had been pald for some time because of & restriction effective until an
issue of preferred stock ecould be retired, but the 1944 net earnings alome
were half enocugh to retire the preferred.

In March, 1945, the president of the company offered the common
stock owners §2 per share for their holdings, Since the stockholders
did not know the number of shares (because the company had been buying
shares back for years), they were umsble to determine book value per share
or earnings per share, So they might have sold at that price. However,
this ceme to the Commission's attention in time for them to obtain a
temporary stop order and warn the stockholders befere they had changed
their position.

Concerning this the Commission said:

Abbreviated financial statements of the type employed in this case
are, of course, not permissible under the Commission's accounting
regulations., Unless the investor knows the number of shares outstand-
ing, financial statements are virtually meamingless, Yet current sur-
:;m th:hl:r ::' 1:;@1:::' mﬁ: .:t-’:wpfid stock in over 26 percent

The Commission emphasizes that cases such as these often go unde-
tected or are discovered so late that it is difficult to bring about ade-
quate restitution of losses sustained by scme people. Also, many other
cases which are unfair and unjustified camnot be proven as being legally

frawdulent, 8o, it says, the best method by far is to insist that the facts

IMu ppe 8~9.
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concerning a corporationts affairs be given to its security holders so
they can meke thelr cwn decisions, Such a procedure prevents insiders
from teking advantage of their positions; and, in case they should attempt
to do so, either the Commission or the stockholders would be much more
likely to find out about it.

From the standpoint of costs to the govermment, the Commission
feels that such a procedure gives investors better protection than the
largest staff of investigators could provide and at much less cost.t

Before making this proposal te extend protective legislation to
non-registered companies, an attempt was made to get objective data in re-
gard to just how much information investers in non-registered companies
were getting, Before starting, it was reasoned that the information con-
tained in the amnual report was usually about all such people could get;
although scme could not get that.

A study was made in 1945, and included in the 1946 proposal to
Congress, of the annual reports of 70 umnregistered companies, objectively
selected, each of which had at least §3,000,000 of assets and 300 or more
security holders, Banks, insurance companies, and investment companies
were excluded, because special conirels, either state or federal, are in
effect concerning them, The reports were obtained from the Marvyn Scudder
Financial Library of Columbia University, and each report was the most
recent one on file from the particular cerporation which it represented.

In erder to check the results obtained in the course of this study,

lbid,, p. 9.
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"and to determine genmerally the willingness or readiness of companies

of this type to supply finameial information to interested investers,
the Commission asked the library to solieit annual reports frem a group
of 90 companies having the same characteristies as the earlier group of
70, After 38 days, 51 of the 90 companies had submitted their anmnual re-
ports, 5 had sent letters of refusal, and 34 had made no reply at all,™®
The second survey was made right after the first.

Bach report was read in detail for the purpose of seeing what
information it contained, "The criteria adopted as a satisfactory stand-
ard of performance were the Commission's reporting requirements under the
1934 act for commercial and industrial companies."? However, only serious
departures from these requirements were noted.

The general conclusion reached in each study was that all of the
corporate reports were “seriously deficient" from the standpeint of ade~
quate disclosure. Again, though, it should be emphasized that this con-
clusion was reached by using Securities and Exchange Commission standards.
(Further discussion of standards for fimancial reporting will be found in
Chapter VII.)

A summary of the deficiencies reported in the first two studies,
together with part of the discussion concerning them follows:>

The failure of the annual reports studied to disclose important

IM.’ ps 12 ZMO pe 39. ;m‘j PP 12-16,
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nonfinsncial infermation was considered to be & serious omission, None
of the companies made any mention of transactions between officers, di-
rectors, and large stockholders on the ome hand and the company on the
other, None of the reports mentioned any dealings by such "insiders® in
the company's own securities in the markets,

Some of the reports gave information about bomus or profit-sharing
arrangements, remuneration of top executives, and salient features of

important contracts; but the Commission felt that, in general, information
of this type was not disclosed.

The three basic accounting statements are the balance sheet, the
profit and less statement, and the statement of swrplus, Rach tells a
different part of the plecture about a corporation's financial affairs,
Bach is necessary in order to provide a proper understending of the condi-
tion of the enterprise, and the absence of any one may make the others
misleading.

The profit and loss statement is prepared to show the resulis of
operations for a given pericd of time, It presents informetion of major
importance not only to investors, but to numerous other interested parties.
Yet thirteen percent of the reports contained no such stetement.

Twenty percent did not furnish an analysis of surplus., This was
so, despite the fact that it is pessible for a company not supplying such
a statement to conceal gains or losses of the greatest significance. For
exsmple, a favorable earnings record can be shown by the profit and loss
statement while, at the ssme time, losses of various types cen be concealed
by having charged them directly to swrplus.
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Apparently, each of the reports showed a balance sheet in some
form; but in every case where comsolidated statements were shown, the
corperation failed to show separate corresponding statements for the parent
company., An example is given of a sizeable debt of a parent company which
did not appear to be out of proportion when shown in a consolidated balance
sheet, But, if it had been shown in a separate statement of the parent
company, it would have appeared in a much less faverable light.

About 52 percent of the balance sheets examined were found to be
materially deficient when judged by the standards enforced under the Se-
curities Exchange Act, the mest common deficiencies being found in the
treatment of reserves, inventories, fixed assets, and capital stock.

It is possible by arbitrary treatment of reserves to show almost
any income or defiecit figure desired; yet, in a mumber of cases, neither
the titles of reserve accounts nor additiomal explanstery material gave
much infermetion about the purposes of the reserves shown or how they had
been created.

In connection with inventories, most of the companies did not give
the methods used in priecing their various types; and it was common prace
tice to combine them all together on one line entitled "Inventories."
Unless there is a proper classification, such as a segregation of raw me-
terials, work in process, and finished goods, it is impossible for an in-
vestor to determine the compesition or relative liguidity of the imventory.

Host of the companies, if they classified fixed assets at all, did
not do so preperly, by Commission standards. In many cases there was no
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indication as to whether such assets were carried at cost, appraised value,
or seme other basis; and often a net figure of fixed assets less depre~
ciation was shown, rather than listing the cost or appraised value first
and then deducting the depreclation as a separate item.

Twenty-six percent of the balance sheets described capital stock
inadequately. There was often a gemeral lack of detall as to the differ~
ent sources of net worth; and, in & number of instances, there was no
mention of the number of shares cutstanding., In the latter type of cases
it would be impessible to determine bock value per share unless additional
informaticn could be cbtained from some source,

Ihe Income Statement
This statement shows not only the final income figure but also the

various sources of revenue and the nature and amounts of the various costs
and expenses. Itpwﬁen\ﬁomhMWPutmmum
forecasting those of the future. Hence it is generally agreed among ao~
countants and financial analysts that there are certain fundamental things
that it should show, such as sales, cost of sales, and operating expenses
of the business.

Some 34 pereent of the companies did not show sales or cost of
sales, ©Some began the statement with gross profit on sales; others began
with net income before depreciation and taxes; and, uv has been previously
mentioned, 13 percent showed no profit and loss statement at all.

Explanatory Material
The Commission admits that it would be difficult, if not impossible,
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to tell from merely looking at a statement whether or not there should
have been additienal explanatory meaterial to supplement the data within
the stetement iiself, and to know what the explanations should have been.
However, there was a gemeral lack of footnotes of the type freguently de-
sirable in erder to provide adequate disclosure, Examples might be notes

- explaining the bases for inventory or fixed asset valuations, preferred
stock dividend arresrages or other ressons for surplus restrictions, or
stock options granted to employees which might, when exercised, materially
change the book value of the outstanding stock.

Since the financial statements were in so many cases "sketchy," as
the study deseribed them, only an estimate could be made of the degree in
which generally accepted accounting prineiples had been followed., Several
instances were mentioned, however, where the practices followed appeared
to be unsound, For example, ome company showed a goodwill item amounting
to sixty percent of its tetal asseis despite the fact thai 1% had a large
operating defieit, Other concerns showed tressury stock as an asset in
their balance sheets, which is a very doubtful practice; and one reported
dividends on such stock as lncome, which is pure padding of earninge,

Eighty~-five percent of the finamcial statements had been certified
by public accountents. Since, acecording to the study, most of these state-
ments were unsatisfactory from a disclosure standpeint, the Commission con-
cluded that certification of itself does not assure adequate information.
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%o the investing publie, This, together with comments by the imeriecan
Institute of Accountants will be discussed further in Chapter VII.

As has been discussed previously, Section 14 of the 1934 Aot is
the one giving authority te regulate the proxy meachinery of corporations
subject to the provisions ef that section.

In order to suppert its request that Seetion 14, along with 12,
13, and 16, be extended to cover non-registered companies, the Commission
presented in 1946 the results of a further survey which it had made, It
had studied the proxye-soliciting practices of 76 unregistered companies
which were mot subject to regulation, These wers all large companies,
ineluding all of those having unlisted trading privileges on the New York
Curb Exchange. The results are quoted below:

(1) The grexy materials sent out in comnection with 89 percent of
the annual meetings, or 126 out of 142, did not name the persons whem
it was proposed to elect as directors.

(2) In only one case was there disclosure of the security holdings
of directors and nominees, either individually or in the aggregate.

(3) None of the proxy statements stated the remuneration, either
individveally or in the aggregate, of the management, In one case, the
base salary of a general menager was given in comnection with a pro-
posal to increase his base salary, In another case, involving the
adoption of a bonus and profit-sharing plan at a special meeting,
informetion was furnished as to the base salaries and percentages of
profits (but not the dollar amount) received by the management during
the t year,

4) In connection with 59 of the 142 anmual meetings, or 42 per-
cent, one of the items of business was stated te be the approval and
ratification of all acts of the management since the last annual meet~

3 in none of these cases was the nature of these acts disclosed.

(5) The interest (by security holdings or otherwise) of officers
and directors or their associates in any of the matters to be acted
upon was not described in any of the proxy material for 151 of the 152

mee .
;Mﬁmﬁo{mmpniudldnwdmm&rnw
l\ohlm an opportunity for a "yes" or "no" vote on specific items

through a convenient ballot~type or box-type of proxy. However, several
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companies did give notice to the stockholders of their right teo ap-
prove or reject specific items, by stating that the proxies, unless
otherwise specified, would be voted in faveor of the items set forth
in the notice.

(7) In conmection with 28 of the 142 amnual meetings, or 20 percent,
the annual repert of the company was_not semt to the stockholders un~
til after the meeting had been held,l

The proxy materials of a number of different companles were shown
as examples, one of which will be reproduced here to afford a basis for
discussion of some of the criticisms made:

ALUMINUM COMPANY OF AMERICA
Notice of Annual Stockholders' Meeting

The annual meeting of the stockholders of Aluminum Company of
America will be held on Thursday, April 15, 1943, at 11:00 o'eclock
A. M., Eastern War time, at the principal office of the Company,

2033 Gulf Building, No, 439 Seventh Avenue, Pittsburgh, Pemnsylvania,
for the following purposes: (1) electing a Board of Directors; (2)
voting upon the proposal to amend the By-Laws by adding a new Article
VIII relating to the indemnification of directors and officers, as
set forth in full on the reverse hereof, and by changing the former
Article VIII of said By-Laws to Article IX; and (3) transacting such
other business as may properly be brought before the meeting.

Only common stockhelders of record on the bocks of the Company at
the close of business on March 26, 1943, will be entitled to vote at
this mtm. ]

If you canmnot attend the meeting please sign and return the at-
tached proxy which is being solicited by and on behalf of the manage~
ment of the Aluminum Company of Amerieca.

Aluninum Company of America,
G. R, Gibbons, Secretary.
Pittsburgh, Pemnsylvania,
March 26, 1943.

S R SR OB NE B S N L SR BN R RN g R 2P P 9 eSS ER P D N-E ST N

PROXY

Know All Men By These Presents:

That the undersigned stockholder of Aluminum Company of America
hereby comstitutes and appeints P, J, Urquahart, M. M, Schratz, and
Ce Cy Kurt, and each of them, the true and lawful attorneys and prox-
ies for and in the neme and stead of the undersigned to vote at the
annual meeting of the stockholders of said Company, t¢ be held at the

“1pid,, pp. 18-19.
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incipal office of the Company, in Pittsburgh, Pennsylvania, on the
gth day of April, 1943, or any ad jowrmment thereof, as fully as the
undersigned would be entitled to vote if persomally present, giving
and granting unte the said attorneys and proxies, or any of them,
full power and authority to do and perform all and every act
whatsoever necessary and requisite to be dome in or wpon any
© matters which may gnpa-l{ come before said meeting, or any adjourn~
ment thereof, including (1) the election of a board of Dire
(2) the approval of the propeosed amendment to the By-laws by adding
& new Article VIII relating to the indemnification of directors and
officers and by changing the former Article VIII to Article IX, as
set forth in the notice of said meeting, The majority of all said
attorneys and proxies who shall be present and shall act at the meet~
ing (or if only one shall be present and act then that ome) shall
and may exercise all the powers of said attorneys and proxies here~-
under,
WITNESS the hand and seal of the undersigned this ___day of ____,

1943.
(Seal)
Shares ____ 1

The Commission states that no other information was supplied in

connection with the matters to be acted on pursuant to the proxies.

