S. Hrc. 99-1087, Pt. 4

NAVY SHIPBUILDING PROBLEMS AT GENERAL
DYNAMICS

HEARING

BEFORE THE

SUBCOMMITTEE ON
ECONOMIC RESOURCES, COMPETITIVENESS,
AND SECURITY ECONOMICS

OF THE

JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

NINETY-NINTH CONGRESS
FIRST SESSION

PART 4

JUNE 28, 1985

Printed for the use of the Joint Economic Committee

2k

U.S. GOVERNMENT PRINTING OFFICE
58-482 WASHINGTON : 1987

For sale by the Superi dent of D« ts, Congressional Sales Office
U.S. Government Printing Office, Washington, DC 20402



JOINT ECONOMIC COMMITTEE
[Created pursuant to sec. 5(a) of Public Law 304, 79th Congress]

HOUSE OF REPRESENTATIVES

DAVID R. OBEY, Wisconsin, Chairman
LEE H. HAMILTON, Indiana

PARREN J. MITCHELL, Maryland
AUGUSTUS F. HAWKINS, California
JAMES H. SCHEUER, New York
FORTNEY H. (PETE) STARK, California
CHALMERS P. WYLIE, Ohio

DANIEL E. LUNGREN, California
OLYMPIA J. SNOWE, Maine

BOBBI FIEDLER, California

SENATE

JAMES ABDNOR, South Dakota, Vice
Chairman

WILLIAM V. ROTH, JRr., Delaware

STEVEN D. SYMMS, Idaho

MACK MATTINGLY, Georgia

ALFONSE M. D’AMATO, New York

PETE WILSON, California

LLOYD BENTSEN, Texas

WILLIAM PROXMIRE, Wisconsin

EDWARD M. KENNEDY, Massachusetts

PAUL S. SARBANES, Maryland

Scorr Ly, Executive Director
Rosert J. TosTeERUD, Deputy Director

SuscomMITTEE oN Economic RESOURCES, COMPETITIVENESS, AND SECURITY

Economics
HOUSE OF REPRESENTATIVES SENATE
DAVID R. OBEY, Wisconsin, Chairman WILLIAM PROXMIRE, Wisconsin, Vice
AUGUSTUS F. HAWKINS, California Chairman

JAMES R. SCHEUER, New York
CHALMERS P. WYLIE, Ohio

STEVEN D. SYMMS, Idaho
MACK MATTINGLY, Georgia
JAMES ABDNOR, South Dakota

a1



CONTENTS

WITNESSES AND STATEMENTS
Fripay, JuNe 28, 1985

Proxmire, Hon. William, vice chairman of the Subcommittee on Economic
Resources, Competitiveness, and Security Economics: Opening statement......
Briloff, Abraham J., Emanuel Saxe, Distinguished Professor of Accountancy,
the Bernard M. Baruch College, City Unversity of New York.......cccooesvvournn.nn.
Shad, Hon. John S.R., Chairman, Securities and Exchange Commission, ac-
companied by Clarence Sampson, Chief Accountant; and Gary Lynch, Direc-
tor, Division of Enforcement.............ccoveeceeeimeeerneeeeeeeeeeeeeeeereserssso, ..

SUBMISSIONS FOR THE RECORD
Fripay, June 28, 1985

Briloff, Abraham J.:
Prepared statement
Supplemental statement.

Shad, Hon. John S.R,, et al.:

And Gary LYNCH ...ttt et eres et essssessnnas s

POINTS OF INTEREST
Fripay, JUNE 28, 1985

The accounting issue................. .
The independent AUAILOTS.........coc.cevuvevveeeiviireiretiieetseeerrecereessseeessesssessessseseesessesees
Corporate governance and accountability...............ccovuecvrcvevueiercervennanes
The Securities and Exchange Commission
Defense contractors’ booking of claims, requests for equitable adjustment or

other estimated FeVENUE ..ottt e e s ee st enssens
Withholding information by defense contractors............cco.ueueeeeceeeeeeeueeveeeeees
The role of outside auditors..............cocevvrerereeennne..
Formal investigation ordered .............. .
SEC staff subpoenas General Dynamics...........c.ocevveeeecrreosiessomsoseeeessesseosseeseenn
Staff formally CloSes the CASE .........c.uueeeceieecreieieetreeeeeeeevesestsseseseseseee s esesseres s saeerens
Staff fINAINGS......crerererrerecireririretere ettt st seseesesesseessas s sessasseraoes

(n

Page

73

8
118
79



NAVY SHIPBUILDING PROBLEMS AT GENERAL
DYNAMICS

FRIDAY, JUNE 28, 1985

CONGRESS OF THE UNITED STATES, SUBCOMMITTEE ON Eco-
NoMiC RESOURCES, COMPETITIVENESS, AND SECURITY Ec-
ONOMICS OF THE JOINT Economic COMMITTEE,

Washington, DC.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
SD-628, Dirksen Senate Office Building, Hon. William Proxmire
(vice chairman of the subcommittee) presiding.

Present: Senator Proxmire.

Also present: Richard F. Kaufman, general counsel.

OPENING STATEMENT OF SENATOR PROXMIRE, VICE CHAIRMAN

Senator PROXMIRE. The subcommittee will come to order.

This morning, we are continuing our hearings into defense con-
tract abuses. Our focus has been on General Dynamics’ Navy ship-
building contracts.

The Joint Economic Committee’s interests in economy in Govern-
ment and in the defense sector of the economy are long standing.

We have inquired into and disclosed several kinds of defense con-
tract abuses. All of them have one thing in common: They unjusti-
fiably increase the costs of defense and the burden on the taxpayer.

The present series of hearings have demonstrated a critical
weakness in the defense contract system that contributes greatly to
the problem. That is, the weakness in law enforcement.

The law enforcement agencies provide our last protection against
defense contract abuses. It should be obvious by now that there is
no more serious area of white collar crime. Yet, it is fair to say
that, until now, there has been a breakdown of criminal law en-
forcement concerning the large defense contractors.

In recent decades, not a single high official of a major defense
contractor has been indicted, and very few large firms have re-
ceived even mild reproaches for their criminal behavior.

In view of the numerous criminal investigations currently under-
way, there is some possibility that this situation might change.
There seems to be a new sense of seriousness at the Justice Depart-
ment and in some quarters of the Pentagon. But we must wait and
see if there are any results.

Part of the problem of law enforcement concerns the Securities
and Exchange Commission. It has investigated two major defense
contractors in the last 10 years or so, to my knowledge, Litton and
General Dynamics.
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In the Litton case, which involved Navy shipbuilding claims, a
consent decree was obtained in a civil action. In the General Dy-
namics case, an investigation was begun in 1978 and dropped with-
out any action taken in 1982.

There is an apparent reluctance in the SEC to go after large de-
fense contractors who may be in violation of the securities laws.
We will probe that reluctance today.

Qur first witness is Abraham J. Briloff, Emanuel Saxe Distin-
guished Professor of Accountancy at the Bernard M. Baruch Col-
lege, City University of New York. Professor Briloff is an author of
many books and articles and a recognized authority on corporate
accounting.

Mr. Briloff will be followed by John Shad, Chairman of the Secu-
rities and Exchange Commission.

Professor Briloff, I have read your excellent statement which, in
the interest of time and so that we can get to the questions, I
would like you to summarize or give the highlights of your conclu-
sions in 15 minutes or so.

By the way, I should mention the fact that General Dynamics’
outside audit firm, Arthur Andersen & Co., will receive some criti-
cism during this hearing. I invited Arthur Andersen to testify this
morning, but they chose not to do so.

Mr. Briloff, go right ahead, sir.

STATEMENT OF ABRAHAM J. BRILOFF, EMANUEL SAXE DISTIN-
GUISHED PROFESSOR OF ACCOUNTANCY, THE BERNARD M.
BARUCH COLLEGE, CITY UNIVERSITY OF NEW YORK

Mr. BriLorF. Thank you, Mr. Vice Chairman.

I will omit my prefatory remarks in order to save time for the
presentation and questions as you put it. However, I do want to ex-
press appreciation once again for the privilege of having been invit-
ed as a citizen to share whatever wisdom or experiences I may
have in connection with this very significant and vital issue.

For purposes of my brief presentation, I have endeavored to sum-
marize my thoughts around four related themes.

THE ACCOUNTING ISSUE

The first has to do with the accounting issue here involved, the
conceptual issue that’s involved; namely, the precepts and general-
ly accepted accounting principles which might apply, which should
apply, and possibly those that may have been abused.

Clearly, we are dealing here with a very special kind of account-
ing process; namely, percentage of completion accounting, which
very briefly, permits the entity, General Dynamics, each year to
pick up a proportionate slice of the potential profit with respect to
the entire program as envisaged by the company and its independ-
ent auditors.

Now this, of course, is a very difficult phenomenon because in
order to pursue this accounting alternative, management and the
auditors are constrained to try to anticipate all of the costs and the
revenues with respect to the program and then take proportionate
slices of the potential profit year by year by year.
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Now in addition, however, the precepts provide that if at any
time, at any critical measuring period, the contract that’s here sub-
ject to the percentage of completion demonstrates that a loss is
probable, then the entire amount of the loss thus perceived or an-
ticipated has to be factored into the operations for the particular
period of measurement.

So what we have here very specifially and succintly is the ques-
tion as to whether the company, and therefore the auditors, should
have been permitted in the year 1976 to factor in as a plus in this
complex calculus more than one-half of a billion dollars of claims
which it had been filing with the Navy with respect to these con-
tracts, and then for the year 1977, this amount which they factored
in as a plus assumed to be $840 million.

The record, to the extent that it has been discerned by me and
referred to in the auditor’s footnotes, indicates that unless almost
all of that one-half of a billion dollars was in fact recoverable by
General Dynamics in 1976 and unless all of that $840 million of
pluses for 1977 were in fact impacted into this cost-revenue rela-
tionship, then General Dynamics would have been constrained to
show a loss on the 688 submarine contracts for the respective
years. Instead of showing such a loss, the auditors—management
and the auditors showed a break-even or a zero gain or loss instead
of biting the bullet as it might have, all facts considered, which I
will refer to briefly in a few moments, they determined to escape
that critical determination and they showed no gain or loss.

Now there’s no question but that with respect to the one-half of a
billion dollars and the $840 million the management and the audi-
tors were confronted with a serious problem of uncertainty. They
did not know for sure as to what it is that the Navy would in fact
be allowing on the amount that would be bargained out, but Sena-
tor, this is precisely the area in which accounting is constrained to
operate; namely, the realm of uncertainty.

We have an uncertainty in many different contexts and I would
note the fact that inasmuch as General Dynamics, through their
accounting presentation and understandably, used these income in-
jection numbers to increase their socalled current assets, namely,
assets which are presumed to be available during the current oper-
ating cycle to meet General Dynamics’ current liabilities, the prob-
lem of valuation and putting a value judgment on these uncertain-
ties becomes particularly vexing, particularly urgent.

Now the problem is not brand new in percentage-of-completion
accounting. We have the matters of uncertainty with respect to in-
ventories. At what value should the inventories be reflected where
there is uncertainty as to what the products will be sold for? We
have that problem of uncertainty with respect to receivables. How
much might fall out? And if we refer to insurance companies, by
definition, they are dealing with uncertainty, and certainly banks
with respect to their loan-loss reserves are dealing with uncertain-
ty.
This is the vexing problem. This is the nettle that auditors must
grasp.

So it is that we are not dealing with a brandnew problem but,
nonetheless, it does become intense when we are dealing with per-
centage-of-completion accounting.
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I want to move now to the second theme; namely, the responsibil-
ity of t}ﬁe independent auditors with respect to this critical judg-
ment call.

THE INDEPENDENT AUDITORS

Certainly recognizing, as they did, that they were dealing with a
situation of uncertainty, they should have manifested that inde-
pendence, that healthy skepticism, that professional skepticism,
that the Securities and Exchange Commission emphasizes so regu-
larly, to try to determine just what are the probable determina-
tions for this one-half of a billion dollars for 1976 and the $800 mil-
lion for 1977.

Now it is my present sincere belief, based upon the documents
that have been made available and the critical ones which are ex-
hibits in my prepared statement, that had the auditors manifested
that independence which is so essential, that unbiased critical
mind which is so vital for the independent auditor to fulfill the ob-
jectives of the independent audit function, they should have, they
were constrained to, they were required to determine the appropri-
ateness and the verifiability of the one-half of a billion dollars.

Now there are items in the exhibits which indicate the fact that
the engagement partner of Electric Boat, which was where the sub-
marines were being constructed in Connecticut, wanted to inquire
of the Navy as to whether and the extent to which these claims
would be recoverable and he was told, based upon a memorandum
in the files of Arthur Andersen, well, it will serve no purpose. Well,
I cannot conceive of anyone with that healthy skepticism accepting
that it would serve no purpose, particularly since as the Securities
and Exchange Commission just 2 months after the issuance of the
1977 report, in documenting the reasons why a formal investigation
should be undertaken—mind you, just 2 months after the prepara-
tion of the audit report—had a detailed listing of the extent to
which the claims which were presumed to aggregate $800 million
and more, were specious and inappropriate in terms of what the
Navy’s responsibility might have been. And only shortly after that
were the claims settled out with General Dynamics really having
to swallow a loss of about $350 million or $360 million pretax.

The point I'm making here is that the auditors preferred not to
manifest that independence and healthy skepticism, and I particu-
larly singled out for inclusion amongst the exhibits as exhibit G a
memorandum in the files of General Dynamics whereby Mr. Leng-
felder—and I have not sought to determine what his position was,
although he appears to be principally involved in the overall rela-
tionship with General Dynamics because he’s in the St. Louis
office—saying that it’s only if the auditors were certain, and he un-
derlined the word “certain,” that there would be a loss should
there be any loss reflected on the financial statements.

I maintain emphatically that such an approach is nonsensical
when we are dealing by definition with uncertainty. So it is that
the critical value judgment should have been made by the auditors
and the critical judgments here are peculiary material when we re-
alize that for 1976 the pretax income of the General Dynamics
Corp. was only about $130 million, including, mind you, the propor-
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tionate income of unconsolidated subsidiaries, and for the year
1977 it was about $160 million.

The point I am making is that I have no doubt but had the audi-
tors really determined to probe what was underneath this layer
and into this potential can of worms and had they actually looked
at the various documents which could have been made available to
them, including internally created reports in the General Dynam-
ics organization, that they most certainly would have been able to
find enough questions and challenges to the one-half of a billion
dollars or the $800 million to convert those $130 and $160 million
pluses into negative numbers.

And as I noted earlier, when a few months after the 1977 report
was promulgated in the spring of 1978, General Dynamics did swal-
low a writeoff of about $350 million pretax. Clearly, these loss
numbers would have eliminated entirely the profits of the years
1976 and 1977.

Apparently there was an important compulsion somehow or
other to get over 1976 first and then, trapped with what they did in
1976, to get over 1977 and then, even though there were then set-
tlement discussions moving forward intensively and aggressively
with the Navy to determine somehow or other to put that off
beyond the audit date.

Moving very briefly to the third layer; namely, the process of cor-
porate governance and accountability that prevailed within the
General Dynamics Corp.

CORPORATE GOVERNANCE AND ACCOUNTABILITY

There, the files—and I must admit that here my mind is un-
doubtedly very much affected by my recall of the transcripts of the
tapes of the Veliotis recordings—tend to emphasize the point that I
made when questioned by Mr. Tyler of the Washington Post when
a year ago he was writing his story regarding General Dynamics,
based upon all that I had seen, this was most certainly a Byzantine
environment, and Mr. Tyler quoted me correctly on that score.

It seems as though everyone wanted to protect everyone else
from disagreeable news and, sadly, to go back, Arthur Andersen
similarly was unable to bring itself to actually present the bad
news in the 1976-77 reports at least.

Furthermore, as my prepared statement makes clear, it appears
that even as recently as a few weeks ago, when Mr. Lester Crown
was interviewed by the New York Times, there was still no mea
culpa. The best that he could say was that there were mistakes,
they didn’t know what things would look like on the front pages of
the newspapers when things came to light, that maybe the system
ought to be changed.

Mr. Chairman and others, it’s not the system. It’s the individuals
who operate within the system who must understand far more
fully and forthrightly the roles and responsibilities that those of us
who are possessed of power, various kinds of power, whether it be
within the professions or the corporate entity or within journalism,
must realize where we stand, why it is that society has endowed us
with these important responsibilities, and to recognize that with
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this responsibility that’s been passed to us, delegated to us, there
must be a full and equal measure of accountability.

Now I move to the last of the themes that I have prepared in my
mind for deliberation; namely, the Securities and Exchange Com-
mission when it determined in early 1982 to drop the then pending
investigation of the General Dynamics Corp. with respect to this
particular issue here involved that I have been discussing.

THE SECURITIES AND EXCHANGE COMMISSION

And as my text makes clear, there’s that sense of deja vu be-
cause 3 years ago in 1982 I was testifying critically before a House
committee regarding the Securities and Exchange Commission’s
almost corresponding determination to drop an investigation that
was then pending with respect to the Citicorp situation.

And the aspects of consistency—and I will turn to the details in
a moment with my concluding observations—is that in neither
case, neither in the Citicorp nor General Dynamics case, did the
Securities and Exchange Commission recognize that it wasn’t just
dealing with narrow accounting issues, whether the debits are here
or the credits are there. They should have recognized the fact that
here were entities possessed of enormous power who somehow
within their operational complexes failed to fulfill their account-
ability and appropriate governance responsibilities.

Turning now to the critical issues where the SEC interfaces with
the underlying accounting issues, why did the SEC say they were
dropping these proceedings?

First of all, they said that it’s because of the fact that it’s so old
and it’s so complex and there would be a great deal of resources
that would have to be delegated to it.

Well, the first question I would ask is, I don’t know why the pro-
ceedings were so attenuated, as to why the examination wasn’t
going forward more aggressively, but that I do not know and
cannot respond to.

The second basis for their determination was that they didn’t
have enough resources that might be allocated to this rather com-
plex situation, but then my response to the SEC is if you don’t
have enough resources to do that which the law has delegated to
you to fulfill, then what you ought to do is to either ask for these
additional allocations or resources or else determine that you are
not capable of fulfilling that which the securities laws compel you
to fulfill.

You see, what happens by not allocating resources to these com-
plex issues, it means that the SEC builds up an extraordinarily
beautiful enforcement record where they will pick up some ac-
countants somewhere in the boondocks who somehow or other may
have fouled the nest in connection with an audit or the failure to
audit the accounts of a $1 million or a $2 million stock offering.

In short, they build up their record on these tiny piddling items
and to quote St. Matthew once again, “They are very effective at
straining at a gnat while swallowing camels.”

Now in terms of the way they responded technically on this, they
said, well, there is this matter where maybe the 1976 footnote ex-
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glaining this was defective but in 1977 that was better. That was
etter.

I submit that after studying that 1977 far more extensive foot-
note in the General Dynamics’ financial statement, yes, there was
a great deal more rhetoric, but to quote the chief accountant of the
enforcement division, in an unrelated context but in a general con-
text in a talk just a week ago Thursday in Michigan, “I see this as
being just a lot of smoke and not the underlying substance.” The
underlying substance, I submit, was essentially that which in May
1978 the SEC enforcement division staff when they requested the
investigation to be initiated, there was the substance, namely de-
scribing all of the inappropriate assumptions that were used by
General Dynamics in making the claims of the Navy.

I would not use the smoke metaphor. This kind of disclosure I
have referred to at various times as the “bikini” phenomenon;
namely that which it disclosed was interesting; that which it con-
cealed was vital.

But now the SEC then said, well, there is this Financial Account-
ing Standards Board Statement No. 5 dealing with contingencies
and, here, low and behold, this $500 million and the $800 million
was uncertain—was uncertain. Therefore, how could we criticize
their somehow or other walking away from this phenomenon?

I go back to square one. This was precisely the kind of an area
where value judgments on the part of the auditors were essential
and even Arthur Andersen, in an extraordinarily attractive mono-
graph which they prepared early this year on the objectives of fi-
nancial statements, makes it clear that this contingency safety net
that accountants might have should be very much restricted like,
for example, they refer to the fact that some litigation—Union Car-
bide, for example, can take advantage of that contingency phe-
nomenon with respect to the Bophal disaster last December be-
cause there was utter confusion as to what it is would prevail and
there was no way they could anticipate that or factor that in. And
then they say also with respect to the taxes which may be in litiga-
tion where the issues are complex. But here I come back to square
one. The statement of the Financial Accounting Standards Board
No. 5 relating to contingencies would, I submit, by its terms—and
this I discuss in my presentation—by its terms would have preclud-
ed the inclusion of this half a billion or $800 million of revenues on
the plus side, and instead, would have demanded a realistic evalua-
tion of what the numbers should have been.

And I can’t help but feel that all involved sensed and knew, but
they were afraid or reluctant to be the messengers of unhappy
news.

So it is, Mr. Vice Chairman and others, I have tried to summa-
rize a long, long period of reflection—hard reflection with respect
to these issues. I know I have been sometimes somewhat preempto-
ry in these remarks, but to the extent that you have any questions
for me to flesh out or go beyond what I have said, I would be privi-
leged to answer to the best of my knowledge and belief.

[The prepared statement of Mr. Briloff follows:]
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PREPARED STATEMENT OF ABRAHAM J. BRILOFF

Submerging and Camouflaging General Dynamics' Submarine Losses

Introduction: )

Chairman Obey, Vice Chairman Proxmire, Members of the subcommittee on
economic resources, competitiveness, and security economics of the Joint
Economic Committee of the Congress of the United States:

My name is Abraham J. Briloff, I am a certified public accountant and am
presently the Emanuel Saxe Distinguished Professor of Accountancy at the
Bernard M. Baruch College of the City University of New York. I am indeed
privileged to have been invited to testify before your Committee regarding
certain aspects of the General Dynamics Corporation's accounting practices,
particularly those relating to its contracts for the building of the 688
submarines for the United States Navy.

For the record, over the past fifteen years I have testified on four
occasions before the Subcommittee on Oversight and Investigations of the House
of Representatives' Committee on Energy and Commerce (formerly the Committee
on Interstate and Foreign Commerce), and on four other occasions before the
Senate's conﬁittees on Antitrust, Banking and Government Affairs.

On each such occasion my testimony was offered at the invitation of the
respective committee, and related to particular accounting issues, or to the
challenges confronting my profession generally.

I shall first direct my testimony this morning to the issues suggested by
Vice Chairman Proxmire in his letter of June 14 inviting my testimony, to wit:

. .In your testimony, I would like you to discuss the SEC

investigation of General Dynamics initiated in 1978 and
terminated in 1982. I would be interested in your views on the



appropriateness and fina) action taken in that case, what you
believe should have been done, and the basis for your
conclusions.

1 would also 1ike you to discuss the SEC's policies
regarding (1) defense contractors’ booking of claims, requests
for equitable adjustment, or other contingent sources of .
revenue, and (2) the withholding of information in order to
prevent stock prices from going down. 1In addition, please give
us your views on the role of the outside auditors in the General
Dynamics case and more generally with regard to the issues I
have raised.