Stockholders were mot told the names of the persons for whom the proxy
agents intended to vote or the remuneration of directers and nominees.
The statement that the matters to be acted upon would include "such

other business as may properly be brought before the meeting" did not con=
stitute adequate notice to investors of the matters to be acted upen.
There should have been a separate listing of each item of business which

it was proposed to transact at the meeting, Commission rules would have

required further disclosure of reasens for the propesal to amend the by~
laws, including information as to whether or mot there were at that time
any pending lawsults egainst directors or officers.

1Mc 3 PPe 77-78.
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The Commission feels that its proxy rules are quite simple.

They have evolved gradually as the result of administrative experience
since 1934; and, in thelr present form, they are functioning efficiently
and smoothly, "They are probably the most useful of all the disclosure
devices established by the various acts and represent an effective contri-
bution to corperate dmmq."l

In 1950 the Securities and Exchange Commission again made the
same proposal to Congress, once more recommending the extension of sections
12, 13, 14 and 16 of the Securities Exchange Act of 1934 to unregistered
companies having over $3,000,000 in assets and 300 or more security holders.

The Commission's supplemental report to Congress at that u-oz
gave the results of 1949 surveys similar to those reported in 1946.

A study of 159 corporate annual reports of unregistered companies
in 1949 showed that the same type and extent of deficliencies existed then
as in 1946. Also, a study of proxy machinery was made in 1949, compara-
ble to that of 1946, The results indicated that some companies had im-
proved their methods in accordance with the Commission's previcus sug-
gestions, but there were still many which were deficient when judged by the
enforcement standards set up under Section 14.

This chapter has summarized the case for extending federal con~

11bid., p. 18
ln.s. smmm and naug. ce-mmu, W




56

trol over corporate disclosure, It has emphasized the feeling of the
organization which now has the task of administering federal securi-
ties legislation that the "disclosure doctrine” should be applied on the
basis of size and degree of public ownership, rather than on the basis
of type of industry or type of market for its securities,

: The Commission edmits that, when it says "corporations having
at least §3,000,000 in assets and at least 300 security holders,® it is
being quite arbitrary, It says the figures may meed to be changed in
the light of further study. However, if those figures were used, some
1,118 pew corporations weuld be placed under the protective provisioms,
Also, 646 other companies which now are required to comply with only part
of these provisions would be made subject to all fowr types.

In relation to the total mmber of business enterprises in the
country these mumbers are not large. But the businesses included range
in size from §3,000,000 to over §850,000,000 in assets, with a total eom-
bined valuation of over 19 billion deollars; se they represent a very im-
portant part of our eccnomy.

According to the Commission, "The burden of compliance with the
proposed legislation would be slight, for no large corporation with
$3,000,000 in assets and substantial public investor interest can do bus~
iness today without the accounts and records from which all the informa-
tion required by the proposed legislation may be readily ascerteined. The
question posed by the proposed legislation is not whether such records
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should be maintained, but whether they should be made available to the
public stockholders~-the owners of the cnto_rpruo."l

Congressional hearings, publications of the cuihlion, articles
in independent publications such as The
the issues brought up by the Frear Bill, which has been sumarised in
this chapter. In fact, the airing of these issues has provided, to a
certain extent, & public analysis of not only the proposed new legislationm,
but also of that which is now in effect.

Much of this public discussion is of such a mature as to help de-
fine further the meaning of corporate disclosure and some of the prob-
lems which arise with it., It, together with a comsiderable amount of sup-
plementary information, will be presented in the twe following chapters
in erder to help fill in the broad disclosure picture both on the part

of those corporations which come within the requirements of the various
legislative acts and those which are not subject to the legislation.
There are very influemtial groups and individuals who support the
Commission in its contention that legislation which is closer to being
all-inclusive is needed. There are others who say that, even though de-
tailed reports are made by corporaticms to the Commission, the reports are
actually not easily accessible to most of the gemeral publiec., Also, they
say the information as presented is toe complex for the ordimary person=~

11bid,, pp. 18-19,
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who is untrained in accounting and analysise-tc understand, Others feel
that additional legislation is umnecessary because, except in very rare
instances, reporting by corporate management has reached a fairly high
plane from the standpoint of both the quality and quantity of information
provided., They attribute this to various reasons, including an improved
status of accounting, an increased awaremess en the part of managemeni
of its responsibility for adequate disclosure, and 2 number of other
factors.

The questions are not completely answered by determining the
types of information that corperations should give security helders and
the forms in which it should be and is given. There are special inter-
ests who feel that they would either be benefitted or harmed by changes
in the present legislative pattern. And, in most cases, those who have
expressed themselves are either the corporations themselves, the associa~
tions to which they belong, or the variocus markets through which their
securities are traded. Security holders themselves have not expressed
their views publicly to a very great extent,



CHAPTER VI

SOME COLLATERAL ISSUES AFFECTING DISCLOSURE

Changes in leglslative patterms are likely to have effects upon
the markets through which securities are traded. Also, changes in the

volume and content of information supplied by corporations to imvesters,
and changes in the metheds of supplying it, have a direect financial bear-
mwmmmtimhmootthmu'udwm They
also may have ctfeoﬁ upon corporate-community relationships and upon the
competitive position of one business as against another, These are col-
lateral issues, but they are important, because they must be considered
and weighed in any judgment of the degree in which corporate affairs
should become public affairs,

The remainder of this chapter will be concermed with these collat~
eral issues, Then, Chapter VII, which follows, will attempt to discuss
and evaluate the various sources of information available to investors and
the efforts being made to improve reporting practices, It will also con~
tain a final section on the problem of defining "full disclosure."”

OUne problem, which is really a sort of collateral issue to the
main one of full disclosure, is that which has to do with the effects of
hghintin changes upon the seewrity markets. It is probable that the
security exchanges would stand to gain direectly if the Frear Bill, which
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contains the Securities and Exchange Commission's proposal, were passed;
because some management decisions in the past may have been made to re-
frain from listing because of the burden of registration and reporting.
If this burden were made mandatory regardless of the market used, that
particular reason for mot listing would be removed, and it might result
in increased listing.

However, it is quite possible that both types of markets would
benefit by more comprehensive disclosure requirements., The over~the-
counter market in particular would be able to cbtaln more complete in-
formation about its stock-in-trade, the stocks and bends of corporations.
It in twrn could pass on more complete data and more effective advice to
ivs customers, thus, perhaps, improving its competitive position as against
the exchanges,

Among those supporting the Frear Bill in the Semate hearings were
the New York Stock Exchangel and the New York Curb Exchange.? Also sup-
porting it, but on the condition that unlisted trading on the exchanges
would in the future be prohidbited, were the Nationmal Association of Se-
curity Dealers,” with 2,743 members, (eslled a "satellite" of the
Securities and Exchange Commission by the Commercial & Finanelal Chronicle®)

1“63; WW” mt" SeCulr'ivie gnange ACt Amenament
Hearings on S, 2408 (1950), op. eit., pp. 69

2Ibjd,, pp. 104-08, 31bid,, pp. 53-62.

4u1n Opposition to the Frear Bill," It
Chronigle, CLXXI (February 16, 1950), p. 35.
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and the Investment Bankers MMatioa,l representing 700 members.
Registering doubiful acceptance of the bill were The lain Investment
Dealers Association® and the National Security Iraders Associatiom,’ rep-
resenting 3,617 individual traders, These two assoclations gave the ime
pression that they would not object to an extension of the various dis-
closure requirements to unlisted securities, but they were primarily
interested in preventing what they considered would be a death blow te
the over-the~counter market if coverage were extended and, at the same
time, unlisted trading were allowed as it is at the present time,

The Investment Dealers of Chio actively opposed, mainly on the
grounds that they felt the proposed law would place an undue burden on
the many moderate-siszed corporations in the State of Ohie.é

Mr, Cyrus S, Eaton, industrialist; banker; and farmer, a2 stock-
holder in various companies and a part~owner of Otis & Company, which is
a large and very independent securities dealer; is fundamentally opposed
to the Securities and Exchange Commission. One reason for his opinion is
that he believes the Commission is very partial to the exchanges and that
it bas "sold out" to Wall Street. To quote his own words: "For 15 years
I have been quarreling with the Securities and Exchange Commission becauseg
like too many other govermmental agencies, it has been progressively taken
over, and brought under the domination of those whom it is supposed to
regulate,d

lgearings on S. 2408, op. cit., pps 6266,
21pid,, pp. 11215, 31pid., pp. 197-99.
Axbid,, pp. 115-29. SIbid,, pe 154s
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To substantiate this he cites a number of instances in which
comnissioners, after expiration of their terms with the Securities and
Exchange Commission, have obtained lucrative positions as part of or
closely connected with Wall Street interests.

lcle, registering strong op~
position editerially, said that present legislation as it is administered
by the Securities and Exchange Commission is already a burden on the se~

curities industry, particularly the over-the-counter merket., It says
further that present controls place reporting and other onerocus require-
ments, which constitute a burden, on dealers; but, at the same time, the
spreads whieh such dealers may teke are regulated. This destroys the
profit motive and mekes it difficult to earm a livelihood, Further exe
tension of controls would be an addition to the bureaucratic juggernaut
which threatens to destroy the over-the-counter market along with the en-
tire free enterprise system.t

The objection voiced by several of the above groups in regard to
unlisted trading seems to be due to their feeling that what might be an
effective market developed for a security by the over~the-counter dealers
can be seriously disrupted by a limited number of iranmsactions teking
place in the same security on an entirely different type of market., This
technicality of the markets is probably the ma jor reason why the over-
the-counter dealers oppese further extension of federal controls over cor-
perate diseclosure,
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The question of the costs to and the effects wpon the eorpora-
tions registering or filing the information required by the Securities
Exchange Act is one which the lawmakers have probably considered very care~
fully,

As was mentioned briefly in the preceding chapter, the Securities
and Ixchange Commission feels this burden would net be very great, beecause
corporations having $3,000,000 in assets would already have the accounting
records and the organization necessary to prepare and submit the material
needed. It points to the fact that such records are needed and are sudited
periodieally for tax purpeses and numerous cther reasons; so the problem
is only to make public that which is already in existence--according teo
what it considers to be decent accounting standards, of course.

In a statement made in the Senate hearings on the Frear Bill, i,
Francis Truslow, President of the New York Curb Exchange, substantiated
further the above view, He said:

Such an addition to the law is mot an impracticable experiment.

About 2,000 companies in this country of all sizes and types of
business have been mesting the requirements for an identical law
for many years. They have net found the law unduly nor
have they feund that it restricted their freedom of decision,

However, a number of other peeople have indicated that the addi-
tional expense and effort invelved is by no means a minor item. They point
out that a $3,000,000 corporation is not necessarily large; in some types
of businesses it womuld be, but in others, not. And, even though an in-
vestment in assets might be large, it does not always fellow that the

llouiap on 5. 2408, op. cit., p. 107.
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accounting, clericsl, and management organization is alsc large or quali-
fied to compile and present the comprehensive data as required by the
Securities and FExchange Commission.

These people say further that changes in procedures of record-
keeping would need to be made and additional persommnel empleyed., It is
also very probable that special legal counsel weuld need to be retained
and that additional services from accounting firms would become necessary.
Further, & portion of management's time and effort would need to be di-
verted from the tasks of meking the corporation produce to that of deal-
ing with the rules, regulations, interpretations, and directives of an
additional govermmental agency, MNereover, the contact between the corpor-
ation and the governmental agency, separated by geography as well as,
perhaps, different degrees of knowledge concerning the corperation's problems,
could reduce the speed with which decisions might be made and otherwise re-
dece business efficiency.