<
In preparing your written statement, you might consider the
following specific questions:

Should the company have reported losses on one or both 688
contracts prior to 1978?

Does it appear that the company failed in its financial
reports to make full disclosure of its problems on the ship
contracts?

. ‘Did the company follow or fail to follow generally accepted

accounting principles in the performance of the ship
contracts?

Did Arthur Anderson & Co. follow or fail to follow
generally accepted accounting principles in the performance
of its responsibilities?

Included herewith, as Exhibits A and B, are the auditor's reports {and
relevant footnotes) for the 1976 and 1977 years respectively. In addition,
for the purposes of this presentation, I am incliuding the following documents
forwarded to me by the Vice Chairman with his letter of April 19:

Exhibit:

C. SEC Division of Enforcement
Memorandum dated May 22, 1978

D. SEC Form 19A dated February, 1982 terminating investigation
E. SEC letter to GD dated April 28, 1978
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F. Letter from GD to SEC dated May 11, 1978
G.  Arthur Andersen & Co. Interoffice communication January 22, 1977,

from Terry L. Lengfelder to Robert C. Palmer, both of the firm's St.
Louis office

Background Facts
The essential background facts are reflected by Exhibit C, i.é., the SEC's

Enforcement Division's 1978 request for the Commission to initiate a formal

investigation.

Especially critical to the understanding of the accounting issue are the
following facts:

The General Dynamics Corporation (“GD") accounted for its 688 submarine

contracts on the so-called “percentage-of-completion" basis -- thereby

entitling it to reflect profits pari passu with its successful performance

on the contracts.

+  For its fiscal years 1976 and 1977, the corporation had been accounting
for these contract operations on a “break-even basis" -- i.e., no gain or
loss was recognized on its respective forms 10-K.

The auditor's reports contained "subject to" provisions, relating to the
uncertainty surrounding certain claims presented by General Dynamics to
the Navy for cost overruns, etc.

+  Such claims pending as of year-end 1976 and 1977 aﬁounted to $544 million
and at least $840 million respectively ($296 million incremently). Such
amounts are presumed to have been acccounted for as revenues in the
respective years.

The exclusion of even a minor portion of the 1976 claims or any portion of
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the 1977 claims would have resulted in an overplus of costs anticipated to
be incurred over anticipated revenues on the contracts.

The materiality of the amounts here in issue is demonstrated by the fact
that the corporation reported pretax incomes of $132 million and $166
million for the years 1976 and 1977, respectively.

The Relevant Accounting Precepts

My response to the critical gueries regarding the General Dynamics 1976
and 1977 accountings is rooted essentially in the following provisions among
the generally accepted accounting principles.

From Statement of Financial Accounting Standards No. 5, “Accounting for

Contingencies,* March, 1975. (“SFAS 5*) (Included in its entirety herein as
Exhibit H.)

18. An estimated loss from a loss contingency (as defined in
paragraph 1) shall be accrued by a charge to income if both
the following conditions are met:

a. Information available prior to issuance of the financial
statements indicates that it is probable that an asset had
been impaired or a liability had been incurred at the date
of the financial statements. It is implicit in this
condition that it must be probable that one or more future
events will occur confirming the fact of the loss.

b.  The amount of loss can be reasonably estimated.

¥17. The Board has not reconsidered ARB No. 50 with respect to
gain contingencies. Accordingly, the following provisions
of paragraphs 3 and 5 of that Bulletin shall continue in
effect:

a. Contingencies that might result in gains usually are not
reflected in the accounts since to do so might be to
recognize revenue prior to its realization.
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b.  Adequate disclosure shall be made of contingencies that
might result in gains, but care shall be exercised to avoid
misleading implications as to the likelihood of realization.

137. The filing of a suit or formal assertion of a claim or
assessment does not automatically indicate that accrual of
a loss may be appropriate. The degree of probability of an
unfavorable outcome must be assessed. The condition for
accrual in paragraph 8(a) would be met if an unfavorable
outcome is determined to be probable. If an unfavorable
outcome is determined to be reasonably possible but not
probable, or if the amount of loss cannot be reasonably
estimated, accrual would be inappropriate, but disclosure
would be required by paragraph 10 of this Statement.

From Accounting Research Bulletin 45, and presently codified in
Professional Standards -- Accounting, as %Co4.105 (under
Percentage-of-Completion Method) :

If the current estimate of total contract costs indicates a
loss, in most circumstances provision shall be made for the loss
on the entire contract. If there is a close relationship
between profitable and unprofitable contracts, such as in the
case of contracts that are parts of the same project, the group
may be treated as a unit in determining the necessity for a
provision for loss [ARB45, 6]

My Analysis of These Issues

My analysis of the foregoing facts and relevant accounting precepts leads
me to conclude that the General Dynamics 1976 and 1977 financial statements
were flawed in that the corporation failed to recognize a loss which had
accrued as of December 31, 1976 and 1977 on the 688 contracts, accounted for,
as noted, under the percentage-of-completion method. The misapplication of
GAAP was, in my view, the consequence of the entity's looking at the impact of
SFAS 5 on the cost determinant of the cost/revenue relationships leading to

income or loss, rather than on the revenue vector. To the extent Arthur
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Andersen and the Securities and Exchange Commission indulged GD in this
inverted logic, they were in pari delicto. By way of exemplification:

Assume that as of the focal date (e.g., December 31, 1976 or 1977) the
corporation projected costs on the 688 contract over its entire life,
exclusive of adverse “contingencies,” at $1000X, and the corresponding
contract revenues, without favorable contingencies, also at $1000X, we have a
break-even situation.

If we were now to assume that a supplier of steel to GD for the 688
contract were to assert a claim for $100X, for reasons which are properly
being resisted by GD (the dispute might, in fact, be in litigation) then, it
would appear that paragraph 8 of SFAS 5 could be operative so as to obviate
the need for the accrual of a loss on the contract.

But that is patently not the condition which prevailed at GD as of the
aforementioned critical focal dates. Instead, the costs were projected at
$1000X while the revenues (determined without reference to the cliaims) were
projected at $900X; it required the accrual of $100X of revenues to bring the
cost/revenues factors into an equilibrium.

That being the case the focus must shift to paragraph 17 of SFAS 5 (and
clear and compelling logic consistent with traditional wisdom of accountancy)
which would unequivocally proscribe the accrual of the claims as revenue.

Had the corporation and/or its independent auditor and/or the SEC studied
the facts with an appropriate objectivity they would have recognized that
Paragraph 37 of Statement 5 should also have served to proscribe the accrual
of the claims against the Navy as additional revenue. Thus, if théy were

considering a claim against GD having the same tenuous qualities as the claims
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here in issue they would not have been constrained to accrue a loss by
reference thereto; correspondingly, I cannot see how they rationalized their

”
respective determinations in this cause celtbre.

Arthur Andersen's Quest for Certitude:

Going beyond the particular issue here involved I maintain, based on my
study of the Arthur Andersen memorandum dated January 22, 1977 (Exhibit G),
that the firm failed to act in accordance with generally accepted auditing
standards, in that it failed to manifest the "healthy skepticism" so essential
for the effective fulfillment of the independent audit responsibility.
Herewith the two paragraphs in the memorandum from Mr. Lengfelder to Mr.
Palmer (both in the firm's St. Louis office) on which my impeachment of the
accounting firm is predicated (emphasis in original):

It is my belief that to sustain an “except for" opinion on
the statements of the Division, the engagement partner must be
absolutely convinced (with certainty) that a material loss has
occurred in the SSN 688 program as of December 31, 1976. Since
an opinion taking exception to fairness of financial statements
in accordance with generally accepted accounting principles is
unacceptable to the Securities and Exchange Commission, the
company would then be forced (presumably in consultation with
our EB [Electric Boat] engagement people) to make a material
adjustment to their financial statements.

Focusing on the amount or range of the potential material
misstatement is of course the responsibility of the engagement
partner, Bill Weldon, and his engagement team at Electric Boat.
While obviously neither you, I, or anyone else without the
detailed perspective that Bill has with respect to this complex
audit matter can presume to make this judgment for him, I
question that such a certainty exists.

The attention of your Committee is respectfully directed to the directives

from Mr. Lengfelder that the Electric Boat engagement partner "must be
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absolutely convinced (with certainty)® that a loss had occurred,”. . . 1
question that such a certainty exists.” (Underscoring his).

In 1789 Benjamin Franklin wrote that “in this world nothing is certain but
death and taxes.” Two hundred years later, as we learned from Genera)
Dynamics, taxes are no longer “certain®; and our physicians, ministers and
ethicists are not presently certain as to thé definition of death. Most
assuredly, Mr. Lengfeldeg must allow that in accountancy certainty (even
without underscoring) is a chimera.

A more appropriate response to the problem, in my view, should have been
"based on the preponderance of evidence® or “beyond a reasonable doubt."

In sum, I verily believe that the 1976 and 1977 financial statements of
General Dynamics Corporation were not in conformity with generally accepted
accounting principles, inasmuch as the loss on the 688 contracts, absent the
accruals of revenues from the claims and potential claims was material.
Specifically, the company's and independent auditor's reliance on SFAS 5 to
Justify their conclusion was unwarranted. Correspondingly, the Securities and
Exchange Commission, in my view, acted irresponsibly when, in 1982, it
determined to terminate its inquiry into the corporation's accounting

practices, citing SFAS 5 as the technical basis for its determination.

The SEC's Caii for Skepticism:

Arthur Andersen's failure to comprehend its responsibilities as General
Dynamics' independent auditor becomes patently self evident when we juxtapose
the firm's views reflected above and those articulated by the Securities and

Exchange Commission in its Accounting and Auditing Enforcement Release No. 16
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(November, 1983) involving Touche Ross & Co., especially regarding the firm's
Litton Audits. In that promulgation, the Commission reiterated its position,
thus:

Auditing standards require that: “In all matters relating

to the assignment, an independence in mental attitude is to

be maintained by the auditor or auditors.” Statement of

Auditing Standards No. 1, paragraph 220 states that

independence implies acting with "judicial impartiality® or

*without bias® in conducting an examination of financia)

statements of a client.

In the Commission's view based on its investigation, Touche

did not maintain a healthy skepticism, a failure which

affected Touche's ability to evaluate in a fair and

jmpartial manner accounting positions taken by Litton. . . .

Nor is this call for an appropriate skepticism a newly-coined phrase; to
the contrary, more than a decade ago, the Commission's Accounting Series
Releases alluded to the "healthy," “professional,” "heightened degree" of
skepticism as essential to the fulfillment of the objective unbiased
independent audit function. (See, e.g., ASR 153, "In the Matter of Touche
Ross.)

Most certainly "certainty” is not the standard for a proper judicial
objectivity and/or professional skepticism. At best, such a standard can be

met by "a preponderance of evidence" or "beyond reasonable doubt.”

AA Ignores Its History:

What I find especially remarkable and correspondingly regretable about
this Arthur Andersen approach to the percentage-of-completion reporting is

that it reflects an abysmal ignorance of the Santayanan dictum: "Those who do
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not read history are destined to repeat its mistakes."

Thus, if any firm should have been aware of the potential guagmires in
this accounting method during the 1970s, it was Arthur Andersen & Co. It was
that firm which experienced the trauma of having several of its partners
criminally indicted for its alleged failures in the auditing of
percentage-of-completion accounting in the Four Seasons Nursing Homes fiasco.
While most of the AA defendants were acquitted (and the charges dropped
against one following a "hung jury*) the firm did marshal some of the most
renowned experts to opine regarding the accounting auditing complexities
pertaining to that exotic accounting method.

In my More Debits Than Credits (Harper & Row, 1976) I concluded my

analysis of that cause céldbre on the following note:

The Four Seasons matter is now, of course, history insofar
as the traumatic criminal proceedings are concerned.
Nevertheless, 1 do hope the message is not lost on you,
good reader: Percentage-of-completion accounting, however
calculated, involves conjecture and projection -- with all
of its flexibility and potential for mischief. This
demands of corporate managements and their auditors an even
greater degree of discipline than might otherwise be called
for. This is especially in point where we are confronted
with a "concept* corporation or industry which is
determined to maintain its ?lamour on Wall Street. Such a
combination of accounting flexibility and the compelling
necessity to keep the emperor clothed is, at best, a most
contingent environment. Experience informs me this is the
stuff quagmires are made of (where accountants and
investors are undone). [p. 107]

GD Ignores Its History:

An article in The Washington Post for September 26, 1984 ("Submarines were

Exceeding Budget by $100 million: Contractor Sought to Withhold Cost Overrun

Data") would indicate that the corporation, too, is oblivious of the
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Santayanan caveat. According to the article, based in good measure on tape
recordings maintained clandestinely by an erstwhile GD executive, the
corpbratevhierarchy was endeavoring to suppress losses which were burgeoning
in 1981 on submarine contracts; this, mind you, three years after GD was
compelled to face up to the losses which were festering during 1976-1977.
According to the article:

The tape-recorded statements of the General Dynamics'
chairman, together with statements made in interviews with
former senior officials in the company, raise questions
about whether General Dynamics complied with Securities and
Exchange Commission rules requiring disclosure of adverse
financial information to the public.

"It seems to me an untenable situation to have a chief
executive officer holding back information,” said John C.
Burton, dean of the graduate business school at Columbia
University. "An auditor has a hard time when senior
management colusively concludes that it should not make
information available to him." Burton was asked to
evaluate key portions of the Lewis-Veliotis conversation.

A former chief accountant at the SEC, Burton said that in
his opinion General Dynamics had an obligation to inform
its shareholders that the company caluclated, as early as
April 1981, a cost overrun of $100 million or more.

"When you publish a quarterly report, it cannot be

misleading in any material way . . . . If a report did not
include this uncertainty, then it was misleading," Burton
said.

A similar assessment was made by Abraham J. Byriloff, a
professor of accounting at the Baruch business school of
the City University of New York. Briloff said the
atmosphere in General Dynamics as reflected by the tape was
"Byzantine" and that Lewis' statements in particular
reflect a corporate attitude that "borders on a
determination to deceive.”

"It's all part of a total failure to fulfill the
responsibility of accountability vested in the chief
executive officer," Briloff said.
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Briloff, a consultant to law firms on accounting, said that
in his opinion General Dynamics' senior management had an
obligation to promptly inform the corporation's audit
committee, the outside auditors and the public, after a
large cost overrun was confirmed by corporate accountants
in April 1981,

Elliot H. Stein, head of the audit committee drawn from
General Dynamics' board of directors, said last week that
he would not comment.

Déja Vu:

The corporate entity is different; the specific accounting issues and
aberrations are different; the independent auditors are different.
Nonetheless, as I am preparing this statement in anticipation of my appearance
before your Committee there is the sense of déja vu. Thus, it is very much
like my mood as I was preparing for my September, 1982, testimony before the
House Oversight and Investigations Committee probing the actions of Citicorp,
the roles of management, independent auditors and especially of the Securities
and Exchange Commission. I will not burden the record of these hearings with

a copy of my statement captioned “Quis Custodiet Ipsos Custodes?"; the entire

proceedings of that Subcommittee are included in a volume entitled SEC and
Citicorp (Hearings, September 15 and 17, 1982).

The differences notwithstanding, I discern in the record manifestations of
critical flaws in the systems of corporate governance and accountability which
are intended to obviate the abuse of the enormous power vested in the
managements of giant enterprises -- of a giant financial institution on the
one hand, and a giant exponent of the military-industrial establishment on the
other. In each instance the flaws extended to the failure on the part of the

entity's indeperde~t anditor to comprehend fully its role and responsibility
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to society. And then, to cap it all, we see the most prestigious Securities
and Exchange Camission, during a most brief time frame, December, 1981, for
Citicorp, and February, 1982, for General Dynamics, quashing extensive
investigations which were then in progress. Especially serious, was the SEC's
predicating its determination on narrow technical grounds, ignoring entirely
the governance and accountability ramifications of the entities' conduct. In
short, during that time period, the SEC was determined to be oblivious of the
moral, social, ethical ramifications of our Securities Laws.

In this regard it is noteworthy that in its February, 1982, order
terminating the GD investigation (Exhibit D) the SEC assigned a passing grade
to the corporation's disclosures in its 1977 filings regarding the 688
contracts. (See Exhibit B.) To the extent the assertions contained in the
Enforcement Division's May, 1978, Staff memorandum requesting a formal
investigation (Exhibit C}, as well as those set forth in the April 2, 1985,
report prepared for your Committee by Richard F. Kaufman, Esq., are fair,
those disclosures were unfair. They may have reflected management's
“hopefulies,” rather than real facts. In short, once again, the Commission

determined to make the matter of corporate integrity a "non-issue."

Lester Crown's Lament:

And 10! On the very Sunday morning that I am composing this statement the

New York Times (June 16, Section 3, p.1) carries a feature story, "Lester

Croyn Blames the System."
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According to that article, reporting on an interview with “General
Dynamics’ biggest shareholder,” Mr. Crown stepped forward “to defend his
company and its departing chief.® How did he do this? Some extracts:

During a daylong conversation last week in the company's
suburban Washington office -- the first extensive interview
granted by anyone in the Crown family since the storm over
General Dynamics business misconduct began a year ago --
Lester Crown proffered an interpretation of the company's
woes, seeking to absolve the company of any fault except
perhaps lack of sufficient foresight.

Despite the damage suffered by General Dynamics over the
past year and the Navy's order that the company establish
*a rigorous code of ethics for all officers and employees
with mandatory sanctions for violation.*. . .

Discussing what he called the company's foolishness and
stupidity” in not confronting problems with improper
overhead billings, he said: "We didn't do anything wrong,
but it wasn't right either.®

What emerged from the interview with Mr. Crown was a
portrait of a deeply troubled company: He portrayed senior
management as either unaware or unconcerned about improper
billings and top officers who were blindsided by recent
attacks from the former manager of its Electric Boat
shipyard, P. Takis Veliotis. . . .

"I have to say there was some foolishness and stupidity on
our part not to look ahead and say 'What could this look
like on the front pages?'" said Mr. Crown, reflecting on
the millions of dollars of improper overhead expenses,
including country club memberships and dog kennel fees,
that a House committee discovered were charged against
Pentagon contracts.

At another hearing before the committee on March 25, Mr.
Lewis [General Dynamics's incumbent chief executivej
announced that he would voluntarily withdraw $23 million
out of $63 million in overhead expenses submitted by the
company but questioned by Defense Department auditors for
1979 through 1982. The Pentagon, however, found his offer
to be insufficient.

“The $23 million would have fallen out anyway" in the
course of negotiations with Federal auditors, Mr. Crown
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said . . .

Yet while regretting with hindsight that General Dynamics
never pressed for improvements in the Pentagon's auditing
methods, he strongly defended the company's ethics.

“You aren't just talking about ethics," he said. "I don't
think anyone in the corporate office knew how these things
were being charged. It was done on a local basis. The
thing got sloppy, but not with any thought at the top."
Mr. Crown refused, however, to acknowledge any willful
wrongdoing on the part of company personnel. “The system
should change,” he maintained. . . .

Alas, Dear Lester, the troubles are not in the system but in those who are
presumed to be responsible for implementing it. What pressures are put on
corporate executives, personnel, professional consultants, et al., to forsake
their ethical compass (assuming they once had such a compass)? To what extent
are they all informed, by word of mouth, body language or by some form of ESP,
that if they want to "get along, they had better go along?"

To what extent are the whitewashings by some judges, government agencies,
e.g., the SEC in Citicorp and G.D., the Justice Department in the Hutton case,
government auditors, schools of business, et al., in pari delicto? 1 recall
vividly the days when a gift of a vicuna coat or a refrigrator become
something of a pejorative compelling obolquy and resignation under
less-than-honorable circumstances, contrasted with the way in which we tend to

pass off with a quip clear and compelling evidence of sleaziness in high

places in government as well as in the private sector.



A Conceptual Epilogue:

In my February, 1985, testimony before the Dingell Comnittee I stated the
following regarding the Financial Accounting Standards Board's Statement No.
56, "Designation of AICPA Guide and Statement of Position (SoP) 81-1 on
Contractor Accounting . . .," February 1982: (effective for fiscal years
beginning after December 31, 1981):

Here the FASB can be seen to be playing the role of the
Alchemist. Thus, with its abracadabra it transmuted the base
metal of a couple of AICPA SOPs into the 6old of a FASB SFAS.
In case you are unfamiliar with the mystical numerology and
acronyms implicit in this extraordinary transmutation, SOP 81-1
related to Contractor Accounting, while 81-2 dealt with
Hospital-Related Organizations. And all that the distinguished
Stamford Seven did was to designate them as a Statement of a
Financial Accounting Standard.

So let us examine the newly-designated yellow metal --
especially the one relating to contractor accounting. Here, I
maintain, the Distinguished Seven could not have read SOP 81-1,
or if they did, did not comprehend the stuff it was made of. Or
what may be worse, just did not recognize the way the Board was
being booby-trapped. You see, SOP 81-1 opened wide the
Pandora’'s Box of percentage-of-completion accounting.
Traditionally, that modifying precept was deemed appropriate
only for long-term contracts; that long-term requirement was
deleted in the AICPA pronouncement thereby making it available
even for service arrangements, say, which might extend over but
a couple of years.

Most certainly, anyone presuming even a modicum of
accounting scholarship would have recognized the serious
pitfalls implicit in this accounting procedure. Most assuredly
he (or she) would have recognized the ways in which Arthur
Andersen wrung its hands in contrition regarding the Four
Seasons Nursing Homes, and more recently in the Frigitemp
disasters.

Most certainly such a putative scholar would have proceeded
with all deliberate speed to limit that exotic accounting
procedure. Surely, anyone who read the critical objective of
the Board's initial Concept Statement regarding the uncertainty
of future cash flows would have done everything possible to put
his finger into the dike -- instead, by this imperious SFAS 56



the floodgates were opened wide.

That the members of the Board may not have read SOP 81-1
may also be evidenced by the fact that the AICPA committee had
indicated that there was a matter of unfinished business to
which it would be directing its attention, i.e., to the matter
of the “program method of revenue recognition and cost
deferral.” Presumably, by subscribing to the SOP the FASB
undertook to complete that project. Most assuredly the Lockheed
L-1011, General Dynamics submarine and Tally Industries
accounting fiascos demonstrate the potential for extraordinary
gamesmanship. But apparently even this intrepid, independent,
richly-endowed Board finds itself rather unwilling or
incompetent to play this hard-ball game in the face of such
powerful opponents.