Varicus estimates have been made as to the dollar costs invelved,
but they are not very well substantiated, For exeample, ¥Nr., Ewing T. Boles,
President of the Investment Dealers of Chio, stated that his association
estimated $10,000 to §15,000 per year to be the minimum cost for these
additional services together with the printing expense involved; and the
costs could run seversl times that.l Mr. Tyre Taylor, General Counsel for
the Southern States Industrial Couneil, which represents 3,000 employers
in natural resources, transportation, and mamufacturing in the Southern

1rbid,, pe 121,
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States, as well as 500 banks, stated that his information was limited
regarding these costs, but he had heard of some initial registrations
costing as little as $25,000 and others which ran to a quarter of a mil-
lion dellars,t

The above figures are of doubtful value for anything except te
give a gemeral idea of what these people, who are associated with impor-
tant groups of businesses, are thinking about such costs. For example,
one cannot tell for sure whether or not the estimates of Mr. Taylor in-
cluded some flotation costs ether than those connected directly with
registration,

Senator James Murray, oppesing efforts to extend the coverage of
existing legislation, questioned the desirability of the provisions re-
garding registration, periodiec reports, proxies, and the activities of
officers, directors, and principal stockholders. It seemed to him that
they had done more harm than good to the economic welfare of the corpera-~
tions covered, He said further:

Registration has been far toc costly and information furnished

has never been of much help to the individual imvestor., In many of

these reports covering hundreds of pages the
the value of securities could be reduced to
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be correctly estimated; Congress would be amaged,
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strong corporation has lest its ablest men to small corporations

where the management is free and can run its business for best

interests of the workers and those who furnish the capital.

¥r. Cyrus Baton, whose testimony has been cited previocusly,
stated that access to capital markeis has been practically denied to the
medium-sized and smeller companies, According te him, the small com-
pany, wenting to do some financing, camnot afford to go through the ex-
pense and ordeal of registration, It costs too much, and the small com=
pany cannot afford the talent or risk the uncertainties and the delays.
The result is that such companies wind wp by going to an insurance com~
pany or, perhaps, the RFC. In regard to the costs of proxy material,
Mr, Eaton cited the case of the Cleveland Cliffs Iron Company in which he
was a director, He sald the company had undertaken the simplification of
ite capital structure by uniting the parent company with its wholly~owned
mbsidhry. It tock six months of contacts between the company and Washe-
ington, D, C. to get an approved proxy statement., The resulting state-
ment was 89 pages in length, had cost ever $10 per stockholder, or about
$100,000 total; and Mr, Eaton felt that the only people benefitted were
the lawyers who prepared it snd the people in the Commission who went over
TR
This case is probably an extreme one and is the exception rather

than the rule. The Commission has indicated that its proxy machinery operates

1jemes Murrey, “SEC Argu-.asa for coanroa o 'Elrccililrod Com=
panies' Unsound) The Com inanc epicle, CLXIV (July 4,
19“), pe 114,

M on S, m, w, PP 151-59,
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without much expense or difficulty, and it would seem that that should
be so. However, Mr, Eaton's example shows the extent to which costs of
disclosure can be made to go.

Statistical studies have been made periodically by the Commission
to determine flotation costs.

are summarized in Table IV,

Some of the results from their 1939 study

TABLE IV

COST OF FIOTATION FOR REGISTERED SECURITIES 1938-1939*
(Costs are shown as percentages.)

Under- | Under- | Not Under- | Under |Not Under~
mritien Lwritton | writben Lwmrivten lwrittes
Cost of flotation,
total 2,6% 6.3% 16.0% 16.9% 19.0%
Compensation to
distributors 2.0 5.1 14.9 15.1 17.3
Expenses 0.6 1.2 1.1 1.8 1.7
Expense attributable
to registration
 {estimated) 0.25% 0.5% 0.5% plus

*Source:

v.s. s.mnm and Exchange Commission, Cogis of
) tieg 1938-1939 (Weshington: Securities

In explanation of the above table and the study which it par-
tially summarizes, the following points are noted:

1, Compensation to distributors was a much more important cost
" element than expenses.



24 l:pcuu included ten classifications, as shown below:

Expenses not atiributable Expenses partly atiribu
b0 Togistration = __sble %o registration

Listing fees Printing and engraving

Federal taxes Legal fees

State taxes and fees Accounting fees

Transfers, transfer Engineering fees
agents, ete. Miscellaneous

SEC registration fees®
#Fholely attributable to registration,

3. The percentages given in the table are averages. Actually,
there was some variation by industry and considersble variation because
of size of company or issue., Costs of flotation became progressively
smaller as the size of the issuing company increased., Costs of flotation
became progressively smaller as the size of the issue increased, drop-
ping from 7.5 percent on issues of underwritten bonds of under $1,000,000
to 2.4 percent on issues of $20,000,000 and over, Costs were consistently
lower for equity issues of from $1,000,000 to $5,000,000 than for issues
under $1,000,000, However, most preferred and common stock issues were
less than $1,000,000 in size and showed little relationship between cost
and size,l

The Commission states that a similar study made in 1945-47 and
published in 1949 as part of its §
showed essentially the same picture as previous studies had shown, namely,

"that the percentage of the investor's dollar which goes into the cost of
flotation increases substantially as the size of the flotation decreases,

lrmmmwuuhmzv,pnwdmmo.
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Thus, in the three years, 1945 through 1947, the average cost of flotation
for the 47 registered issues of $50,000,000 or over was 1l.15 percent, and
at the other extreme the cost of flotation for the 19 registered issues
of $500,000 or less was 21,91 percent," They point out again that by far
the greater portion of the cost of flotation, particularly in the case of
small issues, consists of the underwriters' commissions and discounts,t

It is probable that such selling costs would be a more important
factor than the problems of registration in deterring smaller concerns
from floating new issues, There is very good reason to believe alse that
many concerns, paerticularly those which are already established, would
find it economically advantageous for a variety of reasons to borrow
smaller amounts from banks or insurance companies,

However, costs, though small as percentages, may be material in
dollar amounts., Such direet dollar costs increase in importance when added
to the less measurable but sometimes material burden placed upon management
itself,

As a summary statement of the preceding discussion, it can be said
that the burden of registration and contimuous reporting by the corpora-
tion, its officers, and principal stockholders, together with the require-
ments for getting the proxy information approved and presented properly,
constitutes one of the impertant facters influencing disclosure. Since
the stockholders, as owners of the corporations, ultimately bear whatever
burden this is, except for offsetting tax deductions, they should recognize
that full disclosure, like other things, carries an attendant cost element.

Yearings on 5. 2408, op, cits, pe 179,



The first chapter discussed briefly the traditional feeling among
businessmen that their company affairs should be kept largely confidential.
It explained that it hes only beem in comparatively recent years that the
general policy of secrecy has given way to one of presenting more or less
publiecly much of the affairs of an enterprise,

This new idea, even now, is often accepted with reluctance, and
sometimes, is opposed strongly. This may be due in part to a resistance
to change or a failure to recognize the inereasing emphasis on detailed
disclosure, But there are reasons, which still seem logical, why it might
at times be more desirable to stop someplace short of full disclosure.
One of these is the effect on a company's competitive pesition, which will
be discussed in the next section, The other is the effect on local pub-
lie relations and on employer-employee relations, which will be considered
here,

To help in this explanation, the example of a Western company
will be used, It is the Boise~Payette Lumber Co., which is engaged in
the manufacture of lumber and in the merchandising of bullding supplies
through retail yards located in Utsh, southern Idaho, easterm Oregon, and
Colorado, MNorrison-Merrill & Co, is its whollyecowned subsidiary,

Those who manage Boise~Payetie say that, in their opinion, dis-
closure of confidential information such as the salaries of directors and
top executives, as required of those who file with and report to the Se-
curities and Fxchange Commission, would prove harmful te the interests of

the company and its stockholders, And this would be reflected in damage
to existing good labor and community relationships.



They express their position in this regard as follows:

There is abundant evidence to support the belief that unscrupulous
individuals can be expected to selze upen such information and so
present it when it serves their purpese to do so, purposely to create
misunderstandings and false impressions to the lasting damage of the
good will and public sympathies which companies like ours now enjoy
and must have sueccessfully to operate; to meet pay rolls; pay taxes;
compete in open markets, and to produce a profit for owr stockholders.

There are many and entirely justifiable reasons for jealously
guarding management plans and operational detalls of a highly competi-
tive business, In the case of our closely held corporation, where
operation of the company over a long period of years has well estab~
lished the respectable soundness of its conduet and where there has
been no expressed dissatisfaction by stockholders and full information
as to company operations has been made available to them; it seems
unreasonable in the extreme to place our records and our company on
exhibit. This would seem to be true in the case of any other company
similarly situated where investor protection is scarcely in question.
The parade of reports which the Securities Exchange Commission would
demand of us under 8, 2408 would serve no useful public purpose, On
the contrary without providing invester protection it could react
prejudiciously to the interests of our stockholders by way of
ing information to competitors which they might use as they saw fit.

Along this same line; M. T, Frank Watkins, representing the

American Cotton Manmufacturers Institute; Ine,, said that in many instances,
publicity concerning the number of shares held by certain officers and

directors would be embarrassing in a small community, Publieity about
salaries would cause jealousy and strife., lany small companies are in
active competition with larger units, and,in order to obtain men of the

required skill snd experience, it has become necessary te pay the seales

of wages adopted by those competitors. Such salaries might provoke un~
justified unfavorable comment if publicized in loeal newspapers having

wide circulation in the towns and cities in which the plants are located.?

1ibid,, pe léke
2Ibid., p. 190
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One more example will be given., It is taken from a statement by
lir, Albert A, List, President, William Whitman Co., Inc., New York City.

Mr, List speaks about what he considers to be relatively small
corporations which range from those having several hundred stockholders
and a few million dollars, on down., With most of these companies, loecal
ownership prevails te a large extent.

Aecording to his statement, every company must employ a manage~
ment staff ecapable of carrying on the business successfully, or it camnot
survive, To employ capable people these companies must compete in the
market for this staff, and often this demand for manpower is on & country-
wide scale, So, if able management is not paid adequately, some competi-
tor will take them away, Salaries for such pecple which on 2 national
seale are moderate may seem exhorbitant to the local community. To re~
quire public disclosure of such confidential information as the salaries
paid to such men brings ne protection te the investor, but, instead, has
the effect of stirring up local discontent and is often the subject of
attack by labor unions. The ability of management is the thing that gives
value to the security, but the velue of this ability may not be fully
recognized by the community.l

Of ma jor importance in the minds of some businessmen is the
guestion of whether or not the alleged advemteges of full disclosure to
security holders outweigh the competitive disadventages., If the eoffects

livid,, p. 226
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would be felt equally by all, the objections would be less velid, But

it 1s very possibls that some companies oou]danﬁvoﬁldwothodow
information filed by thelr competitors; whereas, the competitors might not
be in a position to benefit reciproeally.

The situation of Peter Paul, Inc. might be used as cne illustra~
tion. This company is a candy manufacturer, whose principal products are
the two commonly-known bars, "Mounds" and "Almond Joy." According to its
annual repert of December 31, 1940, Peter Paul had about 4,000 stockholders
and $16,000,000 in assets. It did not consider itself large in the candy
industry, but it was a growing company.

Mr. Tom Whitaker, representing Peter Paul, Ine, in Congressional
hearings, implied that there were other corperations which had consider-
ably more in assets than his company but had fewer than 300 stockholders.
He made the point that, from the standpoint of disclosure, it may not be
necessary to publish detalled information if a concern had only a few
stockholders; but, he said, if a large company with, say, 25 stockholders
were not required to meke detailed public disclosure, but ancther company
of the same size or smaller having 4,000 stockhclders were required to file
such infermation publiely, the former would have an unfair competitive ad-
vanteage.

Peter Paul, Inc, is not at the present time subject to the reglstra-
tion and reporting requirements of the Securities and Exchange Commission,
but it would not object te furnishing the type of information required of

registered companiese-provided those in competition within the candy in-
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dustry, whether with 300 stockholders or less, were required to make avail~
able that same information,

¥r, Whitaker emphasized that, when information is filed with the
Commission, it becomes public, A competitor may by analysis of such in-
formation obtain company secrets, Therefore, to srbitrarily say that
corporations of a certain size and with a certain mmber of stockholders
should be required to file while others should not would be to give some
an artificial advantage,l

The Ray-0-Vac Co,, of Madison, Wisconsin, provides a further
illustration.? In its own opinion it is second or third in size se far as
the manufacture of dry batteries is concerned; yet, it considers itself
relatively small, This 1s explained by the fact that some of its com-
petitors, who manufacture only products similar to those of the Ray-O-Vae
Co., are themselves subsidiaries of giant corporations which produce divers~
ified products,

According to Mr, Ralph Axley, Attorney for the Ray-O-Vac Co,, the
big company in the field-~the one generally considered toc be the big one,
for nobody can find out just how bige~is owned by one of the largest in-
dustriel empires in America, an empire with which the Ray-O-Vac Co, has
been proud to compete, and with which it had to that time competed succeas~
fully, In discussing that large company, and the general competitive posi-
tion of his own company, Mr, Axley said further:

1rbid,, pp. 96-99.
2Ibid., po. 135-41.
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That enterprise, compared to our company, has unlimited capital,
and at times a large part of our success in competing with that com=
pany has been the careful management of very limited capital that
produced an efficiency that could compete with that unlimited power.