Now, as it turns out, that FASB promulgation has some special interest for
us here today calling for exegetic analysis. Thus, the SOP, now enshrined as
an SFAS, includes the following paragraph numbered 65:

Claims

Claims are amounts in excess of the agreed contract price
(or amounts not included in the original contract price) that a
contractor seeks to collect from customers or others for
customer-caused delays, errors in specifications and designs,
contract terminations, change orders in dispute or unapproved as
to both scope and price, or other causes of unanticipated
additional costs. Recognition of amounts of additional contract
revenue relating to claims is appropriate only if it is probable
that the claim will result in additional contract revenue and if
the amount can be reliably estimated. Those two requirements
are satisfied by the existence of all the following conditions:

a. The contract or other evidence provides a legal basis for
the claim; or a legal opinion has been obtained, stating
that under the circumstances there is a reasonable basis to
support the claim.

b. Additional costs are caused by circumstances that were
unforeseen at the contract date and are not the result of
deficiencies in the contractor’s performance.

c. Costs associated with the claim are identifiable or
otherwise determinable and are reasonable in view of the
work performed.
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d. The evidence supporting the claim fs objective and
verifiable, not based on management’s "feel® for the
situation or on unsupported representations.

If the foregoing requirements are met, revenue from a claim

should be recorded only to the extent that contract costs

relating to the claim have been incurred. The amounts recorded,

if material, should be disclosed in the notes to the financial

statements. Costs attributable to claims should be treated as

costs of contract performance as incurred.

By way of hypothetical rumination: Had that paragraph prevailed during
the time periods here in issue, would it have permitted the accrual of the
claims as revenues in an amount sufficient te produce the break-even
objectives? At the outset the amount of the claim sought to be accrued as
revenues is permissible only if “it is probable that the claim will result in
additional contract revenue and if the amount can be reliably estimated.”
(Emphasis mine.)

Given the corporation's history regarding prior claim settlements, and the
long history of deficiencies in the cdntractor's performance, and the apparent
deficiencies in the corporation's internal control procedures reflecting
invidiously on the verifiability of the claims, I maintain that the
probability and reliability preconditions could not be met by the auditors.
Then, téo, to the extent the presumptive revenue enhancements were
attributable to claims still to be developed and/or contemplated productivity
improvement, the essential objectivity and verifiability preconditions could
not be met. What then is left, beyond management's “feel" and
“representations*?

Even assuming arguendo that the 1977 $840 million in claims were

sufficiently palpable so that something might have been deemed tc be probeh'e
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and verifiable, I question whether the corporation's management and auditors
made a good faith effort to verify the sums which might be realizable.

The record discloses the intensive dialogue and controversy which
prevailed at about the time of the 1977 statement date; I have seen no
evidence of any inquiry by the auditors of the Navy regarding the probability
aspects of the amounts in dispute.

It is noteworthy that within three months subsequent to the rendering of
the 1977 statements GD settled its $843 million in outstanding claims for less
than $500 million -- and was thereby compelled to absorb a loss of $359
million, more than 40 percent of the amounts thus claimed.

That this was a staggering write-off is evident from the fact that it was
an amount far in excess of the entire combined pretax income of the
corporation for the years 1976 and 1977.

Further, in my view, the corporation, its auditors and the SEC are
estopped from rationalizing their determinations regarding the 1976-77
accountings by applying SFAS 56 ex post facto. Note that their determination
to avoid any loss recognition was rooted in SFAS 5, presumably paragraph 8
thereof. As noted, a contingent loss would not be acsrued unless the loss was
probable and the amount reasonably estimated. Presumably, their break-even
determination resulted from the fact that while the costs were adequately
determinable, the revenues could not be correspondingly anticipated with an
adequate degree of probability and reliability. So it is, 1 maintain, the
corporation, et al., are "hoist on their own petards." They cannot now assert
that SOP 81-1, if applied nunc pro tunc, could prove their salvation.

If the corporation and their advocates (including the SEC) were now to be
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heard saying that the added phraseology in paragraph 65 (i.e., setting forth
the four conditions which would satisfy the principal rule for revenue
recognition) somehow softened the revenue-recognition rule, vis-a-vis the cost
side, then I would respond by noting that this would be a clear and patent
violation of the “"conservatism” precept enshrined as a “Pervasive Principle”
in Accounting Principles Board Statement No. 4, October, 1970, "Basic Concepts
and Accounting Principle® Underlying Financial Statements of Business
Enterprises,” paragraph 171, thus: “Conservatism. Frequently, assets and
liabilities are measured in a context of significant uncertainties.
Historically, managers, investors and accountants have greatly preferred that
possible errors in measurement be in the direction of understatement rather
than overstatement of net income and net assets. This has led to the
conservatism . . .*

Further, Statement 4, paragraph 35, sets forth as one of the
characteristics of financial statements: “The uncertainties that surround the
preparation of financial statements are reflected in a general tendency toward
early recognition of unfavorable events and minimization of the amount of net
assets and net income."

While FASB Concepts Statement No. 2 (May, 1980) puts lesser emphasis on
the Conservatism precept, it nonetheless demands of the auditor prudence and a
"healthy skepticism" (paragraph 97).

From the foregoing discourse I maintain that even if General Dynamics,
Arthur Andersen & Co. and the Securities and Exchange Commission could pretend
that SFAS 56 and the underlying SOP could be presumed to have guided their

Jjudgments years previously, their response would be specious.



28

Conservatism and GD aside, the Accounting Standards Executive Committee of
the American Institute of CPAs (which promulgated the SOP) and the Financial
Accounting Standards Board {which anointed the SOP and elevated it to an SFAS)
failed to manifest an appropriate neutrality, symmetry or reciprocity in the
crafting of the critical paragraph 65. Note that for the booking of claims as
revenues on the contractor's books the SOP-SFAS provides some "safe harbor"
rules for presuming the probability and reliability of the sums to be
accrued. There were no corresponding "safe harbors" included in the SOP ergo
SFAS on the cost side (to require the booking of a liability on the
contractor's books). Consequently, the rule in paragraph 37 of SFAS 5 remains
unattenuated. It is, therefore, conceivable that a subcontractor might be
permitted to accrue additional revenue and assets on its books for claims
asserted against a contractor, whereas the latter would not be constrained to
reflect, as a cost and liability the flip side of the claim.

Because I could not comprehend the theoretical rationalization for this
paragraph 65, I telephoned a person in the AICPA’s Accounting Standards
Division who was importantly involved in the development of the SOP to inquire
as to the substantial authoritative support in our theoretical
infrastructure. I was told there was no such support; that the members of the
technical committee deemed it appropriate. To quote Alexander Pope, "Whatever

is, is right."

Coda!
The foregoing conceptual epilogue serves further to confirm my impeachment

of the Financial Accounting Standards Board for its predilection for granting
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absolution and dispensation to the Accounting Establishment. This impeachment
extends to my assertion that the Board is, in fact, inimical (rather than
salutary or merely neutral) to the effective fulfillment of the independent,
objective audit responsibility vested in the accounting profession by the
Securities Laws, and society generally.

Thus, the existence of the Board permits the Securities and Exchange
Commission to abdicate its essential role and responsibility for the
advancement of accounting standards appropriate for ful) and fair reporting
regarding publicly-owned corporations. Further, the Board's existence
essentially preempts the field for the advancement of the profession's
theoretical infrastructure, thereby depriving the academic community of the

prerogatives regularly vested in it.

58-482 0 - 87 - 2
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Exhibits:
A. Independent auditor's Report for the year 1976, together with
footnote re 688 contracts

B. Independent auditor's Report for the year 1977, together with
footnote re 688 contracts

C. SEC Division of Enforcement
Memorandum dated May 22, 1978

D.  SEC Form 19A dated February, 1982 terminating investigation

E. SEC letter to GD dated April 28, 1978

F. Letter from GD to SEC dated May 11, 1978

6. Arthur Andersen & Co. Interoffice communication January 22, 1977,
from Terry L. Lengfelder to Robert C. Palmer, both of the firm's St.
Louis office

H.  Financial Accounting Standards Board Statement of Financial

Accounting Standards No. 5, March, 1975, “"Accounting for
Contingencies"”
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Exhibit B

ARTHUR ANDERSEN & Co.
St. Lovis, Missouns

REPORT OF DWDEPENDINT PUBLIC ACCOUNTANTS

To Genezal Dynasjics Corporation:

We have examined the balance sheets of GRMERAL DYMAMICS CORPORATION (s
Delavare corporation) and the consolidated balance sheets of General Dynamics Corpora~
tion and subsidiaries as of 31 Decesber 1977, and 31 Deceaber 1976, and the related
statements of earnings, shareholders' equity and changes in financial position for
the years then ended, &nd the supporting schedules listed in the accozpanying index.-
Our examination was made in accordance with generally accepted auditing standards,
and accordingly included such tests of the asccounting records and such other auditing
- procedures as we considered necessary in the circumstances. We did not exanine
the financial statements and supporting schedules of Asbestos Corporation Limited,
& 54.6% owned consolidated subsidiary, which statecents reflect approximately 148
and 158 of the total consolidated assets as of 3}l Deceader 1977, and 1976, Tespec-
tively. These statements and supporting schedules were examined by other awditors
whose reports thercon have been furnished to us and our opinion expressed herein,
insofar 26 it relates to the amounts included for Asbestos Corporation Limited, is
based solely upon the reports of the other auditors.

A3 discussed in Note A to the consolidated financisl statements, the finan-
cial results of the Corporation's SSH 688 program are dependent upon the recovery
through present and future clzims ot other settlemsents from the U.S. Ravy of the
costs at cocpletion in excess of anticipated revenues from the current contracts
(the excesz is presently estimated et $340 pillion assuning an annual inflotion
rate of ahbcut 7% over the projected six years to conplete the contracts). It is
not possible to determine at this tise the final resolution of this matter or the
effect, if any, on the accoupanying financial statements.

In our opinion, bised uper our exzmination and the reports of other audl-
tors referred to sbove, and pubject to the firal resolution of the matter referced
to in the precediny paragraph, the acccxpanying financial stutements preaent fairly
the financial position of General Dynamics Corporetion end General Dynarics Corpora-
tion and tubsidicries as of 31 Decexber 1977, and 31 December 1976, and the resuvlts
of their cperations and the chznges in their financial position for the ycars then
endcd, enct the supporting schedules present fairly the information required to be
set forth therein, all in cenformity with generally accepted accounting principles
cons{sgtently applied during the periods.

ARTHUR ANDERSEN ¢ €O,

24 March 1978
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General Dynamics
Year Corporation Consolidsted

(Dollacs in Thousands)

m $207,937 $275,116
197¢ 183,026 245,029

In aocordance with industry practice, amounts relating to long-ters contracts and

prograss are claasified as current assets although an indeterainsdle portion of these

is not exp d to bDs realized within one year. Title to inventocies wnder

certain contracts and programs is vested in the in dance with contract
provisions. :

Inventories ~

ies of cial products, materials and spsre parts are stated at the
lower of cost, principally LIPO (last-in, first-out) and average, o2 market. The excess
of current cost over inventories stated at LIFPO cost is §13.6 million at Il Deceabder
1977 #nd $14.2 afllion at 31 December 1976.

S5% €88 Program -

The Corpotration has two contracts covering the construction of 18 SSN 688-class
submarines, the first of vhich was received {n 1971. Dus to deficient engineering plans
and specificatinng furnished to Electric Boat Division br the U.S. Kavy and its design
agent plus the ssrious delay in furnishing the plans, the costa of bullding these
submarines have 9restly exceeded the initisl contract prices. More than 35,000 drawing
cevisions have Leen £ade to the plans and epecifications which have adversely affected
the production operationa. Accordingly, the Corporetion has filed claias with the Navy
for price incresses Lo cover the impact of the changes, in accordance vith the
contracts' changas clause. %n 7 April 1976, the firct claims sudbaitted, covering the
cost of chenges directed by the RKavy prior to 20 May 1975 on the first contract for seven
subwarines, wvere settled at a cuntract ceiling price increase of $97 million. On
1 Dececder 1976, the Corporation f.led additional claies for ceiling price increases of
$5¢4 million to cover directed changes on both contracts through October 1976. Since
. drewing revisions and changes which fora the basis for these claics have continued at a
hiqh rate, tine Corporztion row has in prepatttion clains for price increases, vhich are
expectsd to be very large, to cover the cost of subrequent Navy sctions and to increase
the earlier claim amunts as the true effect of those changes on the S50 688 and Trident
cubcerine progress hes become evident. :

Cotts {nzurced throweoh 31 Decerdar 1977 end 31 December 1976 oa subaerines to be
delivered, vhich sre incluued in govermnant contracts in procecs, zacunted to £1,162
cillion srd $676 million, rerpretively. The related progress paymeris associatad with -
theds givcimmaat contzzsta in procees verc $913 rillion in 1977 en2 0634 cillien in
1$7¢. Onser noreal prectice, the contractuzl reteations vould be zpprozirately {60
nillion esrpured to the $347 million of unreinburced expniituces at 31 Deccudar 1977.

Ia Pebrusry 1973, the Cocposation completed 8 new study of costs and schecules to
c=ple'e the TE4 623 projrem. It is now cotisated that the last of tae 18 ships will bs
dclivered in srproxicately 6 yecrs. Assuaing an inflstion rate of about 7% pec yeer,
cozt to cosplete the projraa is acticated to ha goprexiestely §540 million in excess of
the anticicatcd revenvos £ros cufrent contractec, sssuwalnj no retucn froo prebent or
foture claica. This inclules $675 rillion due to infletion. The estimated cost to
cooplete 18 bised uson the assu=ption that the rate of Cravwing revisions will be reluced
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significantly and that historical manufacturing fmprovements will be realized as they
have been on every previous class of submarines built by the Electzic Boat Division as
well 885 on the products of other manufacturing divisions ot the Corporation.

Negotiations with the Navy over the past three years have failed to resolve this
matter in a manner which would be fair and eqQuitadle to the Corporation and its
shareholdera. On 13 March 197§, the Corporation formally notified the Mavy that {t
intended to stop all work on 12 April 1978 on the remaining 16 SSK 688-class submarines
because the contracts for these ships have been materially dreached by the Navy. In a
subsequent meeting with the Navy on 21 March, it was suggested that General Dynamics
extend the stop work deadline for two months to allow sdditional time for the Navy and
the Corpozation to negotiate an equitable solution. The Corporation agreed to this
extension after the Navy offered to mske an imaed{ate provisional cash payment that
would, together with normal progress payments, essentially eliminate the negative cash
flow of the program for that two-month period. Negotiations are expected to be resumed
in the near future. Since the resolution of this matter involves many uncertainties,
including future actions by the Navy, the Corporation canaot forecast the final ocutcome
at this time. Pending its resolution, the Corporation continues to account for this
progzam on a breakeven basis.

Income Taxes -~

Investment tax credits are recognized as a reduction in income taxzes in the year
the related property is placed in service.

No provision has been made for U.S. income taxes and foreign withholding taxes
(estimated at $13 mlllion after utilizstion of foreign tax credita) which would be
payable upon distribution of earnings of foreign subsidiaries and domestic international
sales corporations since the Corporation {ntends to continue investing those carnings in
export activitics and operations outside the United States. The undistributed earnings
fcr which taxes have not been provided amount to $65.8 million, of which $47.8 million
are {ncluded in consolidated retained earnings.

Property, Plant and Equipment -

Accelerated mcthods are used in the deterunination of depreciation for the majority
of depreciable assets. .

The estimated useful lives of the various inopeuy classes used in deternining
depreciation rates are as follows: .

Years
lLand izprovements 3 to 20
Buildings and iwprovements 2 to 59
Machinery and equipeent 3 to 20

Substantial portions of plant facilities used in the operation of certain govern—
msnt contracting divisions have been provided by the U.S. Government.
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Exhibit C
REQURST FOR “XPTRITrD COMMISCSIQN DRCTSIOY /‘
r 0
‘SUBJECE+——feneral Nynamics Corporation
REQUEZZIT:

The Division recomiends that the Comission enter a formal order of private
investigation n2ming General Mymamics Corporation to determine whether there have been
viclztions of Section 17(a) of tha Securities Act of 1033 ard Sections 10(b), 13(a), and
Ak{a) of the Fxchango tot and Rjles 10h-8, 13-1, 139233 132213 I 13 a-3'1ha.0 dvomp
SERIATIM CONMSIDFRATICN ) uxer.
() Pursuant to the provisions of 17 CFR 200.41(a), the Chairman or the undersigned
member of the Securities and Pxchange Cormission, acting 2s Duty Officer of
the Comrission, is of the opinion that joint deliberafion among the members
of the Camnission upon the above matter is umecessary in light of the nature
of the matter, impracticable, or contrary to the requirements of agency
business but is of the view that such matter should be the subject of a wcte
of the Commission.

DUTY OFFICER CONSIDERATION* .

( ) Pursuant to the provisans of 17 CFR 200.L2(b) HO ’//Ol
EMERGENCY CALENDAR CONSIDERATION

(¢}

REASON EXPEDITED DECISION IS REQUIRED:

Action may be irmminent between the Navy and General Dy-
narmics concerning possible settlement of General Dynamics
clairc pursuant to an act of Congress. In addition, the
stafi's inquiry is being impeded by the delay of General
Dynamics and its creditors¢ Arthur Andersen, in providing
the staff with certain requested documents

-
L) T ewrrriny /4:7 /4 ,j/< T
Reguesting Divisicx Director ) Sec(xftary ﬂ .
Chairmen . Duty 02ficer’/Comrissioner (DL7r)
COM{ISSION ACTION -
Deferred for
Avoproved* Rezular Calendar

Chairmen Williems

Corzissioner Loomis

. Cormissioner Zvans

Co=rissioner Pollack

Cozrissioner Farmel

* Staff mezorerdum requesting affirmation by the full Commission is due in the
Secretzry's Office within three business days if item is approved hy [uty
Officer crily. .
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MEMORANDUM

FPILE NO:
DATE: May 22, 1978

The Commission
The Division of Enforcement “?«‘1
Génetal Dynamics Corporation

4

Formal Order of Investigation

That the Commission issue a Pormal Order of
Private Investigation naming the above subjec*
to determine whether there have been violationg
of Section 17(a) of the ‘Securities Act of 1933,
Sections 10(b), 13(a) and l4(a) of the
Securities Exchange Act of 1934 and Rules
10b-5, 13a-1, 13a-11, 13a-13, 14a-3 and 14a-9
thereunder.

. Betormmendstion

approved by

Immediately . Oommission «

JUN 6 1978

~ Barbara M., Jevell :
Senior Recording Sfere
None



I. SUMMARY

General Dynamics Corporation (“General Dynamics”") is a
Delaware corporation with its principal executive offices in
st. Louis, Missouri. Through its severai divisions and subsi-
diaries, it is engaged in the following principal industry
segments: government aerospace, in which it is involved in the
engineering, development and production of military aircrafts,
tactical missiles and space systems; submarines, in which it's
Electric Boat Division ("Electric Boat®) is the nation's leader
in the design, construction, overhaul and conversion of United
States Navy nuclear powered submarines including the Tr ident
class and SSN 688-class attack submarines; and commercial ships,
in which it's Quincy Shipbuilding Division is involved in a
billion dollar program producing ocean-going tankers..

The common stock of General Dynamics is registered with the
Commission pursuant to Section 12(b) of the Securities Exchange
Act of 1934 ("Exchange Act®). As of December 31, 1977, the
Company had 10,637,060 shares of common stock outstanding and
listed for trading on the New York, Midwest, Pacific Coast,
and Montreal stock exchanges. .-

General Dynamics has two major government contracts for
‘the construction of the SSN 688-class attack submarines. In
attempting to comply with these contracts, General Dynanmics
is experiencing substantial cost over-runs. The Company, in
December 1976, filed a claim for $544 million against the Onited
States Navy, alleging that these cost over-runs were primarily
the responsibility of the United States Navy. 1/

. The staff recently learned of these facts when it became aware
of remarks made by certain Navy officials before the Senate Joint
Economic Committee in December 1977. 1In an attempt to verify the
.walidity of these allegations and in order to determine if General
Dynamics may have made false filings with the Commission, the staff
has been conducting ar informal inguiry into this matter. The
staff has recently obtained from the Department of Justice access
to the Navy information referred for its consideration. Purther,
the staff has conferred with and obtained information from Admiral
B.G. Rickover, his staff, and the Navy Claim Settlement Board, which
analyzed and reviewed the $544 million claim in question. Finally,
the staff has requested from General Dynamics' auditor, Arthur
Andersen, its workpapers relating to all claims involving the

1/ Admiral H.G. Rickover has submitted to the General Counsel
of the Navy, after a review of certain elements of the
$544 million claim, a report on 18 SSN 688-class submarine
claim elements which he believes should be investigated for
possible violation of fraud or false claim statutes. The
matter has recently been referred to the Department of Justice

for its consideration.
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8SN 688-class attack submarines and the treatment of such claims

in the financial records of General Dynamics. Due to the persistent
delays in production by General Dynamics and Arthur Andersen

for the past three weeks, the staff has not yet been able to
review these workpapers.

J1. DISCUSSION

A. B8SN 688 Program ;_;;

As indicated above, Generul nynanics COrporltion has two con-
tracts covering the construction of 18 5SN-688-class submarines,
the first of which was awarded in 1971. The cost of building these
submarines has greatly exceeded the initial contract prices,
General Dynamics alleges that the cost over-runs are due to defi-
cient engineering plans and specifications furnished to Electric
Boat by the United States Navy and its design agent in addition to
the delay in furnishing the plans. The Navy has made more than

. 35,000 draving revisions (a change made to an existing engineerino

design plan) to.the plans and specifications which General Dynarics
alleges may have adversely affected the production operations.
Accordingly, General Dynamics has filed claims with the Navy

for price increases to cover the cost of the changes. This was

done in accordance with the contracts' changes clause.

On April 7, 1976, the first claims submitted by General
Dynamics, (totalling $244 million) to cover the alleged cost of
revisions directed by the Navy prior to May 20, 1975 on the first
contract for seven submarines, were gettled at a contract ceiling
price increase of $97 million. On Lecember 1, 1977, General Dynamics
filed additional claims for ceiling price increases of $544 million
to cover directed changes on both contracts through October 1976.
Bince drawing revisions and changes which form the basis for these
claims allegedly have continued at a high rate, General Dynamics
bas in preparation additional claims for price increases. These
claims, which are expected to be very large, are intended to cover
the cost of subsequent Navy actions anéd to increase the earlier
claim amounts as the effect of those changes on the SSN 688 and
Trident submarine programs has become evident.

General Dynamics has incurred costs through December 31, 1977
and December 31, 1976 on submarines to be delivered, which are
included in government contracts in process, amounting to $1,162
million and $876 million, respectively. The related progress pay-
ments (payments received by the contractor as work is performed;
procurement regulations and contract provisions govern the fornx
and timing of such payments) associated with these government
contracts in process were $815 million in 1977 and $684 million

in 1976.
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In Pebruary 1978, General Dynamics completed a new study of
costs and schediles to complete the SSN 688 program. It now esti-
pates that it will be able to deliver the last of the 18 ships in
approximately 6 years. It further estimates that the cost to com-
plete the program is $840 million in excess of the anticipated
revenues from current contracts, assuming no return from present
or future claims. This estimated cost to complete is based upon
the assumption that the rate of drawing revisions will be reduced
significantly and that historical manufacturing improvements
will be realized by the Electric Boat Division and other manufacturing
divisions of General Dynamics. ’ )

General Dynamics and the Navy have engaged over the past three
years in unsuccessful negotiations to resolve the Company's claims.
On March 13, 1978, General Dynamics formally notified the Navy that
it intended to stop all work on April 12, 1978, on the remaining
16 SSN 688-class submarines alleging that the contracts for these
ships have beer breached by the Navy. 1In a subsequent meeting
on March 21, the Navy suggested that General Dynamics extend the
stop work deadline for two months to allow additional time for
the Navy and General Dynamics .to negotiate an equitable solution.
On April 6, General Dynamics agreed to this extension after the
Navy announced an award of $66.5 million to the Company as provi-
sional payments (payments received by the contractor th- t have no
relationship to the work progress on a contract but rather relate
to a portion of an outstanding claim that the Navy feels has been
gubstantiated) on their outstanding $544 million claim. -Navy
officials indicate that these payments do not constitute an agree-

.ment between the Company and the Navy with respect to the total
value of General Dynamics' claim.

v o

B. General Background of Shipbuilding Claims

General Dynamics' shipbuilding claims involve fixed-price,
incentive fee type contracts. Contracts of this type set a target
cost, a target profit, and a ceiling price. The United States
government and the shipbuilder share in cost overruns beyond target
costs up to the ceiling price; costs exceeding the ceiling price
are to be borne entirely by the shipbuilder, unless it cen demon-
.gtrate that the cost overruns were caused by the government.

In the past, claims on Navy shipbuilding contracts have been
.gettled for 30% - 50% of the face value of the claim. For example,
in February 1977 the Navy Claims Settlement Board settled a §151
million nuclear cruiser claim by Litton Industries, Inc. for $44.3
million, or only 29% of the total amount claimed.
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C. Electric Boat SSN 688-Class Claims

In {ts claims for cost over-runs, Electric Boat cites numer- .
ous government acts which it alleges increased the cost of produc-
tion of the 688-class submarine. In addition, it alleges that
the government is responsible for all delays experienced on this
major construction program. . ..

The staff has recently learned from officials of the Department
of the Navy certain facts which tend to indicate that Electric Boat
rather than the government may be primarily responsible for the
disputed cost overruns as a result of a shortage of skilled manpower;
low productivity; a five month labor strike; late ordering and
late receipt of shipbuilder responsible material; frequent changes
in management and supervisory personnel; and failure to provide
adequate control of material in stores and work in process. In
addition, having completed their analysis of the $544 million claim,
the members of the Navy Claims Settlement Board have indicated
to the staff that they have only been able to substantiate less
than 20% of the claim. . .

The staff has also learned that Electric Boat's a)legation
that some 35,000 drawing revisions have caused a tremendous delay
in the completion of these contracts may be misleading. The
Electric Boat Division in response to Navy inquiries has stated
that only 2,384 of the 35,000 drawing revisions have a direct cost
dmpact. Further, information provided by the Navy to our staff
with regard to their analysis of this portion of the claim indicates
that of these 2,384 changes, 55 already had been settled; 25 actually
reduced the cost of performance; 2,227 in total averaged a cost
less than $1200; and only 77 were above $20,000.

Further, the staff has been informed that officials at
General Dynamics headquarters in St. Louis may have ignored the
advice of their ship cost estimators and management at Electric
Boat and substantially cut their estimates prior to submitting
the bids on the first and/or second contracts in order to win the
contract awards. A major thrust of the Electric Boat claim, however,
is that the company had no way of knowing how difficult the ships
would be to build and that the government should pay for costs not
reasonably anticipated by Electric Boat.

Electric Boat also alleges that drawings furnished by the
government because of the delay in their presentation caused
them to be unsuitable. The staff has learned that, in fact, in
some cases drawings were furnished by the Navy to General Dynamics
as early as 22 months before bid solicitation and 30 months prior
to contract award. In almost every instance where delay is
glleged, the staff has learned that the drawings were submitted
to General Dynamics well in advance of bid solicitations allowing.
for contractor consideration.
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111, ACCOUNTING IMPACT

: The 1977 auvdit opinion of Arthur Andersen & Co. was gualified
subject to the final resolution of its $544 million claim. The
staff believes that for financial reporting purposes, General Dy-
namics may have treated its $544 million claim as fully recoverable
from the Navy. All revenues from the SSN 688 program have been-
accounted for on a break even basis. There has been no recognition
of loss on the construction of the SSN 688~ class attack submarines.

Assuming that the conclusions of the Navy Claims Settlement
Board (that less than 20% of the $544 million claim could be sub-
stantiated and of that figure everything above $25 million was
awarded for litigative risks) as to the substantiation and validity
of the claims were known or should have been known by General Dynamics,
the Company may have filed false and misleading periocdic financial
statements as well as false and misleading proxy materials with
the Commission by not recognizing and disclosing any losses on
the SSN 688 program. In addition, since all losses must be recog-
nized immediately, the cost overruns incurred above the contract
ceiling price (assuming no adjustment is made) should have been
reflected on the financial statements as losses in the period in
which they occurred. .

IVv. NEED FOR A PORMAL ORDER

- The foregoing information raises very serious questions re-
garding the integrity of General Dynamics' financial reporting.
A formal order is necessary in order to properly pursue these issues
through the subpoenaing of documents and the taking of testimony.
The staff believes that due to the magnitude and breadth of the
issues raised and the delays already noted, it is necessary

to conduct the investigation on a formal basis.

V. RECOMMENDATION
The Division recomnends that the Commission enter a formal
order of private investigation naming General Dynamics to determine
whether there have been violations of Section 17(a) of the Securi-

ties Act of 1933 and Sections 10(b), 13(a), and 14(a) of the
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Exchange Act and Rules 10b-5, 13a-1, 13a-11, 13a-13, 14a-3 and
l4a-9 thereunder. *

MGPickbolz  755-1674

RTSharp 755-1146 = o ~ S

RTD'Elia 755-1146 E Coee

PWSaolen 755-5015 . . . - . -
.

* The Commission should be aware that various Congressional
Committees are presently conducting hearings into these matters.
Purther, it should be noted, that to enable the above referencecd
staff to properly perform its investigation, we have requested th:
the Secretary secure for them and Mr. Pickholz's secretary a
tenporary “"secret® security clearance.
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Exhibit D

U.S. Securities and Exchange Commissio
CATS—Investigation

mevision _

1. Ent. Fite No. 2. Case Name

'\.\\O, \\C2

G(:Y\cro.\ Dyv\bm}c,.s

3. Case Status (circle one)

4. Org. Code

PE Open
PJ  Pending-Justice
PL Pending-State/Local

PF  Under Review/Closing-Field
Recommended Closing-Hdqrs.

qocll

PS Pending-SRO
Pi Pending-tnactive

PM_ Recommended Closing by Merger-Hdqrs[5_ Date Opened

b-6-2¢

6. Primary Trading Markets (Circle no more than two)

AME American -
BOS Boston

CIN  Cincinnati

CBO Chicago Bd. Options
MT Inter-Mountain

MID Midwest

CNYS> New York

PAC Pacific Coast
PHL Philadﬁlphia
SPK Spokane

FRN Foreign

OTC  Over-the-Counter
NAS NASDAQ

NAP  Not Applicable

7. Case Origin {Circle no more than two)

CB Cause Examination (ED)
Ct  Cause Examination (1A)
CC Cause Examination (IC)
CA Change in Accountants
CP  Complaint from Public
CG Congressional Inquiry
FA Federal Agency

IN  Informant

IF Issuer Fiting

P Issuer Publicity

1R tssuer/Reg. Stmt.

MS  Market Surveillance

NM  News Media

OD Other SEC Division

Ol  Other SEC Investigation

PL  Private Litigation

RB Routine Examination (BD)

R!  Routine Examination (IA}
RC Routine Examination (IC}

St Securities Industry Contact
SR Self-Regulatory Organization
SL  State/Local Agency

" OT  Other

8. Nature of Security (Circle up to five; if more than 5 apply, see instructions.)

CP  Commercial Paper
CO Commodity

CS Common Stock

CD Corporate Debt

FS Foreign Securities
GO General Obligation Bond
1D IDR Bond

LD  Limited Partnership
1c Investment Company
[ Investment Contract
B Municipal Bond

0P  Ogtions

PS Preferred Stock

PM Promissory Note (non-corporate)
RB Revenue Bond (other than IDR)

SF  Security Futures and/or Forwards
Ul Undivided Interests :

US U.S. Government Issue

UG U.S. Government Guaranteed Issue
WT  Warrants

NA Not Applicable

OT  Other
XX (See Instructions)

9. Sla(f_Aqsignea
N AT Semoten 1)
2) 2)

10. Related SEC No.

11. MUI No..

SEC 1752 (580
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Ent. File No.

Case Name

12. Case Ciassification (Circle up 1o 10; if more than 10 apply, see instructions.)

AC
AP
AT
BH
80
Bl

88
BF
8D
CH
oL

EM "

£C
FO
FI

FO
FR
FS
FF
FP
FC
Fu
GP

Accountants

Accounting Problem
Attorney (s)

Bank/Bank Holding Co.
Beneficial Ownership

Books & Records (Issuer)
Books & Records (BD/IC/IA)

-Breach Fiduciary Relationship

Broker-Dealer

Churning

Delinquent Filing

Excessive Markup/Markdown
Extension of Credit

Failure to Disclose

Fallure to File (Issuer Filing)
Failure to File {Other Than Issuer)
Failure to Register (8D, IA, IC, etc.)
Faiture to Supervise

False Fiting

Financial Probtem

Foreign Corrupt Practizes

Fraud in Offer/Sale/Purchase
Going Private

1A
1Ic
MF
MA
MI
NC
NP
oG
oP
PK
PO
PR
PU
RE
Su
TS
T0
uT
uo
oT

XX

investment Adviser
Investment Company
Management Fraud
Manipulation ..
Mining

Net Capital

Nonpublic/Inside Information
OillGas

Operational Problem

Perks

Possible Organized Crime
Proxy

Public Utitity

Real Estate

Suitability

Tax Shelter

Tender Offer

Unauthorized Transaction
Unregistered Offering

Other

{See instructions)

13. Violations (Act/Section/Rule)

14. Comments {nc:i to exceed 150 characters)




46

Form 12A Page 3

Enf. e No. Case Name

15. Summary of Facts - Opening or Ctosing Recommendation is to include a complete summary of the facts.

Conlinue on additional pages, if necessary.

See

Attacled .

16. Signatures

4 A/m/,f Q/ﬁ/S“

A, i/ Kooz  Ci/1/c2

L s
Anorney Bate Branch Chie!/Specnal Counsel Date
ﬁ J j‘“ 2 /'%/Y\—
Asgt. Director/ Asst. Rpg. Aom_ Date Regignal Adm ’AL.&JEQ— Agm. Date
(-'\LU;QJ’\’ L 1o~ Z, &~

Associate Director

ﬁ,
2

Date

Case ﬁan}geme(rfwew

17. Management Code

i
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Form 19A Page 4

En!. File No.

Casc Name

19. Related Names

Name
{f individual, enter last, first, middle)

Relationship
Code
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This imvestioatica was comenced in the spring of 1978 to determine
wvhether Gereral Dynamics ("GD™) misstated its financial position by over-
valuing its clains and potential claims 2gainst the United States Navy
arising from contracts to construct the class 6§88 submaripes. On June
6, 1978, the Comission entered a formal order of private irwestigation
to determine whether violations of Sections 10(b), 13(a), ard 14(a2) of
the Fxchange Act had occurcd or were about to occur in connection with
the financial treatmert of these contracts. Shortly after the entry of
the formal order, the Comrission issved 2 subpoena duces tecum requiring
the production of extensive documents relating to GD's claims. ard potential
claims. The staff's analysis of the documents did rot discover evidence
that the GD claims were fraudulent, 1/ but 3id indicate possible disclosure
violatiors in 1976.

As reflected in (i)'s public filings, the Compamy carried the 688
contracts on a "break-even” basis i.e., no earnings were recorded on the
contracts. In 1976, the estimated cost of completion of the 688 contracts
exceeded for the first time the amount of contracts. GD also submitted
its first two claims during that year, alleging that the United States
was responsible for approrimately $220 million and $544 million of unanti-
cipated costs. Prior to the close of FY 1976, the first claim was settled
for $97 million. For that year, GD continued to carry the contracts on
2 break-even basis, stating in its Form 10-K that it believed that the
amount likely to be recovered on the claim would at least allow it to
break-even. GD's aiditors, stating that they were unable to determine
vhether the claims would be collected, issued a "subject to" opinion.

Internal documents indicate that, in fact, GD was expecting that only
part of the funds necessary to break-even on the contracts would be re-
ceived due its claims and that it was relying on the Navy's substituting
a revised escalation clause in the 688 contracts in order to recover the
remainder. Although the Navey had indicated a willingness to make this
substitution, it had no legal obligation to do so. Since there was a
risk that the Navy would not uvltimately agree to the substitution —
particularly in light of the burgeoning CD claims — it may have been
misleading for GD to state in its form. 10-K that it expected to recover
sufficient)y fror its claims to et least break-even.

In its 1977 form 10-K and annual report to shareholders, GD made ruch
fuller disclosure, noting that it was expecting and relying upon a re-
visior of Lhe contracts'escalation clause. It continued to book the
contract on break-even basis ard its auditors again rendered a "subject
to* opinion. .

1/ A ci-rd jury was convened to investigate vhether GD filed fravdulent
cl s. Tve Corgany was recently advised that the grand jury hes
deremined not to return any irdictments. .
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while we telieve that there may have been inadequate disclosure in
1976, the 1977 disclosure was ruch rore complete. The accounting trcat-
ment in both vears failed to record a loss but under GAAP as set for the
in FAS-5 it would be difficult to prove that the break-even treatment
was improper. Under FAS-5 a loss does not have to be recorded unless it
is both "probable” and "reasonably estimable.” Although a reasonable
case can be made that a loss was "possible,” it would be difficult to
show that management thought a loss was "probable,® as it apparently be—
lieved that the Navy would revise the contracts. Additionally, we fcund
“no documents indicating that CD made any estimate of loss and it would
be difficult to establish that any minimum loss should have been foreseecn,
Thus, based on the present record, we would rot recommend enforcement
action based on the failure to report a loss in 1976 or 1977 — even
though in 1978 GD recolved its dispute with the Navy and absorbed a loss
of $359,000,000.

" Ve reccrmend that this investigation be closed, as the possible vicla-
tions relate to a pericd of six years ago and as further investigation
anmd any possible litigation will require the allocation of manpower that
is currently unavailable and that could be better spent on other, more
current cases.




"' . Genersl Dypamics Corporation -

50

Exhibit E

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

.

SRS : o April 28, 1978

Mr. John P. Maguire, Secretary . ;4;

- Plerre Laclede Center .= . - ..
T 8t. Loutl. xb--onri 63105

" Re: General Dynnnicl Corporation
Form 10-K for the period ended Decenber 31, 1977
_File Fo. 1-3671

Denr Hr. Maguire:

. The folloving are the ltttf'l comments on the fipan-
cial statements ip the annual report on the Form 10-K for
the period ended December 31, 1977: : .

Ve.nly bave further comments regarding other parts of
the Porm 10-K annual report inp the near future. _

Finapncisl Statenments -

It appears to the staff that s minikum amount of loss
should bave bdeen accrued on the SSEF 688 Program at Deceamber
31, 1977 pursuant to FASB Interpretation Fo. 14 of FASB
Statezent No. S5 based upon the fact that recent nevspaper
accounts concerning negotistions vith the Favy appear to
ipdicate that the Company wvill pot bde adble to schieve suffi-
cient claims settlements to cover costs expected to be inp-
curred. Please advise, supplying details of the considers-
tion of this matter at December 31, 1977. Ve may bave fur-
ther coznents.

.°"" In pote (A) on page 32, the Aisclosures in regard to
sales and earnings should indicate the uccounting policy
for recording claims as sales.
PR R
e 7 The unount of clains reeognized as siles each yesrr
7’ . should be 1ndicuted in note (A). SSR 688 Program, on page
33 e ;

_‘- Iﬁ tﬂ; cnrryover-ﬁir.gr;ph on page 3L, the Conplny}l

exposure to loss if the historical manufacturing improve-

ments are not realized should be quantified considering
-
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Oszeral Dypsmics Corporaticon
Page Tvo .

the unusual prodlems encountered oz the 888 668 Progra=z.

Ve assune that Do coste have been deferred in anticipatioz
of improved maaufecturing efficiency factors. Please slvise.
In sdaition, it «xppears the Company 1s mo longer copeidering
edditional productivity Ssprovements ($60 millicn) as vas
assuned at December 31, 19T6 which appears to furtber sup-
port the possibility that -a minisum amount of expected loss

" should bave deen asccrued et Decemder 31, 1977.

The total provisior for income taxes should de recor-

€iled to the federal tax rate for U.B. taxes iz note (G)

on page ber ] .

The tax effect of timing Aifferences should be dis-
closed from the standpoint of the effect o0 snousts in-
cluded iz tbhe fipancial statements rather than aggregate
effects of different accounting methods used to report in-
come Or loss for iancome tax purposes. Net operating los:
carryforvards should pot enter ipto the disclosure of such
tining differences. In sdditiocn, the effect of timing 4if-
ferences srising froz the use of the completed-céptract
method of accounting for tax purposes should de disclosed
separately from the effect of the practice of deducting
currently on tax returns certain costs vhich are inventoried
for finencial reporting.

All amepdments should contaln a pev manuslly-sigsed
accountsnts' report. ’ :

It appears that the disclosures costemplated by parsgrayt
36 of SFAS FNo. 1k sbhould be added to pote L of the potes te
fivancial statements.

. The disclosures in pote 0 should include amcucts c?
8ross profit as required by Rule 3-16(t) of Regulatior S-X.

iot§ A to the financisl statements of the Patriot sub-
sidiaries should describe the ultimate disgposition of earned
investaent credits. . . .
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General Dynanmics Corporation
Page Three

If you have any Questions concerning the adove, Please
contact Nr. Richard J. Reinhard at (202) 376-2365.

R .. ) Blnécr;ly.

R. Reinhard/Accountant % °
Branch 3-J. Morelapd: ¢
erl ’ . .
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GaNERAL DYNAMICS CORPORATION

Pierre Laclede Cuester
¢ Louis, Mimour; €105
Wayns Walls 3149602440 -
Vice Presidest & Twsserse - .
11 May 1978

$FOURTITES ARD EXCMASGE C :muitdyntr
Securities and Exchange Commission RECEIVED
Washington, D. C. 20549 '

MAY 12 W3
Attention: Mr. Jeffrey R. Moreland
Branch Chiet OFFICE OF RLPORTS
- A INFORMATION SERVICES
Re: General Dymamics Corporation _
Form 10-K for the perfod ended December 81, 1977
File No. 1-3671
Dear Sirs: )
{' Enclosed you will find one (1) manually signed copy and severn (7) con-
’7{ ~ fo d copies of Amendment No. 1 to the Form 10-K referred to above. Three (3) coples
ot ha n red-lined to indicate the changes from the Form 10-X as filed. The changes
Ty by this Amendment are in response to the comments in the Securities and Bxchange
Z nmission’s letter of April 28, 1978. In addition to the changes incorporated in the
/i / endment, we are making the following comments:

1. At the dme the 1977 financial statements were released on 23 March
1978, there was no basis under applicable accounting standards for the Company fo accrue
8 loss on the SSN 688 Program. Apparendy, the newspaper accounts of the negotiations with
the Navy have caused a misunderstanding by your Staff of the Company's position in seeking
8 resolution of the SSN 688 problems. -

The history and the present status of the SSN 688 submarine contracts have
been carefully and fully set forth in the Company’s 1977 Annnal Report on pages 4 and S.
A copy of the Report 18 attached for your ready reference. : R .

General Dynamics has consistently maintained over the course of several
years that it is legally and equitably entitled to recover, as a minimum, all costs incurred
under its SSN 688 contracts. It s prepared to puruse its various legal remedies to secure
payment of costs {ncurred and to terminate future costs by discontimance of performance
of the contracts because of materis] breaches by the Navy.

Recognizing the probability that complicated contract litdgation could con-
tnue over many years in the future, the Company, as an alternative, undertook extensive
negotiations with the Navy to determine whether or not a prompt settlement of all the issues
between the parties might be reached. Negotlated settlement with the Navy which could



Securities and Exchange Commission
11 May 1978
Page 2

result in & Tecovery of less than the total costs incurred on the Program might prove to
be in the best long-run interest of the Company's shareholders for a pumber of reasons,
including elimination of the uncertinties of protracted snd expensive Mtigation.

‘When those negotiations reached an impasse and were discontinned on
12 March 1978, the Company notified the Navy cm 13 March 1978 that it intended to dis-
-continue work oa the SSN 638 contracts on 12 April 1978. Subsyguently, following a
mee=:ng with the Navy on 21 March, an taterim agreement was made to defer the discon-
tinuance of work until 11 June 1978 to permit further negotiations, ‘Therefore, as of
23"March 1978 when the Company issued its financial statements, there was no indicaton
of a final settdement whose terms would require an accrual of a loss on the Program by
the Company under the Provisions of FASB Statement No. 5. This situation exists tday.

Although the Company, ss well as its Auditors and Legal Counsel, were
unable, as of 23 March 1978, to predict the course of future events affecting the outcome
of these complex issues, it did make a full and complete disclosure of its estimated cost
to complete the Program in excess of anticipated revenues from current contracts, assuming
Do return from present and furure claims. We refer the Staff to the notes to the 1977
financials relating to the SSN 688 Program set forth on peges 25-26 of the Anmual Report
and the same note appears on pages 33-34 of the Company's Form 10-K for 1977,

In summary, the uncertainties of the ultimate omtcome of both the nego-
tations with the Navy and the other remedies avallable to General Dynamices led the
Compgnymconcludemnnnhmldmbmmmehogrmbr1977unhad
in prior years - on a break-even basis. - L

2. Foomote A to the.financial statements provides full and proper dis-
closure with respect to the SSN 688 Program. The discussion in the third paragrapb of the
SSN 688 section of Note A regarding the studies of costs and schedules to complete and
the various assumptions that are inherent in the costs to complete which result tn the egti~
medSMOmlﬂbnotmhmuofnﬂdpndmkommemwmncm.
ulmdngmmn&ommmmm.m-mnndcomplmdhclomu'e
indicating the extent of the SSN 688 Program risks, As indicated in this paragraph, the
estimated costs to complete are "based upon the assumption that the rate of drawing revi-
mmmrmdmmmmmmmmmmmwmbe
reslized ...." ‘These two items must be considered together since the manufacturing
mmemmmdmdyww&clevddmmmmumdomn
would not be meaningful. Purther, the discussion in the Note points out that the historical
manufacturing improvements bave been realized "an every previous class of submarines
butlt by the Electric Boat Division as well as on the products of other mamufacturing division
of the Corporation”. Therefore, we see po need or desirabllity to make an exception to
m&eneummbrﬁeSSN“lhvmquumﬂon would be inconsistent
with the treatment followed on other major programs of the Corporadon. Aagy addirional
productivity improvements, &8 referred to in the foomote to the 1976 financial statements,
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11 May 1978
Page 3

are included as a part of the historical improvements and we are unable to separate the
two amounts,

Your assumption that no SSN 688 Program costs have been deferred in
the anticipation of manufacturing efficiency factors is correct.