There are other companies of comparable size to us ia this in-
dustry, Some of them are about the seme size. A few of them are a
little smaller, but still would be affected by this bill (The Frear
Bill)., BEvery one of those smaller companies that is engaged exclusively
in the battery business has to compete with this battery manufacturer,
and there are two of them of this kind that in each case iz a part of
a great enterprise with a diversity of product that permits them to
concentrate their effort at one place or another in competition in the
way that the company manufacturing one product simply camnot concen~
trate it, If they want to effectuate a price war sgainst the industry,
there is no guestion of their ability to do it at any time, They
haven't driven us out of the market. UWhy? They haven't dome it be-
cause we have had the freedom to use our ingenmuity to stay in that
market,

¢« «» « Now there i1s a cardinal principle in competitive business,
In highly competitive businesses you keep your own council about the
way that you do business, and about the extent of your business at
any given time, &itmmmw”npencyetthhwgy
for L4 years now not to ever tell anyone how much the sales are,

In Mr, Axley's opinion, for his company to publicize detailed in-
formation concsraing its business affairs would be to invite ome of the
giant diversified corporations to take advantage of pericds of weakness in
the smaller company. It would seem inconsistent, he said, for a govern~
ment concerned with destroying momopely to give additiomal powers to those
people most capable of having monopoly in this country, and to destroy the
opportunities that the smaller businesses have to exercise their ingenuity
to still compete and to keep our free system free and alive and growing.

A third illustration is provided by the cotton industry, It is an
industry in which there are hundreds, probsbly thousands, of competing
firms, no one of which is a econtrolling factor. Competition is keen, not

Libid,, pp. 136-37.
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just between firms mamufacturing cotton goods exelusively, but between

such companies and those using wool and symthetic fibers. But, deapite

the fact that there are many companies, the investment in any one is usually
quite extensive, As an indication of this extent, the average investment
per worker in textiles has been estimated at over $16,000; which means

that & plant with 200 workers usually neods an investment of over $3,000,000
in lllltl; Fixed costs are relatively high, therefore, and profit margins
have to be kept low because of the competition.

It is customary for such concerns to plan their production months
in advance, accumulating inventories of the various types of cotion re-
quired for the types of materials to be manufactured. So, if a competiter
knows the composition of the inventory, he can guess in advance the come
pany's future production and sales efforts.

According to Mr, T, Frank Watkins, representing the American Cot~
ton Mamufacturers Institute, who has previously been referred to, a de-
tailed breakdown of inventories showing raw materials, work in process
and finished goods might give a competiter a great trading advantege, par-
ticularly if the market were a little dull and the financial statements
showed the accumulation of a large amount of finished goods. He did not
imply that present rules of the Seewrities and Exchange Commission would
go so far as torqﬂroadohih‘d‘huhlmofthomhumu of cote
ton in the raw materials inventories; but he did indicate that disclosure
could be carried that far, that it would be welcomed by finaneial analysts
and professional traders, but it would harm the company furnishing it.

In his opinion, like that of Mr. Whitaker of the Peter Paul company,
it would be wrong to arbitrarily require disclosure by one concern and not
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the other, For this reason, along with others, he felt that it would be
desirable to let each company work out its own disclosure problems, He
said that management gemerally has been doing & good job in this respect
and that it will comtinme to improve where necessary as time goes byol

The three illustrations given above do not cover completely all
the competitive effects, but they point up further the problem of making
a decision between complete disclosure and limited disclosure., They indie
cate on the one hand the fear by Company X that it will be reguired to
publicize detailed information, while Company Y, its competitor may not do
80 because of technical exemptions from legel requirements., They indi-
cate the feeling alse that, although two competing companies may both dis-
close detailed information publicly, the one may be in the better position
to work out and use the trade secrets of the other,

Hany large concerns with diversified imldim can merge the re~
sults of various subsidiaries together in consolidated statements in such
a way as to preclude a competitor from benefitting materially from them,
Others who are not diversified may not be able to do this. If publie
information were available, the large concern could watch the working
ecapital position, the sales, costs, and non-financiel affairs of a smaller
company, note its profit mergins, and, at the most faverable time, could
place extra advertising and more atiractive merchandise in the area of
competition with the smaller company. It could eut prices and, in other
ways, exert pressure to weaken the smaller compeny further, perhaps foreing
it to sell or te go out of business,

11bid,, pp. 185-91.



CHAPTER VII
AVAILABILITY AND ADEQUACY OF CORPORATE DATA TO INVESTORS

In 1946 when the Securities and Exchange Commission propeosed to
Congress that sectioms 12, 13, 14, and 16 of the Securities Exchange Act
of 1934 be extended to most other large corperations not already sub-
jeet to them, 1t made certain statements which were not entirely accept-
able to the accounting prefession.

The Commission, in its study of the annual reports of unregistered
corporations, concluded that on the whole they were seriously inadequate,
often to the point of being misleading. Its reasons for the conclusion
have been discussed in Chapter V of this thesis, However, to recall
them briefly again, some of the companies furnished their stockholders
only a balance sheet without a profit and loss statement; many did not
furnish an analysis of surplus; and even more companies, presenting con-
solidated statements, did not provide an unconsclidated statement for the
parent company; over half of the balance sheets were materially defiecient
when judged by the standards set for the statements to be filed with the
Commission under the Securities Exchange Act; a third of the income state«
ments did not disclose the amount of sales or cost of goods scld; and ime
proper or unsound accounting prineiples appeared in some cases.

In regard to this the Commission said:

The fact that the fimancial statemenis examined in the cowrse of
this study were generally grossly inadequate, notwlthstanding that
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90 per cent had been subjected tc the expert review of a certifying
accountant, makes it quite clear that the procedure of certification
does little to asswre asdeguate information for investors. Excessive
condensation and insufficient supplemental diseclosure apparently do
not prevent certification. Nor do they always give sufficient atten~
tion to the propriety of the accounting principles fellowed., Examples
of improper or unscund accounting prindplu, referred to above, were
found, almost wiﬂwut exception, in finsnecial statements that had
been certified.

Whatever an accountant's personal views may be about the necessity
or desirability of disclosure, it is spparent ihat management policy
is the factor which determines the nature of the annual report. The
Commission's experience has been that, unless accountants can point to
legal requirements of good accounting standards, they are often un-
willing or unable tc insist on a position contrary to that of the
management of the extent of the disclosure which is desirable., Ac-
countants need n.gd should have the support of the Commission's acecount-
ing regulations.

gy immediately took isswe with this., In
en editorisl in August, 1946 it seid that a reader unfamiliar with the
subject matter could hardly avoid the impression from the Commission's
report that the accounting profession was faced with a serious indicte
ment; whereas, to appreciate the significance of the observations in the
report, one would need to understand the distinction between reports to
stockholders and those filed with the Securities and Exchange Commissicn.
The editorial emphasized that none of the legislation requires that

the same detailed information furnished to the Commission has to also be
included in & corporation's annual report to stockbolders, and that such
information seldom is included in detail in the latter type of reperts,
even by registered companies. It added further:

1?.8. Scwiuu ud Exchnco Commission,
ors_in U bered Securities (1946), op. gits, p+ 49.
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There is thus frequently considerable variation, in velume rather
than in substance, between statements furnished to stockholders by
listed companies and those filed with the Commission. A mumber of
listed companies, for example, furnish comsolidated statements without
statements of the parent company, and income statements much more con-
densed than those filed with the SEC, Reports to stockholders are nob
to be deemed deficient merely because they lack certain details re-
quired in reports filed with the SEC, The public accountant who certi~
fies financial statements, for either purpose, has to consider care~
fully whether any additional information should be disclosed to make
them not misleading, Provided he satisfies himself that the statements
are what they purport to be and that they meet this standard, he is
entitled to express his epinion regarding them. Beyond that he is
without power to compel a company to publish additional information.
The SEC recognizes this limitation on the accountant's power. Would
the SEC contend that because there was no authority to require the
company to publish a financial statement as detailed as the Commission
would wish, certified public accountants should refuse to certify any
less detailed statements? Would investors be better protected if there
were no independent auwiit and no impartial cpinion as to whether good
accounting had been followed in presenting whatever information was
supplied?

The weakness of the Commission's criticism is that it rests on a
faulty foundation, namely, a comparison between published annusl re~
ports to stockholders of unlisted corporations and Form 10-K require-
ments for listed corperations, A fairer basis of comparison would
have been between the published annual reports of unlisted corpora-
tions and the published amnual reperts of listed corporations,

The mest serious charge in the report is the statement queted
above that exsmples of improper or unsound accounting principles were
found in financial statements certified by certified public accountants.
This statement is unsupported by specific references. We suggest that
if such cases do exist they be referred to the American Institute of
Accountants committee on professional ethies without delay, MNeanwhile,
the allegation should be weighed in the light of the disposition of
the SEC accountirg staff, demonstrated on a number of occasions, to re-
gard sound accounting prinelples as synonymous with its own rules, It
is not always true that accounting procedure on which the SEC would
issue a deficiency necessarily viclates generally accepted accounting
prineiples, Actually, though it sounds much worse, the Commission
may only be stating the truism that corporaticns net subject to its
rules ere not following them.

The accounting profession has always stood for full publicity of
corporate affairs, It has been responsible for great improvements in
corperate finsncial reporting, It has cooperated closely with the SEC
in efforts te improve corporate accounting, By the power of persussion,
certified publiec accountants heve unguestionably brought about greater
disclosure of financial information by unregulated companies than would
otherwise have been made, As these comments have indicated, we are
- frankly disappointed with the tone of the Commissicn's allusions to the
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accounting profession in its report. In order that readers may form
their own opinions, we reprint in the "Ufficial Decisions and Releases"
section of this issue passages from the report to which we have re-
ferred, The fact that the report has been (ransmitted to Congress
accentuates the sericusness of the uncomplimentary references. We
hope that the American Institute of Accountants will teke prompt steps
to counteract the unfavorable opinion of the eatire accounting pro-
f.uiin which this report might create in the national legislative

k3

body
Four years later, when the Commission submitted its Supplemental

Report to Congress, it referred to the above statements by The Journal of
of Accountancy. It stated that, when it had made its studies of the
corperate amnual reports of unlisted companies, it had considered making
the comparisons against the reports of listed cempanies, but had rejected
that idea, In Regulation s-x,‘ which was the basis actually used, it had
established a minimum standard for financial statements for investors.

It stated further that, although the financial statements contained im
reports to stockholders are not subject to Commission jurisdietion and
hence may not in all cases meet the requirements of Regulation 5~X, in-
vestors, financial reporting services, financial analysts mm«mu
sons interested in the financial condition of companies registered with the
Commission may consult its files or purchase for a nominal sum photocopies
of atamc#’u for registered companies which do meet these requirements.
This privilege is not avallable teo persons interested in the affairs of

unlisted m.a

lugpc Seeks Control of Unlisted Companies," The Journal of
Ageountancy, XLVI (August, 1946);_::. 3.

280%1&1.! and Exchange Commission, A F
N _Unrezisie Securities, sSupplementd
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The Commission is admitting here that the reports which registered
corporations submit directly to their stockholders may fall shert of
neeting the disclosure minimum contained in Regulation 5-X; but it is
saying that stockhclders in such companies have something additionalee
the right to obtain detailed information from the public files; and
stockholders in unregistered companies do not have that oppertunity.

At this point there are a number of questiomns which probably should
be answered--such questions as the following: Just what do the annual cor-
porate reports to stockholders contain, and what part do such reperts play
in the disclosure picture? How and to what extent does information filed
with the Securities and FExchange Commission get back to the investiors?
What other sources of information do investors have? How have the stand~-
ards used by the Commission, such as those contained in Regulation 8-X,
been developed? What part is played by the American Institute of Account-
ants, and how does the accounting profession gemerally fit inte this pic-
ture? Can we expect further progress in disclosure?

The remainder of this chapter, divided into three main sections,

will attempt to give the answers.