8. We are not sure that we understand the thrust of your comments
regarding the tax effect of timing differences di d in the d paragraph on Page 2
of your letter. We assume that the comment relates to the table in Footnote G - Income
Taxes on Page 43. We believe that the presentation set forth in this tabie is proper and is
comparable to the presentations used in prior years. When there 15 a loss for tax purposes
that is carried forward, g problem arises regarding the assigning of priorities to the
elements making up the difference between book and taxable income. We, therefore, -be-
lieve the preferable disclosure 18 to show the gross amounts and then deduct the amount of
the loss carryforward in total. An assumption could be made that all of the loss carry-
forward is attributable to the deferral of earnings and the deducdon of certain costs on
long-term contracts reported on the completed contract basis. The total amount attribut-
able to these items could then be reduced on a Pro rata basis for the amount of the loss
carryforward. If you think that this is a better disclosure with a further indication in a
paragraph below the table that there is a loss carryforward, we would have no objectioa.
However, in our opinion, this is not improved disclosure. ’

4. Per FASB Statement No. 14, the amount of export sales from an
enterprise’s home country to unaffiliated customers fn foreign countries need only be
disclosed if the amount is 10% or more of total revenue from sales to unaffiliated custom-
ers. General Dynamics Corporation export sales (excluding foreign military sales made
through the U. S. Government and sales of the Corporation’s Canadian Asbestos operadons)
are less than 10%.

- 5. All costs incurred, including general and admintstrative expenses,
are allocable to contracts and are inventoried in contracts in process insofar as the costs
apply to the Government, shipbuilding and DC-10 products, which comprise the majority
of General Dynamics' business. Therefore, operating profits is the proper level for re-

porting profits.

We trust that the above comments, together with the changes set forth in
the attached Amendment, are responsive to your comments and will permit early clearance
of the effectiveness of the Registration Statements for our various benefit plaans.

Very truly yours,
(A/N ¢ [u.c (L.
W Wells '

Enclosures . Vice President & Treasurer
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POR ROBERT O. PALMER PROM  TERRY L. LENGFELDE '£=k——'———‘———

ALse Coccx (V) ow wairs .
Comramy on OTmES Piiinme No

AATHUR anDERSEN & €O .’3 Exhibit 6 ")

DATE JANUARY 22, 1977 e

[12

SUBJECT: GENERAL DYNAMICS CORPORATION -- REPORT CONSIDERATIONS

STRICTLY O‘Q}‘IDENTIAL

After our-recent discussions I have given some additional
thought to the question of "except for" ws, "subject to," should
2 quelificaition be required on the interoffice opinion on the
Flectrie Boat Division and the consolidated finenciel statements of
General Dynemies Corporation.

It is my belief that to sustein an "except for" opinion on
the sitetements of the Division, the engagement partiner must be
- absolutely convinced (with certainty) that a material loss has
. Q) occurred in the SSN 688 progrem as of December 31, 1976. Since an
opinion teking exception to fairness of financial stastecents in
sccordance with generally sccepted sccounting principrles is un-
acceptable to the Securities end Exchange Cozmrission, the company
would then be forced (presumably in consultastion witk our E2 engage-
rent people) to meke & meterial edjusiment to their finenciel
stetenments.

Focusing on the emount or range of the potential zzteriszl
zissiatement is of course the responsibility of tithe engegecent
pertner, Bill Weldon, and bis engagement team at Electiric Boat.

:? While obviously neither you, I, or anyone else without the ceteziled
perspective that Bill has with respect to this cozplex suditi matiier
cen presume to make this Judgement for him, I question that suck a
certainty exists.

Based on the many hours I have spent reviewing this progrerx
in 1976 and over the past severel years and in view of the nurerous
developments in the last half of 1976, the sitvetion seens a2lmos?
one of a classic uncertainty. Unless our sudit work identifies cleer
er-ors in the compeny's estimate to cooplete, the claiz pre
cr absence of legal suppecrt and entitlecent, end if we co
be convinced in our work thet the comcpan p P
+<es to complete end esticeted cleim values
have & great problem in ccnsidering the siiuvaticn
vncertainty.




57

-
-’

INTEROFFICE COMMUNICATION

NUARY 22, le¢v-
F0BERT O. PALMER -2 - JANUVA 22

t oy views, 1

After writing these comments, which represen

further reviewed Auditors' Reports and the AICPA Statement on_ .

Auditing Stenderds No. 1, botb of which seem to support my foregcing

comments.
TERRY {. LENGFEDDER

SB

w

THIS BOCUMENT CONTAIRS TRADE SECRETS AND COMNERICAL

OF FINANCIAL INFORMATION OF GELEFAL CYLAMICS CGRPORATION
AKD IS PRIVILEGED OR CORFIDENTIAL T IS COHSIDERTD

O\EMPT FROM DISCLOSURE UNDER THE PROVISIONS OF THE FRECDOM
OF INFORMATION ACT ALD/OR 01162 APPLICASLE STATUTES. IT

IS SUBMITTED On THE CONDMION THAT f1S CONTENTS V1L K3T

BE RELEASED WITHOUT PRIOR WAITiEy NIKE 10 CEnRAL
DYNAICS CORPORATION.
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Accounting for Contingencies

Statement of Financial Actounting Standards No. 5
Accounting for Contingencles

STATUS

tssuwed: March 1975 !
Effective Date: For fiscal yesss beginning on or after July 1, 1975

Affects: Supersedes ARB 43, Chapter 6
Supersedes ARB 50

Affected by: Paragraph 13 superseded by FAS 71
Paragraph 20 amended by FAS 11
Paragraphs 41 and 102 amended by FAS 60
Footnote 3 superseded by FAS 16+
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A=



FASS FASS Statement of Standards
S of Financial A ting Standards No. 5
Accounting for Coatingencies

8:
Appendix C: Basis for Conchisions
INTROMMCTION

1 For the purpoe of this Statement, a contingency
n defined as an exisling condsion, situation, of w1
@l circumstam e invotving uncertainty s to possi-
ble gain a "gain ) or lows!

nothing uncertain about the fact that those obligs-
tions have been incurred.
3. Whken o loss contingency cuists, the Ekelihood

m-mrmmummnmnmmn-
i of an asset or the incurrence of &

Iereinatier a “loss contingency”) (0 an enterprise
that will uhimately be resolved when one of more
furure events sxcur o fail 1o ovcur. Resohion of
the uncertainey may confinm the acquisition of an
awet or the eutuction of  liability or the ks of
smpairment of an st or the currene of a Babil-
"y

2 Nox all uincrlainties inheren in the scouniing
OUETs SIVE Fise L0 contingencics as that term is used
i this Statement Estintates are required in finanial
Matements (o many on-going and revurring activi-
1~ of an enicrpeine The mere fact that an estimate
w ivohed ducs not of wself condiute the type of
uncerianty referred 1o m the definiton in para-
graph | For example, the fact that estimates are
wed 10 allocate the known cost of a depreciable
awet over the period of use by an enterprise does Aot
make depreciation a voatingency: the eventual
expiration of the utility of the asset is not wncerLain.
Thus, depreciation OF 2.5ets 13 (KN & CONLNGENCY as
delined n peragraph 1, 0o are such matters as
fecurring repainy, mamienance, and overhauls,
which interretate with depreviation, Also, amounts
owed lor servies reveived, such as advertising and
utilities, are not contingencies even though the
accrued 2moums may have been estimated; there is.

Mymwlmnwm&mmm This
Statement uses the (erms prodebie, reasonebly pos-
sidle, and remose to identify three arcas wichin (hat
range, as follows:

a. Prodable. The future event or cvents are likely to
occur.

b. Resxonably possible The chance of the future
event or events oceusring is more than remote
bt less than bikely.

c. Remote. The chance of the futusre event or events
cocurring is shght

4. Examples of koss cuntingencies inchude:

2. Collectibitity of receivables.

b, Obligations related 10 product warranties and

pmmudtlem
. Risk of o o camage of cwerpeise propeny by

[3 l&dhn'mwnmwb;wup
ety and casuaby insurance companics including

Feinsurance compenics.
b. Guarantees of indetxedness of others.

Accounting for Contingencies

1. Obligatioes of commercial banks undes

FASS

lssued 10 Employees.” Ausunlln for other

“standby letters of credi *? employment-retated m wuch as group insursnce,
s 10 it (or o e
repurchase the retated property that have deen th-!h.hhwmnhmdm
sold. w-ni—tum-m-u
mnﬂy-dnn
3. Some evterprises now sccrue cstinised losmes involve elmiine
from some types of i i s charge o
income prior to the oocusrence of the event or evaats
that are expected 10 resolve the
under similer ci other AND NG
account for those losses ondy when the confirming .
‘evenl or events have occurred Actresl of Lom Contingancies
6. This Statemem sandesds of financiel lhuhkmuhw
and reporting for loss n 1) shall umﬂbna--
B-16) and nwuh‘dm{mm
the of Accounting
Buller:n (ARB) No. 50, “Contingemcies,”
reapect to gain contingencies {see paragraph 17) . Information avaliably to lmearce of the
disclonures (see paragrapin 15-19). The basls —-Lh Ot & is probable

“Contis Rescrves,” of ARB Ne.

mamts.* 1 s impilicit i this condition thet & mest
¢ probable thet ans o more Nuee evats Wil
oocw comfirming the fact of the loss.

b, The smmount of lom cam be reasomsiy coshmatnd,

Diuiomee of Low Contingunring
9. Disclossrs of the sarre of an accrust® made

l_dl hlhmuoﬁuonolthm
mmmm-mwdh
o expense. Thas, for

purssamt to the provisions of pacagraph &, and in
som crommstances he amount accrwed, owy be
hhll—'ylwﬁmmnmuu

10. I o accrent s made for a low

Secane one o both of the condirions in paragraph
B are oot mes, or if am expomrse to foss exista in
ot of the amount socrued pursuset (o the provi-
ﬁ-dml.u—:oflhm

il &8,
MAPBwNa 2, M'ﬁ“

mm.uanwumm

——

A3 dufimed by the Federnl Reserve Boace. ~amdy b of crodi” inchude vy lo of arad (o citer wrrangemra hvwrver

amod or devignaned) which reprrarals an cbligatiau 10 che bumeticiry o (e part of tha laneer (1) 4o gty ey Borrieed by av
o

a4 A
. - deond, * romrns
‘omareary’
+ P o b oo v of Reguiarion M b (e
\at defhastiona,

A e L T T [ T—r e p—y
M—unwum—«m—q—mnudmmmmn

“Review and Beveme )
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heen incurred ¢ The discloswre shell indicate the
rture of the contingency and shall gve an catimate
of the possible lom o range of luss ar stake that such
an catimate cannot be made. Disciowre is not

come will be unfawrable.

11 After the date of an emexprineh financial sats-

for accrual in paragragh (s) s, harefore, ROV mat
Dischosure of those kynds of lossss or lous contingen -
cves may be nocessasy, howeves, 10 korp the Minancial
asernents from being miskeading. If disciossre &
Sommed mecriary, the financial watgments shall
wnicade the natwre of the Jos o low contingency
-Mi«mm_cdm-ﬂuudh
um&uuu-nlhm-*n-l
m-&.wmbm—au—m'—
oficr the date of the lnancial statmenta wisere the
amount of asset impairment or labiliry incusvence
can be remsonably evtunated, disclosure may best be
made ty supplementing the historical financial
sstements with pros frms financia) dats pving
effext to the hs s 1f ¥ had acouved ot he date of
the financial dasements. It may he desirable to
presers peo forma suements, wiually @ balance
<heet andy, 1n cohamnas farm om the fnce of the his-
1ovical (nancal sterements

12. Cevtain lom comingencics are presently being
diachosed in fevencial statements cven though the
pomitabiy of fom may be remote The common

“Por vaampie. dractmre

FASB Statement of Standards

Ganarsd or Unapucifing Businam Risks

14. Some eoterpriscs have Ja the pas accreed #0-
*'_-lmmm.‘m

Approprisies of Rewined Earvings

13. Some enterprises have claasified & portion of

- = ~ fos oms com-
dngencies. In some cases, the appropristion hes
becn shown outside the stockhobcrs” equiry section
of the balance sheei. Appropristion of retaimed
earnings is not prohibited by this Statewwers pvo-
vided thet i i shown within the stock holders' equity
section of the balance sheet and is claarty desifled
s an appropriavon of scisined caraings. Costs or

Toses shall mot be charged t0 an appropristion of
resained sarnings, and RO part of the apgropr sins.

vhall be tranafarred 10 income. -:_ﬁ—um—‘—lauﬁz
APS Qpiniony
, Exmples of Applianticn of This Bintament ::u-—:‘—zmwtr::
produved dvidend aresrages (g AP'8
16, Exampim of agplication of the conditiens Opinkin No. M, pamgraph
“dhm‘-ml-‘: " o
ﬁh-_-n‘—:bmulmm 19. Sommtiame
scmtect i Appemdia A. -l Ouanx inl
. ot tad Gb Semag dout net e the
Contingmcios - L ARt
17. The Bonrd has act recmeidersd ARD Na. §o y
with respect 00 gain contingsucies. Acesriing!s Ui
(ollswing provisions of parngraphs 3 and S & U
haletia el comtium in offac: '

. Contiagancies that suight reveh in guins el
pre no reflectad in the accomets dney »
h-u-hmu.n-n—-h--w

. Adugustn dinciosare shall be mads of e agsh

Inchaling “weand ..

s swch 28 those for plast accpuinition 6F 8. vl
gatiom 10 rachece debty, malntaln working aph.y, &

Voo grovitons Of O Shisnan st

oot be gyiing oo homaatoshd Bme.
This Swserr: wat adopted by te unanin s vott of e srven mumbers of the Financidl Accounting

Sandords Soard:
Muarshal 5. Asrastrong. Deowd ). Kirk Waltey Schustoe
Charman Ardew L. Like Robert T. Sewromese
Oncar S, Gellein Robert E. Maw
Agpondis A

o T

Dimrtonae b e

—

ewered rore theraghfmbr narics v 008 nticate 1has 13 prohnbe et wsar b bav om0 0 & Wakey had B L

ey

ridpr g o mitug-argiire i raperogi-Rrerag ey S
on N

e recogalzod that no et of caamples can enomm-  tainty g :’
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FASS FASB Statement of Standards

contingency custs as defincd n paragraph 1. Losses
from uncolloctible recrivables shall be accrued when
hoth conditsons in paragraph § ase met. Thoee con-
ditions may be considered in relation 10 individual
reccivables or in relation to groups of similar fypes
of teceivables. If the conditions are met, accruat
shall be made even though the particular reoeivables
that are uncollecisble may not be identifiable.

23 If, based on available information, 4 is probe-
bie that the enterprise wil be unable to collect all
amounts due and, therelore, that st the dase of ity
financial statements the net reatizable value of the

in the same business may be appropriate. Inability
10 make & reasonable estimate of the amourt of loes
from uncoliectible receivables (i.¢., faiture 1o satisfy
ihe condition in paragizph &(b)) preciudes accrusl
and may, if there is signuficant uncertainty as to col-
lection, suggest that the instaliment method, the cost
recovery method, of sone other method of revenue
revognition be used (sec paragraph 12 of APS Opin-

ton, the disckwures called for by w‘oh 10of
this Statement made.

Obiigations Retated to Product Warranties snd
Product Defects

24 A warranty 1s an obligation incurred in connec-
oo with the sale of goods or services that may
require further performance by the seller afier the
sake has taken place. Because of the unceriainty sur-
counding ctaims that may be made under warran-
lies, wasranty obligations fall wichin the defirtion
of a contingency in paragraph t. Lotses from war-
ranty obligations chall be accrued when the condi-
nons in paragraph 8 are mat. Thoee conditions may
be conudered in relation to individual sales made
with warranties of in retation (0 groups of similar
1ypes of sales made with warrantics, If the condi-
G0ns are met, sccrusd shall be made even Liough the
particular partes that will make claims under war-
ranties may Aot be identifiable.

25. 1f, based on avalable mformation, it is proba-
bhe that customess will make claims under wasman-
tics relating 10 §00ds 0r scrvices that have been sold,
the condition in paragraph Ba) is eet al the date of
muuuwix\ﬁnunnuumxmih
w«Mkmnuhhilhyhnbsnirmnﬂ.Sﬂuf»
tion of the condition in paragraph &(b) will normally
depend on the experionce of an enterprise or othey

tale becase of slgnificant unceriainty sbout possi-
ble claimns (i.e., l-‘hnmnuymgmdiimin

Fures calie for by paragraph 10 of this Staemnent
should be made.

2. gations other than warrantics may erise
with respect to products or services thet have boen
s0kd, for example, claums resulting from injwy o
damage caused by product defects. I it is probable
thas claiems will wrise with respect 10 products o ser-
vices that have been sold, accrual for losses mey be
appropriste. The condition in paragraph 8(a) would
be met, for instance, with rexpeat (0 a drug prochuct
or toys that have been sokd if & health or safety haz-
ard retased 10 those produrts is discovered and a3 a
resubl it is considered probable that Kabilities have
incusved.

enables the enterprise 10 make a reasonable
of the loss with respect to the drug product of the
toys.

Risk of Lows or Damage of Esterpriss Property

27. AU the date of an enterprise’s financial siate-
ments, i may not be insured against risk of future
loss or damage 10 its properly by fire, explosion, or
other hazards. The abience of insurance against
Sosaes rom risks of those 1ypes constitutes an exist-
ing condition involving uncerlainty abowy the
amount and timing of any losses that may occut, in
which caae & contingency exisis as defined in para-
graph | Uninsured risks may ariae in o aumber of
ways, including {(a) noninsurance of cerain risks or
co-surance or deductible clauses in an insrance
contract or (b) insurance through a subsidiary or
investee? 10 the exient nol reinsured with an inde-

X effects of rramaactzon: beiwars & parew or otheY VRO

ARB No. 35,y - IMayat 4P

COpwseon No 18 " The Equity Method of Accounting fox [avesments in Common $10¢4™)

A:countlhg for Contingencies

pendent insurer, Some risks, for all practical pur-
poscs, may be aocinsurable, and the sclf-
assurnption of those risks is candasory.

2. The absenoe of insurance does ot mean thee s

s 00 dieinotion in the value of the property. There
'nmd:mwm-mn-u
anerpriu "l

to
s inpuaired prior to thels cocarrence. Purthes, malike
imm—no ‘which has.

i

become aware of those satters wneil after U date,
1f the experience of the entcrpries or other informe-
tion cambles ik 10 maks & reasonsble catimars of the
foms that wes lncurred prior 10 the date of its fioso-

gution under policies i force to rembures deswods

Risk of Las from Future Snjury to Othors,
M-hh—vd(ﬁ:dn
Interraptisn

lomes ay be ramsonably cstimable. On U othey
hand, che conditions io paragraph § would be met
with respect to uninsured losses resulting

injury 10 others or damage to the property of others
thet 100k place prior 10 the dae of the Namnciel
Saements, even though the catcrprise may ot
P ot e i, e

cved by this Staement,

Tomat of Dprogesien

2. The thrat of expropriation of

tingwmcy within the definkion um

]
E%
!
i

immines sad compemation will be ks than

cuTying smoust of the amcts, the coudition :
accrval in peragragh a) b oo, Imanieence may be
indicated, for cxmmpla, by public or privase declars-
tous of isest by & goverset oty
of the quaarprios of actasd cxpropriation of asests of
other emterpriom. Paragraph 0(b) that

ore 0ot e, the discioneres specifiod in prragraph
m-uﬂh—hn-hnh-h::w
pouibility that wn asest ke beon Inpaired.

Ligation, Claims, and Amesunens

3. The
’_."hhtn.nnumm-h

discloture s required with respet to pending

iressced ilguion sad i o porskle cikes

and assceamenyy:

a. The period in which the undertying
~—hm-mw.?.‘.‘.2:s
Beigation or of the actuel ar possible chaim or

occurred,

At
b. ::-dmunmuu.

domes - of ihe tacsors

talderat . e
mimatng 1 -ﬂhu-.-d-a-——m—mm-—u—‘n-.
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« The abitity to make a rexsonsble ettimaie of the
amount of foss.

. As 2 condition for accrual of & lows contingency
paragraph Ka) requures thet information evastable
prioe 16 the nsumace of financial matcraents indicate
that it is prohable that an aseet had boen impaired or
a lisbility husd been mcurrod s the date of the finan-
vl sstements, Accordingly, accrual woulkd cearty
be insppropriate for Migation, clawns, or sxce-
ments whose underlying cause i an evemt of condi-
tion occurring afier the date of fmanciel satcments
but defore those financial sszsnent are imued, for
example, 8 it for damages alleged 10 heve boen
wuffered as a rewsh of an acciden thet oocurved
aftes the datc of the (inancial statements. Disclosure
may be required, however, by paragraph 11,

3. On the (ther hand, accrual mey be approprisse
for litigation, chaims,, or aesesarmemts wivose wnderty-

sfter the date of the financiel stetements. If those
linamciel staicavents have not bage isseed, sccrust of
» Jows relased to the liigation, chaim, or asmmement
would be reguised [ the probabliity of loms is wuch
1hat the condition in Ma) is met and the
amount of lou can be ctimated.

36. 1f ihe undertysng cause of the itigation, clairs,
Of Mmr1smeTt i@ an cvent occurTing before the date
of an emerpeine’ financial sasements, the probabil-
ny of an ouscome unfavorsbie to the enserprise
s be ine whethey

m paragraph Ia) 1 M. Among the factors that
thould be considesed are the nature of the liigation,
claim, or auscsment, the progress of the case
(inchuding progress after the date of the financiel
sarements but before those staservents are swed),
the opsreons or views of legal coumsel and othey
advisers, the expernce of the emerprise i smiles
caaes, ihe cuperience of other entevprises, and ey
decruon of the erieTprise managrment & (o how
the enteeiee intends 1o respond 10 the towmail,
claim, or aesamen (for cxample, a decision to con-
test the cav vigorously of 8 decision 10 seeh an ot~

be mterpwerod to memn (hat the condition for scorusd
of 8 lous in paragraph Ma) s met

17 The fihng of 1 suit or formal essertion of &
cleim or avessment docs not eutormatioally indscat
that sccral of » fous mav be appropriste The

FASB Statement of Standards

i t0 be probable If

ceme is desermincd 10 be reasonsbly possible bet
170t probabile, or if the amount of koss cannct be res-
sonsbly extimased, accrus! would be inapproprisse,
but disciowure would be required by paragraph 10 of
this Staterneni.

3. With respert 10 unasertod claine and s

. y + sl
mmmhd.”wﬁrhlm
memaal agemcy, if enforcement procusdings have
boen ov are Ekely (0 be instinuted, is ofven followed:

closwe would be required by paragraph 10.
39, As s condition for sccrual of & lows contingascy

n paragraph §(a}), but 1he range of possible tom b
wide. For exasnple, an enterprise ouy be Bignisg
an income tax matter. In preparstion for the trial, i
may determine thai, based on recent decisiom
involving one aspect of 1he ftigation, i ia probeble

degree of y of an outcrme
must he avessed | he conciton for accrusl in pare-
orach RO wold ter met sl an unfavorsbie out ome

have 10 pay tases of $A million nver and sbove the
37 mithon in that caee, paregraph § reguirm

Accounting for Contingencies

S30h 9 may e s accread of fomes wed,. thaafore,
e accved. o dom ot mast the condisions of paregraph §.
f:'_:"'-—"fw-v-l&-& ©. Tiw condians for acorend in peragrvh § do

40. Al the tiome that & property and casmlly s :—“-uwuhd.
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agenda 8 project then enttled *Accounting for
Futuse Losses.> The project addressed acoual and
dischosure of loss contingencics, The Boasd belicves
that “Accounting for Contingencies” s & more
descriptive title for this Statemnent than *Accounting
for Future Losses.”

accounting and
reporung. These included (a) uninsured risks {"adlf-

FASB Statement of Standards

of the American Imurance Assocution, and this
information was made avaitable 10 the Board.

2. On Augus 2, 1973, the SEC amnounced in
Acvounting Series Release No. 145 that property
and casushy insurance companics should not
change theis method of accounting for catastrophe

53, The Board issued the Discussion Memorandum
on March 13, 1974, and heid & public hearing on the
subject on May 13, 1974. The Board received 87
pﬁmm.molmﬂ,nﬂuﬁsd
ol preseptations in response W0 the Discussion
 the public hearing.

54. An Exposure Draf of » proposed Staiement on
ing for Comti ™ was isucd on

insurance™), (b} risk of lowes from
assumed by propesty and casushy insurance comps-
nics, and () risk of losses (rom exproprietions by
foreign gover nments.

. Rescuch undertaken in connection with this
project included (s} a search of relevant basrature,
() an examination of publighed financial wate-
ments in annusl reports to shercholders and in (-
i,u-umheﬂ’ﬁmi’uvmlu.(c)lw
survey conducted by the Financial Executives lati-

50. On Janusry 3, 1973 (prioe to the date the Board
M[mswﬁmiuw)‘mwm
Comemssion & s Accounting Series

major

The SEC Kelomse indicaied that the on
Inswance Accounting and Auditing of the AICPA
was working actively on the mabject in cooperation
with indusiry grougs. The Release set forth certain
dischure requisements pending resohution of the
question of accrual.

$1. The AICPA committees report (dated July 17,
memonndun sctting

October 21, 1974. The Board recrived 212 doters of
coarnend on the Exposure Draft.

Appendis C
BASIS FOR CONCLUSIONS

posed thes the Statement pot deal with accrual and
dlscosure of Yoss conlingencies in general but,
rathez, only with the following throe spesific mat-
ters: “scif-dosurance,” risks of komes from catas-
trophes semmed by property and ol ineur ':

$7. The Board has concluded, however, that the
broad issue of accrual and disclosure of los con-

Accounting for Contingencies

the Drscussion Memorandum were used "2 caam-
ples (0 assist in the evahuation and development of
criteria for sccounting for future loxses,™ and other
examples were discussed. The Board has concluded
1hat Joss contingencics such as those given & cxam-

for and reporting ahoukd be
1t is for that reneon, aleo,
that the Board w deel wich

FASS

Acconating Accrasis Do Not Pravide Protection
gainst Lomm

61. Accrual of 8 kom reiated 1o 3 contingancy does
ot create of st askde funds (0 lowen the pomsible
fMrancied impact of & ko, slthough some reapon.
dents 10 the Discwssion Metsorandum and the
Exposure Draf) argusd to the contrary. The Board
befleves thet confusion cxists berween accoveting
accrusls (sometiengs refavred to s “acoounting
resarves”) and the reserving or satting aside of pe-
cific amsets 10 be wadt for, & particulae purposs of
contingency. eccrusle are shoply 8
method of allocating costs among accouniing
pariods and have uo offe on e enserprise’ cash

should be accounted for pursusn to the provisions
of this Staterent.

ACCRUAL OF LOSS CONTINGENCIES

5. Peragraph # roquires that a loms contingency be

accrued if the two specified conditions are met. The

purpose of those conditions is to recuiire accrwal of
eatimable

prevent accruad in the financia) statements of
ADOUN3 80 URCETISIN 83 10 impeir Lhe intagrity of
Board has o

dosure is preferable to sccrual when a reasonebie
estinate of loss cannot be made. Further, evan
losses that are reasonably estimable should mot be
_In\lﬂi’ﬁimwM(Mml—l-m
impaied or & Babiity has been incurred st e duse

or activities of the current or prior periods is a0 do-
ment of auset knpairment or Hability incurvence.

0. In establishing the conditions in paragragh §,
Board members considered the factors discussed in

[T y—rp——

oty Jocms, und the Ducusaion

e perrs would meresuarly imvolve reconssdriarion of both AR Ne 30 ead Chagser 6 i ARS No 43

61101 Individual Board memben gave

ETEAIET weirhs 10 rvme farenec chan in nehars

not affect the fundmmental Dusiness

than duchaion.

€2, 1 that regand, some repondents to the Discus-
son Memorsadum sad the Expomst Draflt con-
tended hat aa accousting etanderd thet doce mot
parmmit periodic acorasl of eo-calied “wetf-lasurance
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&4 Fmancial statement users have indicated, how
cver, that infurmanon aboul easmings varatility &
important to them. Two clemems often cted &
hasic (0 the decision models of many financial state-
mem usens are (n) expected return—ihe prodicted
amount end liming of Ihe return on an
investment--and (b) nsk—the variability of Ihe
enpected return. 11 the netwre of an eaerprisey
opersinons s such that irregularitics in the incr-
rence of fosses cause variations la periodic aet
income, thal fact should not be checured by soor-
ing for antcrpated lossts thes do not relate 1o D
curvens

trophes woe prohibited, some respomdets COD-
\ended, cnierprises would be foromd to purchase
nsurance or remaEANCe 10 achieve the more sable
penan of reporiod earnings that tends 40 ScCOM-
pany the use of an “accownting reseyve " Inauranos
o reinsurance reduces of clisineics risks and the
inherent carnings fluctustions thet eccompany
ks, Unlike wwurance and rck ‘howeves,

FASB Statement of Standards

that do not
Fmsactal Acremsting sad Rrporting Seflect
Primar®y the Efferss of Pt Tronsactions and

67. Fieancial accounting sad reporticg reflects p-
and existing

[ 4]

the use of “accounting reserves” doe nol reduce o
clismunare rick. The Board rejects the comiention,
iherefore, that the use of “sccounting reserves” is o
ahernalive 10 insurance and reRIUERCE in protect-
ing again nsh. Easnings Muctuations are inheremt
i ok retention, and they should be reported
Ihey occut Fhe Boasd cannol senction the use of en
accounting (rocedwre 10 create the illusion of pro-
tection (10m sk when, in fact, protection does not
cun

66 The Hoard has alo considered the argument
thae penadi. accrual of lotses without regard to
whether an a1aet has boen wnpaired or Usbitity
ncusred s ustified on gounds of comparsbility of

. Some

financial \taiements among emHerprises
eespondenis coniended. for exampie, thas sccrual i
neceasary ta make the financis! matements of

enterparies 1hat Go not purchase iNRIFANCE COMPArs-
ble 10 those of enterprises that do purchase -
ance (and report the premioms &3 expenses) and (o
mske the (inancal stsements of property and
casushly insurance companies. companble regand-
Teta of 1he cxtent 10 which resurance has been o
chased In (he Boardy wiew, hawever, to renon
sctivity when there has heen none would obecure &
fundamental difference 1n crcumstance beyween
enterprives tha tramster tisks s0 others and those

of & ability when # is not probable that one has
been incurred and 10 prohibi the soorvsl of an asset
impalrment when i it not probebic tht an emet of
an enterprist has been imparred

The Coucept of o Linbilty

vant to consider the concept of 8 liability s
expressed n sccounning literature

70, The econom: obligations of an enterprise are
deflnd i paragraph 38 of APB Statement No. 4.
“its presera sesponsibilities 10 transfes cconomkc
resources ov promde services 10 othey entities im the
future.~ Two espects of that definition we capecially
refevant to accounting for contingencies: flrm, that
liabilities are presen: responsiblities and, second,
that they are obhiganons 1o orker ewines, Those
notons sre tupported by other definitiom of Sebili-
es in published accounting titerature, for cuample:

Accounting for Contingencies

Lisbiliies are claims of credisors ageles o
emerprise, arising caa of past activisis, (et ey
10 be satiafled by the dsbarscmens of wtils selon
of carpocase resowrces. !

A Bability s the reslt of & vemacties of
past, a0t of the farare 11

’II,m?h Ka)—the « b
coutingency be accrwpd if b s probabieched ¢,
oy b besn  promin

FASS

b. Susamam $ of Chmpter 4, “tavamsory Priciag,”
of ARE No. € sabes thas *» daparuure from. the

or & pricy pariod (sememing the smowm of 10w can
e repsounbly etimuted—em parngraph

The amount of the sbily mus be e wbjey
of caloaiution or of clow ssthuion.

73. The condiion & paragrach Kbt a atb
matef o from o e comtingancy aot be st
watll che amowst of lom can be renesmpbly
eximates i comisem with this Matwe of s
fiabilliry conoope.

Accousting for bmpuirmet of Yolue of Asen
. The accrwal of some km contngacies sy’
revdh @ fod

-
et rather (ham In recording o Seblliry, for cu
ple, accreals for of smte o waeet
loruibile reveivables. prescatly
mpuirments of the value of ssscts wch a8 e fob

. Pungragh 9 of Chapar JA, “Currest Amsh
and Cwrem Lisbilities,” of ARD No. 43 gro.
carkie.

amat shonekd 808 Caceed the ket vahae”

VAt Acovertiog Amaciuiten, Acremeting ouf Aupuriing St for Corparate Pausariel Supstarns and Poereing Soste

e and Sepptevngacs (Sarsasa, Pla ' AAA. WET), p 16,

" o of Listiiim, * T3

Areascacs Moy 1988, 0

n,

'Asetricas Actwenting Aseciurion.
"

Horios Moowets, * T Chasgiog Concem of Lisbllinn,” p &4

Smncs. ¢ 16
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e thal etimated kowses from those types of
“omisngenses b scarucd in each accounting period
even if not dires Uy relaled (o events of activites of
the penodt

21 APB Statement No 4 cxpliculy avods using the
term "malching™ because i has 3 vancy of mean-
ings in the acounting Lierature. 1n its broadest
«cnse, matching tefers to the enlire process of
sixcome determination—dexcribed in paragraph 147
of AP8 Matement No. 4 as “identilying, measur-
ing. and relaung fevenue and cxpenses of o
enterprise (07 21 acoounting penod.” Matching may
4150 be wied in o more binuted sense Lo refer only o
the process of expense (ECOGRILON Of in &0 Even
more Lmited \enxe 1o tefer Lo the recogniion of
eupenses by awocialing couts with revenue on 3
cause and effet basis.

18, Three pers asive prinuipies for recognizing costs
as expenses aic st forth n paragraphs 156-160 of
APB Stutement No. 4 as {ollows:

Assucating Couse und Effect. . Some couls
e recognized as expenses on the basis of & pre-
sumed diret association with specific revenue

recogmng them 23 €ADENSES aCCNTIPANS
recogmution uf the revenue

Systemaix and Ratwonal Aliocetion. . W an
msser provides benefis for several peviods ts cost
s allocated 10 the penods ) a systematic and
ratonal manner 1n the abgence of » more direct
basw for associaung cause and effect.

fminediate Recognriion. Some COst Are asso-
Gared with the current sccounting period a3
expenses becsuse (1) costs incurted during the
prervud provide o discerruble future benefits. (2)
conts recorded as assets in pnor periods no
tonger prawide discer ruble benefits or (3) allocat-
ing vosts cither on the bavs of associstion with
sevenue or among several accounting periods is
consxicrod 10 serve no useful puspose.

9. Some who believe that maiching requires
acerual of lasses that are likety to ocour irrcgutarly
over an enended peniod of lime encompasiing 2
fumber of acounting penids cite (he systemalic
and rational allocalion principle of €XpERE FeCOgnI
1ron ¢ yusisfication for then positon. That praci-
ple, however, iavolves the sysiematc and sstional
ocation nf the cost of #n asset (an asset that Acs
een acquired) throughout the esumated periods
that the w331 prowides benefits oF the sysiematic and
rational ac: rual of the amount of some obligations
1hat Aave been the
estimated peviods that the obtigations are incurred.
The custoumary deprecation of plans and
w« an reaninie of the former, when reasonably esti

FASB Statement of Standards

rmable, the accrual of v ation pay is an caample of
the latter. The systenanc and ratwnal allocation
principle has no apphication 10 asscts (hat wre
expexcted 10 be acquined in the futwe of to obliga:
trons that are expected 10 be sncusred in the future.

20, Mazchung, in the sense of recopruzing expenses
by associating costs with specific revenue on A cause
and effect basis, is @ consideration relation to
accrual for such matiers as uncoliectible recevables
and warranty obhigauons For cxample, most
enterprises thal make ciedi sales o warrant their
products of servioes regularly incus lokses from
ncolectible receivables and warranty obligations.
Froquently, those losses can e associated with reve-
nue on & cause and effcct basis. I the amount of
Ihose loses can be reasonably esti ted, pasagraph

\hat an aiset has been impeired
lectible receivables) or that a liability has been
Incurred {eimated warranty clumsh

Sqreading the Burden of Irreguiarty Ocewrring
“osts 0 Sucressive (encrations of
Custousery snd Sharebobders

$1. Some respondents 1o the Discussion Memoran-
dum and the Expoure Drafi contended that all
coms of duing busincss should be accrued in each
accounting period s that successive generations of
customers and tharcholders would bear thels share
of all costs inchuding those that occur uregularty It
would seem, however, that those iegularty ocour-
ring costs we ususlly borne by customers
pricing policy and that pricing is not necessarily
dependent upon financu) accounting and reporting
peacticss. With tegard to sccrual on grounds that #
enables succemsive generations of sharchokders to
beas their share of rercgularly occurring costs, %
paragaphs 63-63

‘Conservatism

§2. On the grounds of CONETValism, 30Me FESpOR-
dents supported accrual of estimated losses from
loss ey helote available indi-
cates that it s probable that an assa has been
impaised or & babihty has been incusted. Conser-
vatism is indicated a5 one of the “charcteristics and
Kmitations™ of financial accounting in paragreph 35
of APB Sigtement No 4 a3 follows:

Conservatism. The uncertainties thal surround
the preparation of financial siatements sre
refiected in & general tendency toward early rec-
ognition of unfavorable events and minimizs-
t1on of the amount of nes asxcts and net INCOME.

83. Comscrvatim w (urther discussed in paragraph
171 of APB Statement No. 4.

Accounting for Contingencies

Comservatiom. Frequently, asscts and Hebilithes
are measured in a context of sighificact unoer

income and net asscts. This
of L “Hl-ummu-

;. Su:_mmadmugmu'
purchase inmurance again keecs thas can be ressos-
ably expected somme time in the future (such ae risk

8. In the Board) judgment, however, the

muﬁ.-wmummwu\:

clal maternents, does not mean thai » los thowld be

accracd. Anticipation of amet ienpairments or labl-

:ﬂmh:h_mmkmmhn
auTet :

e o ul?rhpundhum

e com-
ility among eecrprises that do and do not

OcOMTing coNs 10 TSI o
\umers or on the growads of consarvatien & dis-
In paragraphs 01-84.

o oy
the provisioms of this Sate-

e may ot be ”

h .l'W_luf-u.-o
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1ee 10 tudy fusther (he matter of catastrophe
T and 10 make i

FASB Statement of Standards

trophes are certsin 10 occur does not justify sccrusl
before the oveur. As ssted in pare-

oerve
Thereon The Hoard has concluded, however, tht its
own reearch and that of others (mentiowsd in

m”.ﬂcmdluwhﬂhmlﬂ
In paragragh § s o requiee accrusl of lomes if they
by entimable snd relste 10 (e Correns or

Appendix B 10 this Sastement and n
ihe Dncuswon Memorandum), the writien
responses reoeved to The Discirssion Memsorandum,
the presentsiions made st the public hewing, and
the letters of comment on the Exposure Draft pro-
vide the Board with sufficent information with
which 10 reach @ conclusion.

92. Proponents of catastrophe reserve accownting
generally cue the following rcasons for their pos-
non:

|
HA
9
[

satstics) iechmeques, catastrophe

predcted oves the long term with reasonable
accuracy

Maiching. Some portion of properily and
cusualy insurance prenums ls imended 10 cover
lossey that umally occur and o
inervah longer (han both the serems of the poll-
de in force wd the financied sccownting and
reporting period  Catastrophe losses should,
Iherefone, be acurued when (n reveme ia recog-
ruzed (07 premiumms should be defarred beyond
the terme of policies m force t0 periods in which
the catastropher occwr) to maich catastrophe

"

!
i
i
]
i

and avouds @Taix vanations crused by irrege-

Iarly oucnirring calasirophes.

Comporobelity Ramurance premivms paid by s

Pime inwurer are wid 10 be similar 1o sccrusl of

eatastrophe losies prior 10 thelr occurrence

because the reinsurance gremiumg paid reduce
inviwne hefore & « stastrophe loss occwrs. Accnasl

of catsvirophe losses &3 4 cxpense prioe 10

octitrrence of 8 < stasirophe makes the Tinancel

satements of property and casually inrance
companses comparable regardicss of the extent

10 whach reingan ance has ben purchased.

1 Nonervrual would forve purchame of renser.
once Nom-accrus! of catastrophe losers will
Torce provperty and casuahy ineurance comparmes
(0 purchase reinsurence

n Generainms of policyholders. Periodic sccruad
of estmated catasitophe losses charges each
genetatnn of pohcyholders with #s thase of the
lost thtmsgh the premium snucture

91 The Hurd dos ot Tind thow arguments o
\amuve The fact that ovec the long ferm catac

rophes that may occws afier expiration of their pol-
cles. Accrual for those catastrophe loses would

record
of & lisbility discinssed in paragraphs 69-73.

4. The Board revogrizes that the costs of cates
wrophes to mswrance compasics are lrge and e

preminm
holders. it is the view of the Board, however, that
the long-run nature of pricing of premivms showkd
a0t be & detcrrminant of the time when o Kabibey i
recorded.

9. The AICPA Industry Audit Guide, ~Audits of
Fire and Casusity Insurance Companics,” describes
accounting for premiums as follows (5. 24-25):

A1 3000 8 8 policy it issued promising (0 indesw-
nify for lows, the rmsurance compeny incwrs a
potential Gabilny. The company may be calied
upon 10 pay the full amowet of the policy, s por-
tion of the pohcy, or nothing. It woukd be impos-
sible 10 1ry 10 measure the Sability under & single
policy. However, since inpurance is based on the
tsw of averages, one may ctimate [rom expe-
nence the loss on & tasge number of policies.

At suale supervison of insusance developed, the
nsurance depariments set abows providing &
trgal basis for determining the poscntial Nabllity
undes outstanding policies in crder 10 establish
an ample reserve for 1he prosection of policy-
holders and provide » umifore mathod of calce-
(atson. It was recopmred thal, sincs the premium
1 expecied 10 pay losses end expemses, and pro-
vide a margin of prolst over the serm of the pol-
v, the prrton meswred by the unexpired e
<houkt be adevjuste to pay policy Esbiities (orin-

Accounting for Contingencies

cipally loss end lous expemses) and retura
“ﬁhlhmn---&:
basis for all companies. Therefore the

96, Because wncarnod premiume repressmes (hs
“wnknown Rebiliey.” the Soard is of the view they
s inapprogriane 10 accres an sddisions) wmens

policies thet ary in foroe, providad that G lee e
be rensonally estiated, jus o0 accrual of nl e

91. With respact (0 canmstraphes thet
'W'N--dn&hvm.nm
conditions for accresl in paragraph 8, the ewc:

i

L Jd
the terms of those policies, and the
u_n—m-uu..“,u.
eimable. The letiers of commen end

g

i
i
!
!

fil

|
g!
I
il

I
|
!
i

|
|
|

-.-‘~_~‘ & prann
O b b charged & alho guastionshle -:
turis emebished for promiums are ot ascomer-

|
|
2
i

this Stmamme dow ROt reuaire dlsckmre of we-
sured risks. Howswer, the Board does not discournge
those dixclosutes In appropriate circumsiancry



FASS FASB Statement of Standards

SFFRLTIVE DATE AND TRANSITION

104. The Boerd considered three shesnative
approaches 10 & change  the method of accounting
for i ies: (1) prior penod adj o
the “cumulative effect”™ method dexcribed in APS
Opinion No. 20, *Accounting Changes,” aad (3)

mem method, A Large sumber of respondents 1o the
Exposure Draft, however, opposed the prior period
adjustment method for & number of reasons,
prorrieTber ot o ba

mining the degree of probability and estimebility
thet had exised in prior periods s would have been
required if the conditions ia paragreph § were
apphiod ivety. On further oosideration of o

retention of mmounts accraed for that

chasged thereto. The Exposure Draft had proposed
the change be effected by the prios penod adjust-

ey The Boass b o um
of the “cumulative effect® meihod "described I
APB Opinion No. 20 represcats & sacisfactory sobe-
tGon and hes conckuded (hes the cffective duse is
Paragraph 20 is advissbic.

L9



68

Senator PrRoXMIRE. Professor Briloff, thank you very, very much
for a superlative presentation. I have rarely been more impressed
by a witness. What you presented to us here today has been ex-
traordinarily useful.

You say—and I'm deligthed to hear you say this—that it’s not
the system. It’s the individuals within the system, whether we're
talking about a corporation, General Dynamics, or whether we're
talking about a fine accounting firm, like Arthur Andersen, or
whether we’re talking about what I think has been over the years
probably the best agency in Washington, the SEC.

Mr. BriLOFF. Yes.

Senator PROXMIRE. And I especially like your reference to the
“bikini” phenomenon. I hadn’t heard that before, that which is dis-
closed is interesting, but that which is concealed is vital.

Let me ask you first, in your opinion, did General Dynamics fail
to make adequate disclosure and thereby violate securities laws in
its financial reports during 1976 and 1977?