One cannot very well meke a gemeral statement of what an annual
report picked at random will contain; because there are probably no two
just alike in form and content, and they vary from a simple card contain-

ing a printed financial statement to a very informative and attractive
magazine-type report.
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The Great Atlantic & Pacific Tea Company, a corporation with
$416,000,000 in assets, used for the year, 1951, two cards., The larger
card, about 4 x 9 inches in size, contained a consolidated balance sheet;
and the smaller card, less than 4 x 5 inches in size, showed a very con-
denged comsclidated profit and loss statement,

Hany eompanies use a simple, unadorned iype of report containing a
letter from the president, a section of financial statements, an auditor's
certificate, and usvally, but not always, a page or two listing the prod-
uete made, the plants owned, the names of directors and officers, and the
transfer agents and registrars, if any, Some of these reports can be
folded and mailed in & 4 x 9%~inch envelope; others, in bocklet form and
of various sizes, require special mailing envelopes., These are the tradi-
tional standard-type reports, presenting what is considered by the companies
issuing them to be the essentials of information., Such reports are pri-
marily the financial statements, in standard form.

A fow of the corporations issuing this latter type are: (1) Fruit
of the Loom, Ine., a $7,000,000 corporation manufacturing shirts and other
products requiring similar meterials, (2) B. Kuppenmheimer & Co., Inc.,
having §5,500,000 in assets and meking men's suits, (3) Harber Plywocd
Cerperation, a company with $17,500,000 of assets inm 1950 and having its
central offices in the State of Washington, (4) Columbia Baking Company,
from Atlanta Georgis, with $4,800,000 of assets, (5) The Sherwin-Willisms
Company, in the paint business, and having conscolidated assets of over
$110,000,000, (6) Carmation Company, having $84,000,000 in assets, and (7)
The 4malgamated Sugar Company, a $26,000,000 corporation.
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What might be termed the "modermetype" repert often rums to over
thirty 84 x ll-inch pages in lemgth. It is usually in color and often
shows pictures of scme of the company's products, plants, or activities.
It makes considerable use of what might be termed the "pie-chart" approach,
showing not only the standard financial statements, but alac showing im-
portant features of the operating results and financial eondition in the
form of simplified charts and graphs., It very often shows comparative
statements for a series of years, and sometimes includes special statements
such as one showing the sources and uses of funds, which includes an anal~
ysis of increases or deareases in working capital over a pericd of time.
The president's letter often discusses in considerable deteil the plans,
pelicies, and progress of the company. As an example of what such a re-
port might contain, the table of contents from the 1950 annual report of
Marquette Cement Manufacturing Company is given below:

Fifteen Years at a Glance .
A brief Summery of 1950 . .
Cement Prices Continue Low
Comments of Marguetite's President
More Gains for Our People . + « «
lore Non-Wage Benefits . « + + &
htm&mubhuenucatotmoh&

'ﬂ'unmt‘l ® & ® & F & & & & & e 8 " e
Current Net Income from 1939 Capacity Expressed in

19399011‘!" . . O T
l!ncmwm"lknm‘l
Review of 1950 Operations .
Auditor's Certificate .
&hnelShoot o A
Income Statement ., . .
Vhere Sales Income Went
Retained Net Income .
Sources and Use of Funds
Products and Operations ,
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m.&’.'!.‘boti!.

The Mississippi Project O
Marketing Area for the Brandon Plant
Sales Staff for the Brandom Plant , .
The Des Moines Plant Enlargement , .
¥ho's Who in Marquette's Management .
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Also included with the mein report was a supplement showing come
parative financial statements for a fifteen~year period. The following
remark was conspicuously printed on the back of the supplement:

The statements contained in this supplement have been prepared
for the use of those reciplents of this report who may wish to make
their own individual interpretive amalyses of the financial data
presented, If, in that comnection, any additional deteils are de-
sired, they may be readily obtained by addressing an inguiry to the
Company.

This 1s & company having about $26,500,000 of assets, with central
offices at 20 North Wacker Drive, Chicago 6, Illincis., Its report is
generally well done; it is presented in an interesting memner, and it
shows the results of what has, no doubt, been comsiderable expense and ef~
fort on the part of management to tell the story of Marquette Cement Manu-
facturing Company.

There are numerous other companies of various sizes and interests
who are putting out good anmual reports of the modern type. Such giant
corporations as Gemeral Motors, U. 8, Steel, and Standard 0il Company (New
Jersey) have been lsaders for years in efforts to present annual reports
and supplementary interim information in such a way that they will be in-
teresting and useful tc readers of widely different interests and abilities

for understanding business matters.
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The annual report is the primary medium by which the corporation
can tell its story. Progressive executives during the past few years
have begun to realize several important things about such a report. For
one thing, the audience, which has customarily been the company's stocke
holders and some of its creditors, is now widened to include the workers,
the uniong, schools, the governmenteein fact, for many companies, it
ineludes the entire publie.

Another important fact, which has been known for many years but
has been emphasized more since the war, is that many of the people who
receive corporate reports do not read them, are nmot interested in them,
or do not understand them. A survey completed in 1948, sponsored by
Controllership Poundation, Ine., was discussed extensively st that time
and has probably been a stimulant for improvements sinece, As summariszed
in Business Week, it showed that 90% of the pecple contacted could mot
remenmber seeing a report, 25% said they did not read such reports when
received, and 40% said the reports had no value to themy over half were
not interested in or could not understand detailed statisties or ele=
mentary accounting terminclogy used in the reports, The run~ofetheemill
stockholder was primarily concerned with the size of his dividend check
and some reasonable assurance that the company was in good enough shape
to protect his investment and pay the same or bigger dividends. Regard-
ing the "newestyle" (modern type) reports, there were still comments
such as "not interesting," "too long," "diffieult to understand," and
"too complicated."” There seemed to be 2 fundamental lack of finaneial
education among stockholders,
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Breokers, bankers, security analysts, and larger stockholders were
very much in faver of the modern complete report; in fact, they would
have liked to see even more complete reports published., They sald that,
%0 analyze most securities properly, one would need te utilize many
more sources of information than most annual reports give. They wanted
more details concerning contingeut liabintio-; they asked for compara=
tive statements for two to ten years, more on lsbor costs, wage rates,
ete., greater information on reserves and inventories and methods used
in calculating such items, a breakdown of total income to show the scurces
from which it was derived, and more data on overe-all operating costs, a
reconciliation of the figures contained in income tax returns and those
published in the annual report, and the extent of any hidden reserves.

These professiomals dlsliked the trend Yo revamp statements for
“heusewife consumption.” They alsc thought the annual report should
siress the unfavorable as well as the favorable aspects of a business.

As a possible solution to the dilemma of writing a roport to sult
both the average stockholder and the sophistiecated expert consumer of
financial data the suggestion was made: "Iry sending all stockholders
a simple one~page "mewsletter' signed by the president, outlining earne
ings, dividend outlock, and the company's general pesition. At the same
time offer to send on request a fullescale report scientifically designed

for those who want the cold statistical nm."‘

Lupleasing Nobody," Business Wesk, August 7, 1948, pp. 867



The survey rewemphasized what was already fairly well known,
The problems which it pointed uwp still exist, although there seens %o
be a strong movement to overcoms them,

Hlany of the reports are at the preseni time in an experimental
stage in the search for improvement. Quite a number of them have adeopted
improved and simplified terminology for their financial statements, as
suggested by the American Institute of Aeccountants. They are also try-
ing te present the finaneial statements in ways that will be more
easily understocd by the average stockholder withcut detracting from
their value tc persons trained to use the statements in thelir tra-
ditional form. Some are using what is called the "singleestep" income
statement, which lists all of the incowe items, then lists all cof the
expsnse ‘ihms. subtracting the total expenses from total income to
arrive at net income. The 1950 statewent of Standard Oil Company
(Wew Jersey) is an example:

INCOME

Gross operating income $35134,557,900
Nonoperating income, ineluding dividends :

Milmolt...o.‘--.........ﬁ:ﬂ%‘

DEDUCTIONS
Operating charges:
Purchases of erude cil, petroleum producis,
and other merchandise « + o o« « ¢ & & & &« 1.3*’887,”1
Operating, selling, and administrative
BXpENSeS o+ o ¢ ¢ ¢ 2 ¢ s 0 s ¢ 0 s 8 o . 892,696,102
Taxes, other than income taxes  + « » . 69,091,530
Bopruhuon, depletion, amortization, ad
retirementd . ¢ ¢ « 4+ ¢ v 0 0 s 0 s e e 201,082,251
Interest on funded and other loung=term
indebtedness « « « s ¢« o ¢« v s o o o ¢ s o 12.“3.9”
Other interest « « « « ¢ « ¢ ¢ ¢ o s ¢ ¢ o ¢ & 1,&12.376

Foreign exchange adjustments arising in
conscolidation o « o ¢ 5 5 2 0 0 s * s s o (1.0”’935)



Provisions for lcss on investmentss: « + ¢ «
Provisions for estimated income taxes « « « «
Income applicable to minority interests in
affiliated companies .« « « o ¢ o » & ¢ «
Restricted earnings from pipeline operationms,

mmﬁl..'.l‘CGOQ.t.l

There is alsc a new version of the balance sheet, called
"Statement of Financial Position® or "Statement of Finanelal Conditiom,"
which is thought to be more easily understood and yet of equal value from
the standpoint of its content. An example of this statement, without
its accompanying explanatory notes, follows, It comes from the 1951
report of Gemeral Foods Corporatien: | '

Guh(inbanklnﬂenhuﬂ).....;...
Receivables (less reserves of $691,613) . + «
Imni.arhllma)......o..v-.¢
Expenses paid in advance (advertising, insurance,
M"MMS).OCO"&CC...
CURRENT ASSEIS 4+ o o o o 0 ¢ o o »
LESS:

Hotes and accounts payable and taxes
withholM (e ) o s o ¢ v 0 4 v » ¢4
Aceeptances and drafts payable + « + + « «
Aecrued salaries and wages and other expenses
Income and excess profits taxes . « + ¢ + «
CURRENT LIABILITIES & o « o o # o o

WORKING CAPITAL 4+ o o o ¢ o & o &

Investments & cther assets,less reserves(Note 3) 3,134,124
Property, plants, and equipment at cost, less
accumulated é.pm’omtion (”“ ‘) » & 5 e ?2’%3'8‘2

Trademarks, patents, and goodwill (Note 5). .

LESS: Longwterm notes payable (Note 6) . . .
EXCESS OF ASS8kIS OVER LIABILITIES .

DERIVED FROM:
Preferred Stock==242,500 shares (Note 7) . 24,250,000
cmn 8“&“5’5%"77‘ shares (!Eeto 7) e @ m5,400,109
Earnings retained in the business (Note 7). :
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This statement emphasizes working eapital, which, though important,
is not shown by the usual balance sheet. It also arrives at another fig-
ure of particulsr interest, the excess of assets over liabilities, which
is the stockholders' equity in the business. It then breaks this equity
down so as to show the different sources from which it was derived.

Many companies feel, and perhaps rightly, that the ml report
cannct by itself do the entire job, It is quite customary for companies
to send cut brief quarterly statements showing sales and net earnings.
General Motors is an example of a corporation which furnishes a detailed
balance sheet and profit and loss statement each quarter,

Mr. Thomas H. Sanders, in an article in the Harvard Business Re-
view, in 1949, referred t¢ a survey of 1lll different companies asking the
type of communications they made to stockholders, The replies indicated
that, among them, they sent 37 different varieties of communications teo
stockholders in addition to the annmal report, He went on t0 say that
the trend seems to be toward separate reports for employees, although
employees tend to be suspicicus of this. He sald this might inarease class
consciousness, and that the desirability of a company's following that pro-
cedure would depend on its own individual situstion,t

From the standpoint of the corporations, and ct‘tho accounting pro=-
fession, there is a distinet challenge to make of the corporate repert
(or reports) an effective mediun of communication to stockholders and others
for whom it is prepared, The investor, on the other hand, needs to recog-

lrnomas ¥, Sanders, "The Anmual Repert: Portrait of a Business,"
Haryard Business Review, XXVII (Jamuary, 1949), p. 2.
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nize it as an important scurce of information but ome that is limited ‘
becsuse of such reasons as the hesitaney or inability of menagement to
utilize it fully, the difficulty of producing it in a form to serve the
different abilities and interests of a wide variety of readers, or a
lack of progress in the art of disclosure., The utility of a report to
any investor depends on how well that pariiecular report has been prepared
end how well that particular investor is prepared to use it.