Mr. BriLorF. The answer is yes, as far as 1976 is concerned. Even
the Securities and Exchange Commission, when it determined to
terminate the investigation in early 1982 would confirm that. With
respect to 1977, most certainly consistent with what it is that I said
of when we have within just a few months thereafter the SEC able
to document the extent to which those claims were not sufficiently
palpable to warrant the inclusion within the financial statements
per se, and where the footnote as it was presented, presented the
situation in the best light as seen by management; namely, the
tens of thousands of changes that were made and similar observa-
tions instead of including some of those factors which I can’t help
but feel were available to the corporation and the auditors as to
the fact that so much of the cost overrun included within the
claims was attributable to inefficiencies and possibly even increas-
ing inefficiencies on the part of the corporation and other factors
which were not the fault of the Navy but had to be swallowed by
the corporation.

Senator PRoxMIRE. In your judgment, Professor Briloff, should
the SEC have taken action against General Dynamics? And if so,
what action would have been appropriate?

Mr. BriLorF. There is no question but that the 1982 determina-
tion to conclude the investigation was, at best, premature. It should
have done that which it said it cannot do; namely, to allocate suffi-
cient resources.

As I recall it, no testimony was taken under oath with respect to
these determinations and they should have been. In short, the in-
vestigation should have been permitted—in fact, required to go for-
ward with expedition and with an effective conclusion.

Senator ProxmIre. Did the company’s outside auditors, Arthur
Andersen & Co., violate accounting standards of any of the laws ad-
ministered by the SEC in connection with General Dynamics’ 1976
and 1977 financial reports?

Mr. BriLorr. Well, just as I have said during my presentation
and stated definitively in my prepared statement, by my assertion
that they violated generally accepted accounting principles by in-
cluding as revenue an amount in excess of that which was probable
and verifiable, they violated generally accepted accounting prinici-
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ples; and when I said that the auditors failed to manifest the inde-
pendence of attitude and responsibility, when they failed to show
that professional skepticism which the Securities and Exchange
Commission points up so very, very frequently in connection with
its allegations in various situations, by their failing that independ-
ence they violated generally accepted auditing standards.

Hence, I maintain that by the violation of both of those essential
pillars of our audit responsibility, Arthur Andersen is severely to
be faulted, and the Securities and Exchange Commission should be
faulted because I cannot help but feel that my friends, fellow ac-
countants, and the staffs of the chief accountant and the enforce-
ment division should have sensed that.

Senator Proxmire. Well, should the Securities and Exchange
Commission have taken any action against Arthur Andersen & Co.
and, if so, what action?

Mr. BriLorr. Well, they most certainly—assuming for the
moment that the continuance of the investigation would have gone
forward and confirmed the views that I have, then what they
should have done was to do that which they did in the Litton situa-
tion; namely, to censor Arthur Andersen certainly, and General
Dynamics, and, Senator, to go back to your opening remarks, the
Commission and the Justice Department should move far more dili-
gently very early during these periods to make sure that the stat-
utes of limitations for possible criminal actions are not permitted
to pass without full and effective remedies on behalf of our society.

So it is that the SEC—I fault it in terms of what I said in terms
of the context of looking from 1982 backward, but the fault lay
even earlier, I believe.

Senator ProxMIRE. Now according to an April 12, 1976, memo by
General Dynamics auditors of the submarine contract, it was
learned, “The internal reporting on this contract continues to be
inadequate since there is no measurement of actual return hours
versus the hours expected to be incurred for the actual progress
achieved.”

Now how significant is this deficiency and is it possible that it
would prevent an auditor from finding out about overprogressing
on Navy ship contracts?

Mr. BriLoFF. Senator, the document that you read from is but
one of those that were made available indicating a great deal of
confusion within the internal organization of General Dynamics re-
garding just what it is that was happening with respect to the
building of these submarines.

Now, then to the extent that an independent auditor confronts
an important situation where there is an inadequacy of internal
controls with respect to critical matters, then our book of rules re-
quires the independent auditor to develop the data independently
in order to permit him or her to reach an opinion with respect to
the financial statements as a whole.

In short, what I am saying, without referring to this memoran-
dum only, that to the extent that they found the accounting proce-
dures carried on internally with respect to the submarines or the
688 contract to be so confusing and uncertain as to what were the
costs, then the independent external auditors should have either
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made their own independent determinations or then denied an
opinion by saying we are not in a position to express an opinion.

And let us again remember that which I said several times this
morning, we are dealing here with an enormous sum in absolute
terms but probably even more importantly, relatively speaking, we
are talking in terms of should the 1976 income statement show
$130 million pretax income or show a loss; should the 1977 income
statement show $160 million plus or show a loss. So it is that those
numbers cannot be verified through the reliance on the internal
control system and the auditors cannot move to implement their
own investigation, then the answer is that they have to deny an
opinion.

Senator ProxMIRE. Now in addition to being General Dynamics’
outside auditors, Arthur Andersen & Co. serves as management
consultant to the firm and Arthur Andersen receives much, if not
most, of its income from the company through consulting contracts.

In your view, is there an inherent conflict of interest when an
outside auditor also serves as a consultant to a firm, and might
that explain why Arthur Andersen did not act as independently as
it should have on the submarine contracts? Also, should the SEC
do anything about such conflicts of interest?

Mr. BriLoFF. Senator Proxmire, this has been the subject of my
testimony twice before the subcommittees of the House of Repre-
sentatives and once before Senator Eagleton’s subcommittee of the
Committee on Government Affairs, to emphasize and reemphasize
and to underscore the very phenomenon of the conflict. Whether it
be a conflict in fact, which it may very well have been in this case,
or merely a conflict in appearance is for me of secondary import.
And here, Senator, Chief Justice Burger in his 1984 opinion in the
Arthur Young situation said precisely what it is that I have just
concluded, that the independent auditor must not only be inde-
pendent but he must be perceived as being independent.

And certainly now, knowing the facts that you have just de-
scribed, which I was not privy to before I heard it from you, Sena-
tor, it certainly says to me that most certainly in appearance the
auditors were not independent.

Now with respect to what should the SEC do, back in 1978 and
1979, the SEC did try to do something and in fact did something.
They promulgated two accounting series releases, 250 and 264, but
then—and I've testified with respect to this once or twice before
other committees—came 1981 when the incumbent Chairman of
the Securities and Exchange Commission, according to the Wall
Street Journal article in August 1982 as I recall, asked the then
chairman of the American Institute of CPA’s what does the ac-
counting profession want most and he was told, according to the ar-
ticle by William Kanega, then the chairman, “Get rid of 250 and
264,” and that was gotten rid of; 250 and 264, I should mention, re-
quired a modicum of disclosure regarding potential contamination
of independence through the rendering of peripheral services. So
now—and these are the phrases I used when testifying 3 months
ago—this is a manifestation of the arrogance of power where only
my profession, the accounting profession, says:

We're going to do whatever it is that we darn please, providing the clients are
prepared to pay for it, of course; and it may involve some questions of the appear-
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gn_ce of independence and we are not even going to tell you what it is that we are
oing.

And 1 keep saying, would we permit such a standard from
anyone in the judiciary, from anyone in the legislative branch,
from anyone in the journalistic profession, or the historian profes-
sion? Of course not.

Only we, because of the arrogance of power, to use the phrase
that I alluded to—it’s not original, as you know—feel that we can
do just that.

The Securities and Exchange Commission ought to reinstate an
even stricter standard than that which prevailed under accounting
series release 250.

Senator PROXMIRE. Professor Briloff, do you view the SEC defi-
ciencies in this case as part of a more widespread problem concern-
ing the enforcement of securities laws against larger corporations
or lgrge defense contractors? If so, how would you define the prob-
lem?

Mr. BriLorFF. I define this as the double standard that prevails
with respect to the SEC’s enforcement actions, Senator, where
when they confront the actions by our smaller, less affluent, less
powerful colleagues, the Commission moves preemptorily and
denies them the right to practice for periods of months, years, and
sometimes to eternity.

However, when it comes to our major brethern—and I must
admit, though, that they are manifesting some alertness recently—
somehow or other, they perfer to act with benign neglect. And I
have noted in my testimony case after case where the SEC has in
fact compelled the corporations—again recently—to recast their fi-
nancial statements as not being in accordance with generally ac-
cepted accounting principles, and they did in fact recast, and these
releases don’t even mention the name of the independent account-
ing firm, and I keep asking the question, how come? Were the inde-
pendent auditors involved there? And then, when it comes to the
major firms, somehow, even when they have under rare occasions
determined to mete out some censor, even in those rare occasions,
it’s a consent decree and quite frequently they will say, “Well, the
partner has retired,” or “He’s no longer involved in this industry,”
as they did in connection with the Coopers and Lybrand matter, as
I recall, last year, when this person agrees for the last 5 months—
last 5 months, not the next 5 months—he won’t audit another such
situation again, and other similar soft responses to these critical
issues, even though, mind you, as I indicated earlier, the smaller
brethern are involved in a $100,000 or $1 million—I'm not condon-
ing what they have done—as contrasted with hundreds and hun-
dreds of millions of dollars involved in the larger issues.

And how does the Commission respond? Again now I am quoting
the chief accountant of the enforcement division, “When it comes
to the major firms, their involvements are in a gray area, there-
fore, there’s always some question and some doubt.”

Of course, they're in a gray area. Of course, it is, but the ques-
tion is, How dark a gray before it becomes black and to what
extent should these major firms be responsible for being particular-
ly sensitive to the shadings of the gray?
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Remember, they sit in the seats of power. They are critically in-
volved in the creation of our standards of accounting principles and
auditing standards. If they don’t clean up the act, who will?

Senator PrRoXMIRE. I have one more question, Professor Briloff.
Are there any congressional actions you would recommend to en-
courage the SEC to more vigorously enforce the securities laws
against defense contractors. ,

Mr. BriLoFF. Interestingly, Senator, I am not certain that it re-
quires legislative action. I believe that we have enough legislation
on the books now to fulfill that which I know you want very much
to see fulfilled; namely, meaningful and effective corporate govern-
ance and accountability at all levels, because it requires not only
management, not only the auditors, but also the Securities and Ex-
change Commission. :

The legislative responsibility that I see importantly invested in it
is to keep inquiring and probing as to whether the system is func-
tioning optimally.

Now there are serious shortfalls in the way in which the system
is (functioning, Senator. I have alluded to some of them in passing
today. '

I believe, as I have noted in some contexts, that the independent
audit committees that are now required of most publicly owned en-
tities, certainly all those admitted to trading on the New York
Stock Exchange—those committees should see their responsibilities
fully and forthrightly and to see them followed aggressively.

The committees should be comprised of persons who are pre-
pared to give enough time to their responsibilities to understand
fully what it is that is happening or going on. They should be sur-
rounded by a group of professionals, not on a full-time basis and
not on a staffing basis, but to have the consultative relationships
whereby at least the independent audit committee could ask the
right questions and not be snowjobbed by the added wisdom that
presumably comes to them either from their chief financial officer
of the corporation or from their independent auditors. The audi-
tors, probably before meeting with the independent audit commit-
tee of the board of directors, have already cleared their comments
and remarks with the chief financial officer of the corporation.

So that ought to be strengthened and then, too, the SEC ought to
move far more aggressively to make certain that the peer review
system that might be made to prevail within the profession oper-
ates more effectively than that which prevails presently, both with
respect to the administration of the Ethics Division of the Ameri-
can Institute of CPA’s or with respect to the peer review system
that prevails otherwise.

Senator PrRoxMIRE. Professor Briloff, thank you very, very much.
We are in your debt. You have been an extraordinarily useful wit-
ness and we deeply appreciate your appearance.

Mr. Brirorr. Thank you again for the privilege of being able to
share my views as a citizen, Senator.

Senator PrRoxmIRE. Chairman Shad, you may step forward to the
witness table. We are happy to have you here, sir.

Chairman Shad, I have read the statement that you have submit-
ted. It is, of course, signed by two of the Commission staff and not
by yourself. It will be placed in the record and I have some ques-
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tions based on it, but you're the witness invited and you were con-
firmed by the Senate and we will look to you for guidance and for
clarification of the policies of the SEC.

I understand you have an oral statement which I hope you can
limit to 15 minutes so we can leave the maximum amount of time
for questions and answers and we are happy to have you here, sir.
Go right ahead.

STATEMENT OF HON. JOHN S.R. SHAD, CHAIRMAN, SECURITIES
AND EXCHANGE COMMISSION, ACCOMPANIED BY CLARENCE
SAMPSON, CHIEF ACCOUNTANT; AND GARY LYNCH, DIRECTOR,
DIVISION OF ENFORCEMENT

Mr. Suap. Thank you very much, Senator Proxmire and also
members of the subcommittee. I have a very brief opening state-
ment, and then I've asked Gary Lynch, who’s the Director of the
Enforcement Division, and Clarence Sampson, the Chief Account-
ant of the SEC, who are here with me to amplify and give their
own opening statements. I hope that among the three »f us we will
be through within less than 15 minutes.

Thank you for the opportunity to testify concerning the account-
ing practices of defense contractors and the SEC’s 1978-82 investi-
gation of General Dynamics.

Present today are the Chief Accountant, Clarence Sampson; and
Director of Enforcement, Gary Lynch; and other members of the
staff. They are the most knowledgeable Commission officials on
these matters. Neither I nor any Commissioner participated in the
decision to conclude the General Dynamics investigation.

_The following is a brief chronology of the actions of the Commis-
sioners.

On June 6, 1978, by a 4-to-1 vote, the Commissioners approved a
formal order of investigation which authorized the staff to issue
subpoenas and take testimony to determine if there had been false
filings with the Commission concerning General Dymanics’ claims
against the U.S. Navy.

In August 1978, the Commissioners unanimously authorized the
staff to brief the House Appropriations Subcommittee representa-
tives concerning the case, and SEC Chairman Williams sent a
letter to you, Senator Proxmire, reporting on the status of the case.

On December 6, 1978, the Commissioners unanimously granted
the FBI access to the case files and several months later the Jus-
tice Department.

In early February 1981, the members of the Enforcement Divi-
sion responsible for the case determined that it should be conclud-
ed. In 1984 and 1985, the Commission unanimously authorized the
release of the case files to various congressional committees on four
occasions. Two were to this subcommittee.

To the best of my knowledge and belief, the foregoing is the
extent of the Commissioners’ involvement in this matter. Messrs.
Sampson and Lynch have brief opening statements, as I mentioned.
They will be pleased to describe the relevant accounting practices
and principles and to provide the facts concerning the SEC’s 1978-
82 investigation of General Dynamics.

Thank you.
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Senator ProxmMiIRE. Thank you, Mr. Shad. Before Mr. Sampson
and Mr. Lynch testify, I appreciate very much your having these
experts appear and, as you say, as I understand it, the staff makes
the decision, in this case, as to whether to proceed or not. But after
all, the staff is not appointed by the President or confirmed by the
Senate and we hold you responsible and I'm sure you accept that
responsibility. Is that right?

Mr. SHap. Not for closing cases, no. It's been a longstanding
practice of the Commission for many years that the staff has the
. authority to close investigations.

Senator PrRoXMIRE. I'm sure they do. But if the Commission—the
duly appointed Commission, the people we rely on and are account-
able to us would disagree with a decision to close a case, wouldn’t
you feel you have a responsibility to let them know how you feel
about it and challenge them on it?

Mr. SHap. If we had knowledge of it, but we do not have knowl-
edge of cases that are closed. In the course of a year, 300 or more
cases will be closed. We hold the staff accountable and review their
performance on a regular basis in terms of the cases that are being
brought, the productivity, if you will, of the division, in the cases
that come before us. We set policy standards in the course of
making a variety of decisions that do require the full Commission’s
reaction, but, no, we do not function on individual matters under
inquiry when they are first commenced by the staff before they
come to us for a formal order of investigation.

Senator ProxXMIRE. Chairman Shad, this isn’t just one of 300
cases. This is the biggest defense contract case you've ever had.
This is something that involved far more money than any other. It
seems to me that in this case you would have a responsibility for
determining whether or not, in view of the significance and all the
other elements connected with it, whether it ought to be closed or
not.

It’s something you would let the staff go ahead and do? I certain-
ly wouldn’t let my staff make a decision like that and I don’t think
any other Senator would.

I recognize you have an enormous responsibility and a very, very
heavy workload and so forth, but it would seem to this Senator
that when you have a case that’s as big and significant as this one
is that the Commission itself should take responsibility. The buck
stops there.

Go ahead, Mr. Sampson.

Mr. SampsoN. Thank you, Senator. I will describe the Commis-
sion’s policies in three areas of interest to the subcommittee re-
garding financial accounting disclosure by defense contractors.

These are: First, defense contractors’ booking of claims, requests
for equitable adjustment or other estimated revenue; second, any
withholding of information by defense contractors about cost over-
runs and other problems in order to prevent stock prices from
going down; and, third, reluctance of outside auditors to take ex-
ception to such practices.
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DEFENSE CONTRACTORS’ BOOKING OF CLAIMS, REQUESTS FOR EQUITABLE
ADJUSTMENT OR OTHER ESTIMATED REVENUE

Following the difficulties experienced by Lockheed Aircraft Corp.
and other defense contractors in the 1960’s, the Commission issued
an order on June 4, 1970, directing its staff to conduct a public pro-
ceeding to determine the adequacy of disclosures with respect to
costs incurred on major defense contracts. That inquiry revealed a
wide variety of patterns of disclosure in financial reporting by de-
fense contractors and indicated that disclosures should be upgraded
to inform investors about the risks involved in defense contracting.

In the years following that proceeding, the Commission has made
substantial changes in its registration and periodic reporting forms
for all registrants. Generally accepted accounting principles and
generally accepted auditing standards have also been expanded and
enhanced during the intervening period.

Particularly relevant to the areas of the subcommittee’s inquiry
are:

(1) An industry audit guide, “Audits of Government Contrac-
tors,” issued by the FASB in 1975, and reissued in 1983;

(2) A Statement of Financial Accounting Standards [SFAS]
No. 5, “Accounting for Contingencies,” issued by the Financial
Accounting Standards Board in 1975; and

(3) Modifications to the Commission’s regulation S-X.

With that very brief historical note, I will now describe the
SEC’s policies regarding defense contractors’ booking of claims, re-
quests for equitable adjustment or other contingent sources of reve-
nues.

SEC rules require financial statements which are included in fil-
ings made by registrants to be in conformity with generally accept-
ed accounting principles. These principles permit defense and other
long-term contractors to recognize claims as assets and therefore
revenues only when realization is probable and the amounts can be
the extent of costs incurred.

Requests for equitable adjustment are subject to the same reve-
nue recognition requirements. Because claims and equitable adjust-
ments are necessarily based on reasonable expectations, there is
usually a degree of uncertainty about the ultimate realization of
such items, and SEC rules require disclosure of the amounts of
claims and other such amounts which are included in inventories
and receivables.

There are generally three accepted methods of accounting for
Government contracts—percentage-of-completion, completed con-
tract and unit-of-delivery. The percentage-of-completion method is
the most widely used.

The principal difference between those methods is the timing of
earnings recognition. Loss recognition is the same under all three
methods because each involves the estimation of total costs and
revenues in order to determine whether a loss is indicated on the
contract. Failure to estimate revenues expected to be realized be-
cause of contract changes would result in understatement of earn-
ings, that would lead to a complete mismatching of revenues and
expenses.
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The second item concerns the SEC’s policies regarding the with-
holding of information by defense contractors about cost overruns
and other problems. '

WITHHOLDING OF INFORMATION BY DEFENSE CONTRACTORS

The failure to disclose information about material events violates
the full and fair disclosure provisions of the Securities Acts. There-
fore, if defense contractors withhold material information about
cost overruns or other problems, they would be in violation of the
acts administered by the Commission.

The last item of concern to the subcommittee is the SEC’s poli-
cies regarding the reluctance of outside auditors to take exception
to the withholding of information by defense contractors.

THE ROLE OF OUTSIDE AUDITORS

An auditor whose report on financial statements is included in a
Commission filing would be in violation of generally accepted au-
diting standards if he had knowledge of omitted information
having a material impact on the financial statements. Such auditor
would be subject to sanctions by the Commission, and the financial
statements would not be acceptable to the Commission because
they would not be acceptable to the Commission because they
would not be in conformity with generally accepted accounting
principles.

That’s the end of my statement, Senator.

Senator PrRoxiMIRE. Thank you, Mr. Sampson.

Mr. Lynch.

Mr. LyncH. Thank you, Senator. I'm going to give a brief chro-
nology of the investigation of General Dynamics conducted by the
Division of Enforcement during the period 1978 through 1982, and I
am going to explain why the investigation was concluded without
an enforcement recommendation being made to the Commission.

FORMAL INVESTIGATION ORDERED

On June 6, 1978, after the staff of the Division of Enforcement
had conducted an informal inquiry, the Commission, on the Divi-
sion of Enforcement’s recommendation, entered a formal order of
investigation entitled “In the Matter of General Dynamics Corp.”

The purpose of the investigation was to determine whether Gen-
eral Dynamics and persons associated with General Dynamics had
committed violations of certain provisions of the Federal securities
laws.

The investigation was intended to determine whether or not the
company filed false and misleading periodic financial statements
and proxy materials with the Commission by not recognizing and
disclosing losses on the SSN 688-class attack submarine program.

SEC STAFF SUBPOENAS GENERAL DYNAMICS

After the issuance of the Commission’s formal order of investiga-
tion, the staff subpoenaed General Dynamics, its auditors, and
other persons to obtain relevant documents.

Between July 1978 and mid-1980, the staff engaged in the process
of extensive document selection and review. The staff met in 1981
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after the documents were received and analyzed to consider the
evidence that had been obtained to date, and in light of the evi-
dence, to decide if any further investigation was appropriate.

In particular, at that point in time, the staff considered whether
testimony of corporate officials and employees was appropriate.

STAFF FORMALLY CLOSES THE CASE

After a lot of consideration, the staff finally concluded that fur-
ther investigation was not warranted and that the matter should
be closed.

The basis for this conclusion was that the evidence obtained by
the staff indicated that with respect to 1976 and 1977, which were
the primary years that were focused on the investigation, an ab-
sence of material violations of the Federal securities laws existed.

STAFF FINDINGS

The case was formally closed by the staff in February 1982. With
respect to 1976, the staff’s review of the evidence indicated that
General Dynamics estimated its costs to complete the contracts at
$380 million in excess of contract ceilings.

General Dynamics intended to recover these cost overruns from
several sources. One source was through a portion of a $544 million
claim filed against the Navy on December 1, 1976, that related to
changes allegedly requested by the Navy on the 688 contract.

The management of General Dynamics estimated that the ex-
pected recovery from this aspect of the $544 million claim for fi-
nancial reporting purposes was about $130 million. Actually, as it
turned out, they did recover $125 million on that claim.

Management estimated that the remainder of the overruns, $250
million, would be recovered from changes in the escalation provi-
sions of the 688 contracts.

As a result of these internal estimates, General Dynamics con-
cluded that it was not required under generally accepted account-
ing principles to recognize a loss.