In the Congressional hearings on the Frear Bill (discussed in
Chapter V) the criticism was made rather frequently that the information
filed with the Securities and Exchange Commission did not benefit the
ordinary stockholder because it was too detailed and complex, and that
it was not readily availsble to him, Some said that the very volume and
intricacy of such information defeats its purpose, namely, the informing
of investors. Several people charged that the information benefitted
primarily a few experts who were near Washington and New York where they
mid have ready access to the public files. This point of view was
expressed by Senator James Murrsy when he said:

In the first place this information is almost always exploited
by those in the know, whether in the Government or in private life,
befere it reaches the publie., Then when these reports reach the
publiec they are often misleading and misused. The Government spends
millions of the people's momey to provide reports which are valuable,

but essentially to those who have a large research staff to intere

pret and use them after properly analyzing their meaning. The publie
has no such facilities.t

ljames Murray, "SEC Arguments for Contrel of 'Umregistered
Companies' Unsound,” op, eit., p. 114,
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The Comnission agrees that the prospectuses sent out are often so
complete and detailed that they are not read, and it admits there is
reoom for improvement in regard to them, It also agrees that many ine
vestors are unable to use direetly the registration statements, periecdic
reports and other informstion on file at various places. But it says
the information "seeps down” to the average investeor through the people
whe advise him.

As an explanation of the way in which this frequenily happens,
Mr., Marvin Chandler, representing the New York Sccleiy of Security
Analysts, Ine., said that the job of a professicnal analyst is to bore
into the finaneial ctatements, interpret them, reach a judgment on the
investment merits of the securities, and pass that judgnent on to the
investors. He also sald:

¥e do now utilize the statements filed., They are the everyday
tools of cur business. For listed companies, the financial manuals,
such as Moody's and Stendard & Poor's, to which we constantly refer,
now publish these statements which ere furnished to the SEC, in liem
of the statements which are furnished by the companies in their
anaual reports., They de this because the reports te the SEC are
more complete, more uniform in presentation, and more useful to the
experts who will study them.

In addition, we go to the stock exchange or to the local office
of the SEC where the statements are on file, or we study them at the

Washington !ﬂ‘iu of the Commissicn, or order photestats from the
Commissicn.

The Commission's booklet entitled The Work of The Securities and
Exchange Comnigsion reads as follows:

The Commission's files have become a repository for a wealth of
financial and related information concerning seversl thousand

13.&:‘1&3' en 3, 2‘08. w’ Pe 203,
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companies whose securities are traded on exchanges and in the over=
the~counter markets. These reports are available for publie inspec~
tion at the Commission's Washington office (and, in part, in its

New York and Chicagoe Regicmal Cffices); and photocopies of any pere
tion or all of any of such reports may be cobtained at nominal charge
upon request directed to the Division of Administrative Services.

This is true also of all other registered or publie information,
including the registration statements and finaneial reports of brokers
and dealers; the registration statements of exchanges, utility holding
companies, investment companies and investment advisers; and related

matter, Copies of hearing trmc'igtl are supplied only if not
availdble from the public reporter.

The present charge for photocopies is 15 cents per page, 8} x 11
inches in sige.

There are regional offices in Atlanta, Bostom, Chieago, Cleveland,
Denver, Fort Worth, New York City, Sam Franeisco, and Seattle, in addi-
tion to the offices in Washington, D, C, However, most of these offices
do not have extensive files for investors. The amounts .ef information
available at each, according to a letter from the Commission, is as
follows:

All publie information on file with the Commission is available
for inmspection in the Public Reference Room of the Commission's
Washington office, Insofar as practicable, the Commission makes
available in its Regional Offices some of the more current c
information, There are available in the New York Regiomal Office,
coples of recent filings maede by companies which have securities
listed on exchanges other than the New York exchanges; and copies
of eurrert pericdic reports of many other companies which have filed
registration statements under the Securities Acte In the Chieago
Regional Office, there are available copies of recent filings made
by companies which have securitiss listed on the New York exchanges.
In addition, copies of recent prospectuses used in the public
offering of securities registered under the Securities Act are

1y.5. Securities and Exchange Commission, The Werk of the
88 _8ana sxciange LOMN1ission, wg Pe 20,
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available in all Regional Offices; as are coples of active brokere
dealer and ianvestment adviser registration appliutiou.l

There are various media, however, by which this information
attains & much more widespread distribution than the limited extent of
Commission offices can give., These were referred te in the statement by
¥r. Chandler on the preceding page. As he indicated, a major method is
through the financial manusls such as those provided by Standard and
Poor's Corp. or Moocdy's Investors Service.

lir, James M. Garnett, of Moody's Investors Service says that,
in the preperation by his company of its various manuals, the most
important basic sources of information are ml corporate reports
and data obtained from the Securities and Ixchange Commission. He adds,
however, that his company also draws on other sources such as prospec~
tuses for new securities, proxy notices and other notices to stockholders,
indentures, loan agreements, and various finanecial publications, maga-
zines, and newspapers; also, a considerable amount of factual as well as
background material is obtained from various goveramental departments
and agencies and from personal contacts by direct field investigators.
All of these sources contribute to the complete picture which the manuals

try to prount.a

lprom a letter by Mr. Hastings P, Avery, Administrative Services
Officer, The Securities and Exchange Commission, Washington, D. C.,
July 21, 1952,

2from a letter by Mr, James M. Garnett, of Moody's Investors
Service, 65 Broadway, lew York 6. N. Io. July 2Ly 1952.
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However, it shomld be emphasized once more that the most im-
portant nnrees; ui:arding to his statement, are annual reporis as pre~
pared for stockholders and the files of the Securities and Exchange
Commission. According to the Cozmsission, the publishers of the mamuals
are usuelly unable to get mmch more information about unregistered com=
panies than is given in the annual reports of such companies; hence, if
the annual report is inadequate, so is ﬁu data about that company in
the manuals inadequate. But, the Commission says, if a company comes
under all the disclosure requirements of the securities legislation, all
necessary information becomes available,

One of the questions which Mr, Garnett answered was: "Would it
improve the services offered by lMoody's to any great extent if all corpor-
ations with widely=held securities were required to reglster with the
Commission and file periodic reports similar to those required by the
Securities Exchange Act of 19342" His answer was: "Such a requirement,
from the point of view of our work, would be very definitely helpful,
and would undoubtedly make available more complete information on a
number of companies as well as make it easier for us to compile all the
pertinent information on such w.nn.'l

He indicated that the circulation of the five manuals of Moody's
Investors Service (Industrials, Railroads, Public Utilities, Govermments
and Munieipals, Banks and Finance) is around 25,0005 but he did not tell
the extent of Moody's other services, including its advisory services.

11bid.
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The publications of such companies as lioody's Investors Service
and Standard and Poor's, Ine, sre sold te libraries, banks, securities
brokers and dealers, corporations of different kinds, trusts, estates,
individusls, and various other purchasers. They are used M1wh
by the people who advise investors and, to a great extent also, directly
by the better-informed investors.

8o, the technical, detalled information filed with the Securities
and Exchange Commission does, te quite a large extent, get down to the
ordinary purchaser or owner of stocks and bonds., He can obbain it
directly from the Commission or exchange or from the financial services in
which it is published; or he can benefit because the specialist from
whom he obtains advice is able to get and interpret the information for
hinm,

Some of the additional, more specialized, sources, which will
only be mentioned, are the variocus federal or state Mu!nm or de=
partments to which railroads, public utilities, insurance companies, and
banks submit reports. Amother is the corporate charter; which is filed
with the state of incorporation and which contains information about
the objectives of the corporation and about its stock issues,

A source which is of congiderable importance and could be used
even more is the corporation itself, Stockholders, as owners, can ask
for specific informetion from the corporation officilals so long as their
reguests are reasonable, They have the right under the common law to
inspect the books and papers of the corperation for proper purposes at
the proper time and proper place, NMany cf the states have included
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this right in special securities legislation applieable within those
particular stetes,

This method of direct comtact with the corporation has a special
advantage of being mere confidential than some of the other ways.

Regarding the varicus sources of information, it might be said
that the amnual report to stockholders is by far the most widely used,
because every corporation issues it in some form., It varies im quality
from one corporation to another, and the story it tells is often limited,
but there are faverable opportunities for improving it., The informa=-
tion required by the Securities and Exchange Commission is the most com=
plete, but it is limited beecause it is not furnished by all eorperations.
What there 1s of il can be of considerable benefit to investors either
directly or indirectly, but many do mot know how to utilise it., Other
‘sources, except that of direct inguiry, are more or less limited to
corporations in special fields or to pariicular types of information

about any given company.

This thesis would not be complete without some further discussion
dealing specifiecally with accounting as it pertains %o disclosure; for
accounting records are the means by which the dellarseandecents history
of a business enterprise is kept; and accounting statements are the
method by which that histery is told, Most of the policies of a
company or the decisions of its management are reflected in some way in
the accounts, and eventually become factors in the operating results and
financial condition as shown by the statements. Accounting data thus
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becomes the heart of the annual report as well as of much of the infor-
mation filed 'it;h the Securities and Exchange Commission.

It is, therefore, important that the art and practice of
accounting not only furnish management with factual data properly in-
terpreted for purposes of controlling and operating the business, but
that it also provide that management with financial information intere
preted in such a way as to be useful in presenting the company's story
to owners and other interested parties outside of the business,

The inereasing separetion of ownership and control, the gensral
expansion and growing complexity of business, and the changes brought
about by governmental tax and regulatory policiese-all with accompanying
diselosure problems-~have required parallel accounting change and develop~
ment, Whether or not accounting has been able to meet the demsnds made
of it in various respects is a debated question, but that it has asad pare
ticularly difficult problems and has made considerable progress in
meeting them seems to be quite generally accepted.

A particular effort has been made during the past twenty years
to provide a certain uniformity im accounting treatment and presentation
so that the financial statements would have more meaning for persons
using them, At the same time, there has been the feeling, quite general
within the accounting profession, that standardisation should not be
Mtogotoorur; for, to cresert all cases in a uniform manner might
be to conceal important differences between them, To have rigid rules
of expressiocn might eliminate the flexibility needed tc adeguately describe
business change.
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The problem has been to resolve these apparently conflicting
objectives, namely, to develope certain standards of expressicn, and yet
to retain flexibility,

Various organizations have worked toward the solution. In many
ways they have cooperated together; but, to a certain extent, they have
left some confusion because of their separate efforts. This will be
axplained mive by the diseussisn which followss

The Securities and Exchange Commission has been a ma jor stimulus
to the accounting profession because of its emphesis upon full disclosure
and its strategic position for enforcement with regard to leading com~
panies, For its own part, it has generally consulted with the Americsn
Institute of Accountants and others representing the profession before
setting up specific regulations covering the respomsibilities of auwditors
and the form end content of fimaneclal statements. Its interests have
leaned naturally toward standardization of details as well a&s of prine
eiples, but it has wisely accepted the advice of the profession and left
room in most instances for individual judgment. Its instructions re~
garding presentation of inventories in the balance sheet, as quoted below,

provide a good example:

Inventeries.-~(a) State separately here, or in a footnote re-
ferred to herein, if practicable, the me jor classes of inventory such
as (1) finished good.u (2) werk 1: process; (3) raw materials; snd
(4) supplies.

(b) The basis of determining the amounts shall be stated., If a
basis such as "cost," "market," or "cost or market whichever is
lower" is given, there shall also be given, to the extent practic-
able, a general indication of the method of determining the "cost"
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or "market"; e. g., "average cost," "firstein-first-out," or "laste
in, first-cut,"t

Cne can see that the Commission in thies instance is allowing con-
siderable room for a business to choose its own inventory method, so leng
as there is disclosure of the method used.

If there is only one acceptable way of showing = given item, full
disclosure requires that it be shown im that way; if there is room for
cheice, or if a very unusual situation is involved, full disclosure re-
quires explanation of the method used, This pattern has generally been
set up by the Commission in its requirements,

The American Institute of Accountants has had and still has the
primary role in the development of a body of accounting standards and in
obtaining general acceptance of them., Particularly through the research
bulletins of its commitiee on accounting proeedure, the Institute has
dealt with specific problems of lasting importance as well as some per-
taining just to a particular time, such as the war period. It has not
attempted to cover the emtire field of accounting, but, in gemeral, has
concerned itself with problems which were controversial in mature or were
of particular importance because they were new, trying to arrive at the
most aceeptable solution for gemeral publiecation, but alse publishing
minority opinions of the committee, It has also contributed greatly in
the efforts toward improving the terminclogy of accounting, a much needed

18.8. s.mmu and !xdmm cc-haion,

Printing Office, I
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activity because of the increased use of accounting data by people of
very different training and backgrounds for using it.

In most cases the Imnstitute's recommendations have been accepted
generally by the profession, However, such acceptance is not compulsery
and may not be complete or may take a comsiderable peried of time. A
business enterprise may not wish to make rapid change in its methods,
feeling that confusion might result. However, if it does choose o make
an important change in procedure, proper disclosure requires that the ef-
fects of the change be explained,

Usually the Institute's recommendations are also acceptable teo
the Securities and Exchange Commission, but there are exceptions where
this has not been so.

Despite its valuable contributions toward uniformity, the Institute
has continuously stressed the importance of allowing for flexibility; and
the wording of its recommendations has been such as to do this, One of
the many examples of this might be taken from Bulletin No., 32,1 regard-
ing the much debated question of what %o include and what not to include
in the income statement and, thus, in the net income reported for the period.

The issue involved, stated briefly, is whether to use the so~called
"glleinclusive" income statement, whiech shows in the ome statement all
items affecting proprietorship during the peried, execept dividends and
transactions in the company's own stock, or to follow the "eurrent oper-
ating performance” method, and exclude from the income statement all ma~

1 neome AN HAarned
(New York: American Insti

Surplus, Accounting Researeh Bulletin No. 32,
nte of Accountants, 1947).
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terial items of gain or loss which are extresordinary in nature and are
not directly applicable teo the operations of the periocd. The first methed
is based on the idea that all income over the life of the business should
be shown at some time or other through the income statement, The latter
nethod assumes that the chief purpese of the income statement is to show
operating results on a ecomparable basis from year to year, thus necessi-
tating the use of the surplus statement for showing extraordinary items
or items not applicable to the current year, such as correctioms of prior
years' profits, or gains or losses from saeles of real estate,

The Institute tock the position that "there should be s general
presumption that all items of profit and loss recognized during the peried
are to be used in determining the figure reported as net income., The only
possible exception to this presumption in any case would be with respect
to items which in the aggregate are materislly significant in relation
to the company's net income and are clearly not identifiable with or do not
result from the ususl or typlcal business operations of the period."

The bulletin went on to give examples of items which might be ex~
cluded from the determination of net income for the year, and which “should
be excluded when their inclusion would impair the significence of net in-
come 50 that misleading inferences might be drawn therefrom,"?

In discussing this bulletin before a meeting of the Pacific Coast
Economie Association in 1949, Mr. Anson Herrick emphasized his belief that

11bid., e 263,
Ibid,
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it not only provided a favorable solution te a complex problem, but that
it also allowed room for juigment so that it might be adaptable to varied
situations, He made the following interesting observations:

The conclusions of the bulletin are in cne way speecific and yet
full play is given for the application of jdpnt It is specifie
in the statement that there should bo a gensral presumpiion that all
items of profit and loss rgcognized dy
in determining the ﬂmcr.perudu ut hm. Itponi’u the
applieation of judgment by the recognition of possible exceptioms in
the case of items materially significant in the aggregate in relation
to the company's met income and it established criteria te assist the
use of judgment in the application of the prineciples adopted. It
becomes specific again in the requirement that when such extraordinary
items would so impair the significance of net income as o permit mis-
leading inferences they be excluded. But even here !nt would
be a significant effect is s @8 it must be to judgment.

It is interesting to note that this controversy over "all-ineclu-
sive" income versus "eurrent operating performance” income, which is
very important from the standpoint of disclosure, is one of the areas
in which there is lack of uniformity between the organizations having most
to do with the shaping of accountaney. The position in regard to it of
the American Imstitute of Accountants, as given above, is something of a
compromigse between the two methods; the Securities and Exchange Commission
has required the use of the "all~inclusive" method, but changed its most
recent revision of Regulation S~-X (1951) to allow a modified income state~
ment showing a figure representing net profit from regular operaticns,
then deducting or adding the "speecial items" below o arrive at a figure
called "Net income or loss and special items,"? This revision is not far

linson Herrick, "A Review of Recent Developments in Accounting
Theory and Practice," Th ounting Review, XXV (Cctober, 1950), p. 365.

25.8. Securities and Pxchange Commission, Regulation S-X
Mo’ PPe 17-18, 3 :
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from the point=ofeview of the Institute, and represents a favorable
narrowing of the gap between the two as well as improvement of ace
counting procedure as required by the Commission. Ineidentally, the
revision of Regulation S-X was only made after lengthy discussion with
the American Institute of Acecuntants and circularization of proposed
changes among leading aecountants and groups of accountants throughout
the country. In various ways, the Commission made changes in the light
of eriticisms or suggestions received.

The Ameriecan Accounting Asscciation, since its 1948 revision of

ments, its formal statement of standards, has been on record as endorsing
the "alleinclusive" form of income statement., It%, thus, ;t‘ the present
time differs on this particular issue from either of the other two. And
this, it is emphasized again, is only one of several areas where there
is lack of uniformity ameng these three organizations,

Perhaps scmething more should be said here about the American
Accounting Assceclation. It is composed largely of University teachers;
and its efforts, like those of the others, have been towards the fore
mation of recognized standards by which financial statements could be
prepared and interpreted. Back in 1936, in its annual meeting, the
Association formally recognised the need for such standards, and decided
as one of its cbjectives to work for their further development and
acceptance. In the explanation of this action it saids

Specifically, there should be & definitive, understandable

explanation of what a set of accounting statements purports te

signify. A balance sheet or an income statement cannot tell every-
thing, but it should furnish significant information and, as nearly
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as may be, the same type of dats every time. When a eritic is asked
to examine suech a statement he should be able to say that it does
(or does not) eonferm to scme consistent body of prineiples, which
can be expressed in clesar, ungquivocal language, intelligible to the
layman of sound wentality end substantial acguaintance with business
affairs, If accountants are to speak only to accountants it seems
hardly necessary that they speak at all.

Sueh a body of prineiples would furnish an essential basis of
judgment in comstrueting and appraising financial statements. The
prineiples acecepted would not need to be restrictive, except in the
sense_ that any proper practice restriets departures from it, They
need make no demand for a rigid "uniformity" of accounting classi-
fications and procedures, so much abhorred; they should peramii wide
latitude in u:! application of individual accounting policies and
practices, .

The above quotation indicates that the Ameriecan Accounting
Assoclation, like the Institute, has sought uniform standards, but has
alse wanted to retain a certain area for judgment.

Perbaps the greatest contribution by this Associaticn has been
its influence uwpon the teaching of accounting and, therefore, upon the
students who leave the universities and ge out inte practics or who will
later use accounting information in varicus ways. However, it has alsoc
prepared and revised several times 1ts statement of accounting concepts
and standards, as referred %o on the preceding page.

ir. Thomas H, Sanders, who speaks with considersble authority
on accounting matters, questioned the desirability of trying to compress
the prineiples of aceounting into some eight pages, as the American
Accounting Assceiation had done in its 1948 revision of concepis and

standards. He suggested thai the American Institute of Aceountanis,

1‘3 sutomt of Objectives of the American Accounting Associa-
tion," The Accounting Review, XI (March, 1936), p. 2.
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as the organiszed, national body of the certified public accountants, whose
funetion is to express the opinion that the financial statements have
been prepared "in accordance with generally accepted accounting priancie
ples," could not well aveid its parallel duty to the formation of those
principles. He further suggested the possibility that the preferable

role of the American Accounting Asscciation might be to act as a large,
disinterested "thinking group" te serve as & stimulus and corrective to
the practicing grmpol

For the American Accounting Asscclation to accept the role of
advisor and eritie, and to leave to the Institute the final determie
nation of accounting stendards, might be a favorable step toward uniform-
ity in accounting practice.

Many theses and many entire books have been written about the
different aspects cf accounting, and much of what has been written had
something to do with acecunting as a means of disclosure. However, the
scope of what can be said here is cf necessity limited to these few
pages and to the objective of trying to indicate the movement of accounting
to meet the challenge of modern corporate development from the disclosure
standpoint.

This movement has been largely centered arcund the development
of accepted standards of financial disclosure, with the objective of
providing fundamental ideas and procedures rather then detailed rules
of practice, At the present stage of this development, which is still

Ithomas H. Sanders, "An Analysis of the Forces Which are Shaping
the Future of Accountancy," op, eite., pe 284.
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in process and will preobably coniinue as long as there is change in busi-
ness itself, it is possible for accounting to produce reasonably consistent
results from one time to ancther and from one business tc another as far
as disclosure is concerned.

This does not mean that all statements will be or should be the
same; they need to be tailored to fit the needs of individual businesses.
But it does mean there is now available to people concerned with prepara-
tion of financlal statements, where there was not some twenty years ago,
fairly reliable guides for the presentation of accounting data which
meets reasonably uniform standards of disclosure.

Such & development is of great imporiance; although one needs to
recognize certain limitations to it. The investor needs to realize that
part of what is shown in a financial statement is of necessiiy the result
of estimate, judgment, and gemeral reliability of those contributing to
its preparation, Such limitations are quite well known by people very
familiar with accounting but are often not properly considered by the lay-
man, The latter too frequently either does not recognize that these lim-
itations exist, or decides that, because of them, accounting statements are
of little value, In either case he is wrong.

One meore factor, which seems to be of great importance, is the
feeling very prevalent within the accounting profession that further im-
provement is desirable, that accounting can, among other things, make an
increasingly better contributiocn toward full disclosure. The investor
stands to benefit from this as time goes by.



Thomas H, Sanders, in his article on the annual report, which has
already been referred to, said that "the term 'full disclosure' means
not only the specific mention of every item that might have a material
significance to the reader but also the description and classification
of the item in such a manner that the reasonably intelligent man can make
out what the significance is,"t

This statement 1s a good partial definition of full disclosure.
As it indicates, the mere publication of information is not enmough; it
needs to be done in such a way that the audience which receives it can
use it, It is entirely possible that a mass of facts, though each one
is true and important within itself, can be presented in such a way that
it means nothing., It is also possible that one fact or group of facts,
when presented in conjunction with other items, will show a situation as
it really is; but, if all of the items are not presented together, the
picture will be misleading.

Although Mr, Sanders indicates that the data presented should be
prepered for the “reasonably intelligent man," many companies go further
and make their interpretations in more than one form; becsuse one class
of readers mey not understand the detail that another class feels it
should have,

Another important consideration, which the definition does not in-
elude, is a proper timing of the information furnished. There are many

Lrheomas H, Senders, "The Amnual Report: Portralt of s Business,"
op, _gits, p. 50
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things which, in view of the complexity of record-keeping for a large
business and the cosis of publication, cam be told satisfactorily onee a
year. On the other hand, other information, to have maximum value, would
best be disclosed more gquickly,

It would seem, therefore, that a definition of full disclosure
involves "what," "how," and "when." It was stated in the imtroduetion te
this thesis as follows:

Someone may, with some justification, wish to eriticize the above
statement by saying that the definition fails to adequately disclose what
full disclosure is, Stated simply as it 15,‘ the definition does not indi-
cate the countless problems invelved in determining what items are material
to the extent of requiring disclosure, in deciding how to present the in-
formation so it will have meaning to its readers, or in timing it properly.

Many of the decisions need to be weighed against the costs in
money, time, and possible collateral effects on public relations or com=
petitive positicn iuvolved. Sometimes, because of constantly changing bus-
iness situations, decisions must be made without a satisfactory precedent
to follow., Such decisions require initiative and considered judgment.

Over a pericd of years a body of knowledge has been developed which
can be used as oriteria for making such decisions. For example, the pre-
ceding section indicates that progress in accounting, which admittedly is
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short of perfootion, has provided a set of gemerally acespted standards
or principles te be used in the preparation and ecertification of scecount~
ing data, These have been developed within the laboratory of business
which is business itself, But they are still being tested, and some may
be revised as time goes by.

Another impertant gulde is the law of the land as it is contained
in federal and state legislative emactments, in court decisions, and in
the rulings, decisions, opinions, and established procedures of independent
govermmental commissions. In seme instances compliance with such authority
is compulsory. In other .cases, procedures developed within the legal or
quasi~-legal framework can be and are used by businesses simply because
such procedures might provide desirable bases for solving disclosure prob-
lems. :

A considerable amount of the infermation furnished by banks, in-
surance companies, railrcads, and other public utilities is dene so on the
basis of legal requirements., Also, companles subject to the securities
legislation as discussed previously in this thesis have a required legal
basis for making many of their decisions. However, much of the disclosure
pattern, not necessarily all good, developed by the Securities and Exchange
Commissiocn in comnection with registered companies has extended beyond the
mptniu specifically covered, into the thinking of public accountants,
text writers, comptrollers, and business management all over the country.
It, thus, is part of the total sum of knowledge availsble for use in meet~
ing and solving disclosure preblems,

In addition, a particular industry may have had to solve problems
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peculiar to i%, and, no doubt, many individual businesses have had to dis-
close situations which were different than anyone else had experienced,
Such experience is also in the present knowledge available for improving
practices now followed and for meeting new situations which might arise.

It would be possible to work out a reasenably complete definition
of what is considered tc be full discloswre at the present time by using
many illustrative examples taken from court decisions, SEC rulings, opin-
ions of the Americsn Institute of Accountants, and so forth, Such a
definition could say what correct disclosure has been determined to be in
each of perhaps hundreds of different representative situations,.

This method was used, for example, by Mr, Brunson MacChesney in dis-
cussing some of the earlier developments in disclosure under the Securities
Aect of 1933, He cited various cases which had come before the SEC, one be~
ing that of Haddam Distillers, in which the Commission ruled that for a com-
pany to list assets at appraised values without stating that bona fide
methods of appraisal had been followed was nilludhc.l Another case was
g in which the decisicn was that,

in reising funds by the sale of securities, the purpcses of the funds sc ob-
tained should be disclosed fully and in a manner not misleading.”

Another exsmple of determining what proper disclosure is as it per-
tains to a particular limited area can be taken from the considerations in

lkmoa WacChesney, "Further Developments in 'Disclosure,'"
Illinois Lew Review, XXX (June, 1938), p. 148.

2Ibid,, pe 154



112

1950 by the American Institute of Accountants of the problem of sale and
leaseback agreements, MNany companies in recent years, desiring to have
mnore funds for working capital, have sold some of their major fixed assets
on the condition that they can continue to use the property under a long-
term lease, Often there is an option to remew the lease or to buy back
the preperty at the expiration of the first lease., It has not been the
usual Mo. for corporations to disclose the existence of leases, re-
quired rent payments, or other cbligations which might be involved. How-
ever, the Institute's Committee on Accounting Procedure, believing that
material amounts of fixed rentals under long~term lesses and the existence
of repurchase agreecments constitute materisl facts affecting judgments based
on finaneial statements of corporations, announced its opinmion that dis~
closure in financial statements should be made of':

(1) The amounts of annual rentals to be paid under such leases with

some indication of the pericds for which payable; and

(2) Any other impertant obligation assumed or guasranty made in this
eonnection,

It discussed further how such disclosure should be made.l

These examples, in addition to illustrating a detailed method of
explaining disclosure, might also serve to give a further idea of the ex-
tent of disclosure,

However, it is believed the short definition, as given has consider-
able value as a concise statement of what full disclosure is. It actually
represents a goal as much as it represents an accomplished fact, the goal be-
ing to inform those who have equities in the business of the material items
affecting that business, and to do this in an understandable way, and at the

proper time,

linson Herrick, "A Review of Recent Developments in Accounting
Theory and Practice," gp, elt., pp. 367-68.



SUMMARY AND CONCLUSION

In tracing the development of the corporate form of organization,
this thesis goes back over more than a hundred and fifty years of American
histery. It begins with the period following the Revoluticnary Wer when
mpmaué;llwva few in number~-were formed to build canals or turapikes,
and when each based its right to do business on a special legislative act.
It refers to the contribution by the coerperate form of organization in
finaneing the railroad building ers befere the Civil War; and it discusses
briefly the rapid spread of corporations into all areas of business after
that. It explains that, since the latter part of the nineteenth century,
Big Business has become largely corporate business; and with this develop-
ment has arisen the problem of corperate diselosure.

The third chapter emphasizes that the need for broad disclosure of
business affairs to stockholders did not attain gemeral recognition wntil
well into the present century., And, even when recognized, this need did
not immediately stimulate business management to open wp its files of in-
formation in a publiec way, A poliey of full disclosure was in conflict
with the time-established policy of keeping business affairs confidential.

Progress wes rather slow, Perhaps it would be better to say that
developments in comnection with business generally, and in the corpoerate
form particularly, were so rapid that methods and ideas of disclosure did
not keep pace., A well-considered criticism of the 1920's was that account~
ing data, which is of basic importance in disclosure, was still being used
by most companies with primary emphasis on menagement control and secondary
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emphasis on credit purposes, The secondary emphasis should have shifted
socner, as far as large corporations were concerned, to that of informing
gecurity holders of the condition and operating results of the businesses
which they were financing,

Chapter IV outlines the pattern of federal securities legislation
which followed the finaneial erisis of 1929, It discusses in some detail
the Secwrities Act of 1933 and the Secwrities Exchange Act of 1934; and it
refers to certain provisions in the Public Utility Holding Cempany Act of
1935, the Trust Indenture Act of 1939, and the Investment Company Act of
1934 which have direct association with corporate disclosure,

Particular emphasis is placed on sections 12, 13, 14, and 16 of
the 1934 Act; because it was by means of these four sections that Congress
hoped to guarantee to a large segment of the nation's security holders
certain stendards of disclosure in respect to thelr investmenits. Briefly,
Section 12 requires the corporation to file a registration statement, ex-
plaining in detsil its financial histery, its purposes, its present condi-
tdon, the holdings of its principal stockholders and executives, and other
informaticon which might be useful te¢ investors; Section 13 requires the
filing of pericdic financial reports to keep the original registration
current; Section 14 is designed to establish reasonably high standards of
disclosure in connection with the corporate proxy machinery, the purpose
being to assure stockholders of reliable information as a basis for de~
eiding how their votes shall be cast in the control of the business; and
Section 16 requires that prineipal stockholders and corperate management
nake frequent reports of their persomal holdings of and transactions in
the company's securities.
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It 1= interesting to note that these provisions are contained in
whole or in part in each of the other acts listed above. So, at the
present time, corperations with securities listed on the national securi-
ties exchanges, public utility helding cempanies, and investment companies
are subject teo all rm' of those provisions; compenies issuing new securie
ties under the 1933 Act are ubjnﬁ to at least two of the four, namely,
initial registration and periodic reporting; while companies qualifying
indentures to issue debt securities under the Trust Indenture Act must
meet the perlodic reporting requirement. At the same time, there are
about eleven hundred corporations with assets ranging from $3,000,000 to
$850,000,000 each, and with widely-held securities, who are not subject
to these disecloswre requirements of the federsl legislation.

Chapter V sets forth the position of the Securities and Exchange
Commission in recommending & uniform extension of these sectlons, 12, 13,
14, and 16 of the 1934 Act, to nearly all large corperations with widely-
held securities who are not already under these requirements. It discusses
the Commissiocn's three studies since 1945 of the annusl reperts made by such
companies to their stockholders, and the conclusion in each study that such
reporis were seriously imadequate frem the standpoint of disclosure when
Judged by Regulation 8~X standards. It also discusses the Commission's
studlies of the proxy materials of large companies not subject to the legis~
lation, and the conclusion reached by the Commissicn that such proxy mater-
ials do nol meet adequate standards of diseclosure.

Congressicnal hearings and articles in magazines and newspapers
concerning these efforts of the Securities and Exchange Commission to ex~
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tend federal regulation of corporate disclosure have not only debated the
issue of government regulation of private business; ht they have brought
to the fore many of the sub~problems which are part of the broad problem
of disclosure.

To keep investors informed concerning the businesses in which
they have placed their money is a desirable objective. But there are col-
lateral issues which must be considered and weighed against the faveorable
effects of full disclosure. Chapter VI discusses some of these, For ex-
ample, an extension of disclosure requirements would have effects, some
good and, perhaps, some of an unfaverable nmature, upon existing securities
markets, Also, as with most other things, the benefits received need to
be welghed against the costs invelved, The direct dollar costs to the
corporation of preparing and dissemimating information directly and/or in-
directly through a govermmental agency may be of a material nature; the
less direct cost upon the time of management need to also be considered.

Of great importance to businessmen are the possible effects of pub~
lic disclosure of detailed corporate information upon local community and
employer-employee relationships, and upon the competitive position of one
company as against another., The information furnished to security holders
spreads beyond such persons and is used in numerous ways, both faverable
and unfavorable to the enterprise from which it originated.

The final chapter, number VII, discusses critieally the various

sources of corperate information to investors, and some of the problems
of developing satisfactory methods for telling the company's story in a

useful way to people with widely different abilities for understanding and
using it. Chapter VII deals with the importance and utility of the corpe~
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rate report to stockholders; it attempts to evaluate the information filed
with the Securities and Exchenge Commission; and it explains, rather briefly,
other means by which reliable information gete to the imvestor. It alseo

has a section on accounting as a factor in the disclosure picture, and a

few pages which attempt {0 emphasize some of the difficulties which arise

in trying to understand the meaning and the variocus implications of "full
disclosure."

Ineluded within each chapter are summerizing statements which at~
tempt to point up conclusions to be drawn from material covered within the
particular chapter., However, certain concluding statements seem desirable
at this point.

For one thing, it is emphasized that the need for broad publiec
discleosure of corperate affairs arose as certain corporations became in-
creasingly large and as the ownsrship in any one such enterprise spread
beyond the stage where management and owners could keep close contact with
each other, Further, a recognition of the need for such disclosure lagged
behind developments in business itself., Bubt, in the past twenty years
alone, very material advances have been made, not only in the incressed
recognition of this need, but also in the development of methods by which
the story of these large business enterprises can be properly told.

At the present time, accounting, the language in which muech of the
financial affairs ef business is told, has reached a stage of é‘vciepnnt
in which it can present relisble information to those who have & reasomable
knowledge of business and who recognisze that accounting data is of neces-
sity in part a matter of judgment and estimate by those responsible for its
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preparation and interpretaticn. And there is good reason tc believe there
will be further improvemeni in the art and use of accounting as time goes by.

The corperate report to stockholders, which is and should be the
most important contact between owners and management, is for many progres-
sive companies serving ils purpose effectively. However, other companies,
for various reasons, are not utilizing it fully., There is at this time a
great deal of experimentation and study on the part of individual eorpora-
tions and various organisations in an effeort to improve this very impertant
medium of communieation--to make it actually tell the stery, truly, and in
& way thet it will be read and understood by its varied audience.

Information filed with the Securities and Exchange Commission by
corporations subject to the federal legislatiom provides the most complete
and reliable source for holders of securities in such "covered" companiles,
It is technical and detailed, and is direetly available to the publie in
only two or three places, A common complaint is that it is foo technical
and {oo detalled, and that 1t is not readily accessible except to a few
people mear the public files who are trained to use it. This may be
partially justified; but photocopies can be ebtained at mederate cost;
and the information “seeps down" through financial manuals, investment ad~
visory services, and other means sc that the ordinary investor can get it
and use it, or those who advise him can get it and use as a basis for their
advice,

The most important criticism of disclosure at the present time is
that it varies in coverage and in quality from one business to another,
There is a patchwork pattern of legislation subjecting some 2,000 large
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ecorporations to varying degrees of disclosure requirements, depending
largely on the type of market used for their securities, but, in some
cases, on the type of business., There are other companies who keep their
security holders well informed, not because of legislative requirements,
but because they recognize the desirability of deing so. There are others
whose securities are held or traded almost entirely on the basis of "tips"
or "trends"; and there are many companies in between., 5o, despite the
general progress up to now, there is still lack of unifermity in the ap~
plication of adequate disclosure standards.

Indications are that the development of the ideas and methods of
corporate disclosure is still in process. There is much room for addi-
tional improvement; and, no doubt, there will be improvement and change as
time goes by to meet existing and evolving business conditions, This will
ecome about, not through any cne source, but through the combined efforts
of govermment, businesses themselves, professional organizations, and the
education of the public to a better understanding of business terms and
affairs,

The introduction to this thesis stated, in part:

A great deal has been written and said about the important part
played by the corporate form of organization in making life as we know
it today possible., It, probably as much as any other thing, hes
facilitated the development of large-scale production, through its
capacity te accumulate huge amounts of capital from a wide variety of
sources. It has also provided a means by which people in humble cir-
cumstances or otherwise ecan put their limited or large savings to werk.
It has made it more possible for each person to own a stake in his
country, and to do it under a free enterprise system,

e « o« It is felt that, over the long run, the effectiveness of the
corporate system has been and will be largely influenced by the degree

of confidence between the investors and those who manage and are respon-
sible for their property; and confildence is usually facilitated by an
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awareness on the part of the owners of what their business is doing,
regardless of whether or not the results at any particular time are
ged or bad.
It is hoped that the great corporation will remsin and progress
as & democratic, productive force in keeping this nation free and pros-
percus, It is believed that high standards of corporate disclosure will

help to msgke this possible,
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