The staff did not discover evidence to disprove the propriety of
this conclusion. The documents reviewed by the staff did not indi-
cate that General Dynamics thought that the loss was probable,
which was the prerequisite of a recognition of a loss in these cir
cumstances.

With respect to the disclosure of 1976, moving from accounting to
disclosure, in their periodic reports, General Dynamics did not dis-
close that it was in part relying on the Navy substituting a revised
escalation clause in the 688 contracts in order to break even on the
contracts.

Although the Navy had indicated a willingness to make the sub-
stitution, the Navy had no legal obligation to do so. And although
you could argue that the 1976 disclosure was misleading for failure
to note the reliance on substitution of a revised escalation clause as
opposed to just recovering on claims, the staff concluded that the
difference in disclosures simply wasn’t material.

The primary question the staff faced with respect to 1977 was,
like 1976, whether or not General Dynamics should have recorded
a loss on the 688 contracts.
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Based upon a review of the documents, the staff concluded that
the uncertainties were such that a reasonable estimate of the loss
on the contract could not be determined by the company at that
time. '

The staff did conclude that for 1977 a loss was indicated, and
that's in contradistinction of 1976, but that the amount of the loss
was not subject to estimation. Thus, under SFAS 5, recognition of
the loss was not required under generally accepted accounting
principles.

The staff concluded that the 1977 disclosure made by General
Dynamics of the 688 problems was adequate. In particular, it was
noted by the staff that General Dynamics disclosed the escalation
clause problem and that it was expecting and relying upon a revi-
sion of the escalation clause.

Thus, at the time that the staff evaluated the investigation in
1981 and in early 1982, it focused on whether or not the disclosures
to General Dynamics’ shareholders for 1976 and 1977 and the ac-
companying financial statements were materially false or mislead-
ing in setting forth expectations as to the resolution with the Navy
Department as to the 688 program cost overrun problems and in
their accounting for that program.

The extensive documentary record developed from General Dy-
namics, from the Navy Department, from General Dynamics’ audi-
tors, and from General Dynamics’ banks indicated that the 1976
and 1977 disclosures were not materially false or misleading. Ac-
cordingly, the investigation was concluded.

[The joint prepared statement of Mr. Sampson and Mr. Lynch
follows:] '
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JOINT PREPARED STATEMENT OF CLARENCE SAMPSON AND GARY LYNCH

Chairman Obey, Vice Chairman Proxmire and

Members of the Subcommittee:

We appreciate this opportunity to discuss the reporting
requirements generally applicable to defense contractors, and
to discuss an inveséigation that the Commission staff concluded
in 1982 concerning the accuracy of General Dynamics Corporation's
disclosures and financial statements with respect to certain
of its submarine building contracts with the United States
government. It is requested that this submission be included
in the record.

GENERAL PbLICIES

The first portion of this statement describes the
"Commission's policies in the three areas raised by the
Subcommittee, which are:

1. Defense contractors' booking of claims, requésts for
equitable adjustment or other estimated revenue,

2. Any withholding of information by defense contractors
about cost overruns and other problems in order to
prevent stock prices from going down, and

3. .Any reluctance of outside auditors to take exception

to such practices.
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Following the Jdifficulties experienced by Lockheed Aircraft
. Corporation and other defense contractors in the 1960's, the
Commission issued an order on June 4, 1970 directing its staff
to conduct a public proceeding to determine the facts, condi-
tions, practices and matters concerning the adeguacy of
disclosures with respect to costs incurred on major defense
contraFts. 1/ That inquiry revealed a wide variety of patterns
of disclosure in Einancial reporting by defense contractors
and indicated that disclosures should be upgraded ;o inform
investors about the risks involved in defense contracting.

In the years foilowing that proceeding, the Commission
has made substantial changes in its registration and pariodic
reporting forms for all registrants. Generally accepted
accounting principles (GAAP) and generally accepted auditing
standards (GAQS) have also been expanded and enhanced during
gh@ intervening period. An industry audit guide, Audits of

Government Contractors, issued by the Arerican Institute of

Certified Public Accountants in 1975 an¢ reissued in 1983,
Statement o< Financial Accounting Standards {SFAS) No. 5,

Accounting for Contingencies, issued by the Financial Account-

in3 Standards 3oard in 1975, and the modifications to the
commission's Regulation S-X, described on pagé 3, are partic-

ularly reievant to the areas of the Subcommittee's inquiry.

1/ The contractors' difficuities at that time arose out ot
the "total package procurement” concept (rescinded 1in
August 1970} under wihich contracts called for the design,
~esting, and praduction of equipment under a fixed-price
4rrangerent.
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ITEM 1. SEC POLICIES REGARDING DEFENSE CONTRACTORS' BOOKING OF
CLAIMS, REQUESTS FOR EQUITABLE ADJUSTMENT OR OTHER
CONTINGENT SOURCES OF REVENUES.

The Commission requires financial statements filed with it
to be in conformity with GAAP. Generally accepted accounting
principles perﬁit defense and other long-term contractors to
recognize claims as revenues and assets to the extent that
such amounts are susceptible to reasonable estimation and
realization is probable. Requests for equitable adjustment
are subject to the same revenue recognition requirements.
Because claims and equitable adjustments are necessarily
based on reasonable expectations, there is usually a degree of
uncertainty about the ultimate realization of such items, and
Regulation $S-X requires disclosure of the amounts of claims
and other such amounts in inventories and receivables. 2/

There are three generally accepted methods of accounting
for government contracts--percentage of completion, completed
contract and unit-of-delivery--with percentage of completion
being the most common. The principal difference among the
methods is the timing of earnings recognition, Loss recogni-
tion is the same under all three methods. Eaéh of the methods
involves the estimation of costs and usually also requires
contract revenues to be estimated. Even under the completed
contract method, estimates must be made of the costs to complete

the contract and of contract revenues. Such estimates are

2/ 17 CFR 210.5-02
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nacessary in order to determine whether there will be a loss
on th2 contract since any such loss i; required to be recognized
at the time a loss becomes probable and can bde reasonably
estimated. These estimates of costs and revenues (particularly
the latter) result in the recognition of assets and revenues
which may be uncertain. The alternatﬁve to such an approach
would be to ignore the effects of unanticipated costs on
" revenues and recojnize income or loss only after completion
and final resolution of all matters related to the contract.
Such a method would cause a complete mismatching of revenues
and expense and croate erratic 2arninys reports.
ITZM 2. SEC POLICTES REGARDING THE WITHHOLDING OF INFORMATION
8Y DEFENSE CONTRACTORS ABOUT COST OVERRUNS AND OTHER
PROBLEMS IN ORDER TO PREVENT STOCK PRICES FROM GOING
DOWN.

The failure to disclose information about material events
violates the full ard fair disclosure provisions of the
Securities Act of 1933 and the Securities Exchange Act of
1934, Therefores, it defense contractors, or othar registrants,
withhold material information about cost overruns or other
problems, they would be in violation of the Acts administerec
by tae Commission. On numerous occasions, the Commission has
specifically ajdressed disciosure obligations of defense

cOoNnLCactors.
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For example, in its report of investigation, In the Matter

of Disclosures by Registrants Engaged in Defense Contracting 3/,

the Commission stated:
...the inquiry revealed...substantial grounds
to believe that disclosures should be upgraded to -
inform investors with regard to the substantial
risks involved [in regard to defense contract
operations].

That administrative proceeding was followed by Release No.
33-5263, issued in June 1972, which called for clear and meaning-
ful disclosure in order to apprise the public of the investment
merits and risks associated with the securities of reyistrants
significantly engaged in defense contracting. The Commission urged
corporate managers to review their policies regarding disclosures
on defense and other long-term contracting activities and to en-
sure that adeguate disclosure was made. The Commission, at the
same time, acknowledged that government contracts pose difficult
problems in the areas of cost prediction and revenue estimation,
and noted the obligation of registrants to make every effort to
reflect properly in their financial statements the progress made
on significant contracts.

The Commission codified its views on the appropriate dis-~
closure in Accounting Series Release No. 164, The release

announced the adoption of rules which require long-term con-

tractors to disclose, inter alia, the amounts included in

3/ Administrative Proceeding File No. 3-2485 (June 1972).
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receivables and inventories rapresanted by claims, deferred

(learning curve) production costs, and other elements peculiar

to long-term contracts. 4/

ITEM 3. SEC POLICIES REGARDING THE RELUCTANCE OF OUTSIDE
AUDITORS TO TAKE EXCEPTION TO THE WITHHOLDING OF
INFORMATION BY DEFENSE CONTRACTORS.

A auditor whose report on financial statements is
included in a Commission filing would be in violation of GAAS
if he had knowledge of omitted information having a material
impact on the financial statements, Such auditor would be
subject to sanctions by the Commission, and th2 tinancial
statements would not De acceptable to the Commission becaus2
they would not b9e in conformity with GAAP and the auditor's
examination would aot have been conducted in conformity ~ith

GAAS. 5/

4/ Securities- Act Rziease No. 5542 (November 2., 19Y74).

5/ Audits of Government Contractors, Id. at 27, states:

The government contractor can be faced with signifi-
cant problems in the performance of long-tera contracts
and in the estimating of contract costs and profits (or
losses). Such problems are often more severe for the
contractor performing contracts which call for complex
systems or involve significant technological advances.
.0 . . in broad terms, the obligation exists to make
adequate 1isclosure, either in the body of the finan-
~ial ataLsments Or in related notes, of information
rthat micat affect the i~ ~lusions formed by reasonably
informed rcaders.
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THE 1978-82 GENERAL DYNAMICS INVESTIGATION

The Commission began an investigation in 1978, which was
concluded in 1982, concerning Lhe accuracy of General Dynamics
Corporation's disclosures and financial statements with respect
to certain of its submarine building contracts with the United
States government. The following provides a chronology of the
investigation and explains why it was concluded by the staff
without an enforcement recommendation.

INFORMAL INQUIRY

In early 1978, the staff of the Division of Enforcement of
the Commission initiated an informal inquiry concerning General
Dynamics Corporation. This inquiry was based upon statements
made by Department of the Navy officials before the Joint Economic
Committee in‘December 1977, that General Dynamics was experiencing
substantial cost overruns in connection with the construction of
the SSN 688-class attack submarines pursuant to two government
contracts. The staff was concerned, in pérticular, whether
General Dynamics had adequately disclosed to its shareholders
and the investing public the nature and extent of the problems
it was facing in performing under the SSN 688 contracts,
Additionally, the staff sought to review whether General
Dynamics had misstated its financial statements filed with the
Commission by failing to include a provision for anticipated

losses resulting from performance under the SSN 688 contracts.
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Tne Enforcement stafr conducted the informal iaguiry tarod;h
the spring of 1978. Duaring that period, the staff obtained
information from the Department of ‘the Navy, -conferred with and
obtained information from Admiral H.35. Rickover, his staff,
and the Navy Claim Settlement Board and sought, unsuccessfully,
workpapers from General Dynamics' independent public accountants.

quing the course of its informal inzuiry, the staff
learned that General Dynamics corporation had two contralts
covering the construction of 18 SSH 688-class submarines.

The cost of huilding these subma;ines had greatly exceedec the
initial contract pric2s. General pynzmics alleged that the
cos+ overruns were Jue to deficient enginearing plans and‘

5 the Flactric Bosat Division of

ot

specifications furnished
General Dynamics by the Jnited States Navy and its 3es1gn
agent in addition to the dzlay in furnishing tae plans.
Accordingly, General nynamics had filed claims with the Navy
for price increasas Lo cover tﬁe cost of the chanjaes.

on April 7, 1975, the Navy sattled with Gensral Dynanm:iis
a previously sibmitoed clain by Seneral Dynamics, totalllnl

ez

ot

$244 million, to covar tha alleged cost of revisions direc

3

sy t-=2 Navy prior to May 20, 1975 on the first contract ror

submarines. The2 satzlemeat provided for @ contract

S2vEE

ceiling price increase ~f $97 million. On December 1, 1976,

General Dynamics filed additional claims for ceiling prace
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increases of $544 million to cover changes allegedly requested
by the Navy on both contracts through October 1976, as well as
the impact of inflation on both contracts. 1In early l978,
General Dynamics had in preparation additional claims for
price increases.

General Dynamics had incurred costs through December 31,
1976 and December 31, 1977 on submarines to be delivered, which
were included in government contracts in process, amounting to
$876 million and $1,162 million, respectively. The related
progress payments (payments received'by the contractor as work
isvpetformed; procurement regulations and contract provisions
govern the form and timing of such payments) associated with
these government contracts in process were $684 million in 1976
and $815 million in 1977,

In February 1978, General Dynamics completed a new study
of costs and schedules to complete tha SSN program. It then
estimated that its costs to complete the program, including
inflation, were $840 million more than anticipated revenues
from current contracts, assuming no recovery from previously
asserted claims or from future claims. This estimated cost
to complete was based upon the assumption that the rate of
revisions to the design of the submarines by the Navy would be
reduced significantly and that manufacturing improvements
would be realized by the Electric Boat Division and other

manufacturing divisions of General Dynamics,
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In april 197%, the Navy announced an award 0f $66.5
million to the company as provisional payments (payments
received by the contractor that have no relationship to the
work projr=ss on a contract bdut rather relate to a portion
of an outstanding claim that the Navy believes has been sub-
stantiated) on their outstanding $544 ﬁillion claim. Navy
offizrals indicated informally to the Commission statf that
these payments did not constitate an agr2ement between the
company and the Navy with respect to the total wvalue of General
Dynamics' claina, .

At thAat time, the staff learnsd from officials »f the
Department of the Navy certain Tacts which tende? to iadicate
that 3ensral Dynamics rathesr thsr tne government may have Sean
primarily responsible for the disputed cost overruns. 1In
addition, having complet=d their analysis of the $344 million

claim, members of the Navy Claims Settlement Board indicated

wh

to the staff that the Board hal been adle to substantiat2 ies
than 203 of the claim. The staff also learned tnat Gen=zra:
Dynamics' allejarien that some 35,000 drawing revisions
(revisions to the .i:sign of the submarines) had caused 2
subs.antial delay i~ the completicrn of these contracts may
Lhave been misleaainj, The rmlectric Boat Division in response
to Navy inguiriess had stated that only 2,334 of tne 35,000
drawing revisions had a direct cost impact, and the Navy

ind-catad that of tnese 2,384 changes, only 77 ware likely to

ces: V¢ in coats avove 320,000
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Further, the staff learned that officials at General
Dynamics headquarters in St. Louis may have ignored the advice
of their ship cost estimators and management at Electric Boat
and substantially cut their estimates prior to submitting the
bids on the first and/or second contracts in order to win the
contract awards. A major thrust of the Electric Boat claim,
however, was that the company had no way of knowing how difficult
the ships would be to build and that the government should pay
for costs not reasonably anticipated by Electric Boat.

The SSN 688 program had been accounted for on a break-
e2ven basis and therefore no recognition of profit or loss on
the construction of the SSN 688-class attack submarines had
been recorded. The 1976 and 1977 opinions of General Dynamics®
auditor were qualified, subject to the final resolution of its
$544 million claim.

FORMAL INVESTIGATION

On May 22, 1978, based upon the above described facts
learned during the course of the staff's informal inquiry, the
Division of Enforcement recommended to the Commission the
issuance of a formal order of investigation. The Division
recommended further investigation to determine whether the
company filed false and misleading periodic financial state-
ments as well as false and misleading proxy materials with the
Commission by not recognizing and disclosing any losses on

the SSN 688 program,
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3n Jun2 6, 1973, the Commission approvea tn2 Division
of Tnforcement's recommendation and entered a formal order of
investijation In the Matter of General Dynamics Corporation
(HO-1102) to determine whether General Dynamics and others
associated with 'the company had committed violations of
sections 10(b), 13(2) and 1l4(a) of the Securities Exchange
Act of 1934 and various rules promulgated thareunder.

On June 2, i°78, three cays after the issuance ©f T
formal order, General Dynamics and the Navy reached a sattlement
of their outstanding disputes concerning the responsibility
for overruns on tha IIN /TR conLractis. Their g2t t=2ment, &X
disalased in Senerel Dynamics Form 3-x for June 1973, call=d

fnr, amonj; other things, "the ectimated $247 m1llion wverran

to na covarad by a $125 million contract price increase . .

with the remaining 371s million of zosts to He shared ejuzlly
by the company and thz Navy, with the company acceptin) 3
fixed loss of pro-tax 5359 million." As part >f the ajrzemant.
the Navy was To Mmake 2 =agh payment of $300 million. 3as 2.

emeqt, Genwzral Dynamics, as of Julv 2,

32t

o1
-

result or thi

]

1978, racorded a ioss of 5359 million on the SSN 638 submarin:2
consiruction projram.

jmmediat=ly upon :55.1ance of tne Commission's ordec, Lie€
staff Hegan to conduct the formal investigation. On June Lz,
1978, ch: stafi issaed a subgoena duces tecum to General

Nynami ts’ madirar calliny t o+ un2 production of all documents,
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including workpapers, relating to the firm's audit of the
financial statements of the Electric Boat Division of General
Dynamics for each pefiod between January 1, 1974 to June 12,
1978. On June 15, 1978, the staff issued a subpoena duces
tecum to General Dynamics requiring the production of all
documents, from January 1, 1970, "which were prepared, ‘used or
received, directly or indirectly, in connection with the SSN
688 and Trident submarine contracts.*®

Document production under the General Dynamics and auditor
subpoenas ensued., In addition, in August 1978, the staff
issued subpoenas duces tecum to approximately 18 creditor banks
of General Dynamics calling for the production of relevant
documentation. The staff sought to learn what General Dynamics
advised its creditors as to its performance on the SSN 688
contracts, and to compare that information with General Dynamics®
public disclosures.

Between July 1978 and mid-1980, the staff obtained and
reviewed voluminous documents of General Dynamics, the auditor
and the banks. During this period of time, the staff remained
in close contact with and obtained relevant information from
personnel at the Department of the Navy.

In the beginning of 1981, the staff had substantially
completed its review of the relevant documents. The staff met
in 1981 te consider the evidence obtained and to determine, ‘in

light of the evidence, what, if any, further investigation was
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appropriate., In particular, the statf considered whetner
testimony of corporates officials and employees was appropriatz.
The staff concluded that no further investigation was warranted
because the evidence obtained indicated, with respect to 1976
and 1977, the years of primary focus of the investigation, an
absence of material violations of the federal securities laws.
The Ccoge was formally closed in February 1982.

STAFF'S CONCLUSIONS

Specifically, the staff concluded, based on tn2 evidence

it had reviewed:

1) what ti- financial stataments of Generzl Jyn2™
for 1276 2pni 1977 were ndt misstated hy failura 2
recognizs a 103 in tnose periods attributable to
cost overruns on the SSN 688 contracts, and

{z} that disciusure was adeguate for 1977 but may have
been misle2adin, tor 14976 as a result of the failure
5 3eneral Dynamics to identify that its heli=f that
it would "oreasx-2ven” on the SSN 688 contracts was
nased not only 15§ 2stimete of recovery on tne $544
million claim, bat also upon its belief that the

Nawy woald agree to substitute a revisad esszlation

T

% 5533 class submarines contracts.

w

clause .. the 5
-0 sccordance wity past practices and delegation of
authoriiy, -2 the statf, 17 CFR § 200.30-4(a)(3), the decision
6f the etaff to close the in:zstigation was not review2d or
dig-ussed with the Chatsesn °F -smmissioners, individually or
ol [
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1976 DISCLOSURES AND FINANCIAL STATEMENTS

In its Annual Report on Form 10-K tor 1976, General
Dynamics disclosed that its cost at completion of the SSN 688
contracts would significantly exceed the contract price,
General Dynamics stated that it “estimates that cost at
completion of these contracts, after giving consideration to
projected productivity improvements, will significantly exceed
presently negotiated contract ceilings." General Dynamics,
therefore, continued to account for the contract on a break-
even basis.,

General Dynamics' auditor qualified its accountant's report
by stating that "the financial results of the Corporation's
SSN 688 Program are dependent upon recovery of a substantial
portion of the $544 million of claims filed with the U.S. Navy
and achievement of the productivity improvements included in
the program Eost estimates, "

In analyzing the accuracy and adequacy of the financial
statements‘and disclosure of General Dynamics for 1976, the
staff's review of the evidence indicated that for 1976, General
Dynamics had estimated its cost to complete the contracts at
$380 million in excess of contract ceilings. General Dynamics
intended to recover these cost overruns from several sources.
One source was through that portion of its $544 million claim

against the Navy which related to change orders. Management

58-482 0 - 87 - 4
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estimated the expected recovery from this aspect of the $544
million ciaim for financial reporting purposes to bhe $i3)
million, (In the June 1978 seattlement, the Navy agreed to pay
$125 million on the claim). Management estimated that the
remainder of the overruns, $250 million, would be recovered
‘trom changes in the escalation provisions of the 35N 638 con-
tracts. The Navy had indicated a willingness to make a substi-
tution in th2 escaiation preovisions, As a result ot these
internal estimates, General Dynamics concluded that no loss

was “"probable.," The staff did not discover evidence to dis-

prova th2 propristy; of the conclusion made at cthat ti
dnader Statement of rFinancial Accounting Standards wWo. o
accounting for Toantinjencies, an estimated loss from a 19ss
contingency shall bz accrued by a charge to income if ooth of
the followinyg conditions are met: (1) it is probahle that an
asset had been impsirz2d cor a liability had been incurrel at
the date of the finencial statements; and (2) the amount OF
loss can be reasonably 2stimated. As the evidence indicated
that no loss was probahle at th2 time of preparztiorn cf tho
1974 financial statements, under FAS 5, General Dynamics w~as
noL raguired uolder jenerally acc2pted accounting principles t2
recogniz= a 1o0ss.

With resp2acor to disclosure for 1976, the company state!l

in it=s Annual Repnrt con Form 10-K that:
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(a) substantial portion of the $544 million of new
claims must be recovered to offset the indicated cost
overrun, even with the projected productivity
improvements, The Corporation believes that actions
of the U.S. Navy are responsible for this overrun
and that there should be sufficient recovery from the
claims to ensure that this long-term program does not
incur a loss. Therefore, the Corporation continues to
account for this program on a break-even basis,
General Dynamics did not disclose that it was, in part, relying
on the Navy's substituting a revised escalation clause in
the SSN 688 contracts in order to break even. Although the
Navy had indicated a willingness to make this substitution, it
had no legal obligation to do so.
Although it could be argued that the 1976 disclosure was
misleading for failure to note the reliance on substitution
of a revised escalation clause, the staff concluded that the
difference was not material. 1In this connection, the staff
relied upon the position taken by representatives of the
Department of Defense and U.S. Navy before Congress and others,
including the testimony of William P. Clements, Jr., Deputy
Secretary of Defense, before the Senate Committee on Armed
Services on April 29, 1976, as to the inequity of existing

escalation clauses, and the willingness to reform such clauses,
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Accordingly, it was Jdecided that further inquiry was not tikely
to lead to a Jdiffarent conclusion, and, taking into consideration
the lapse of time since ths filing of the 1976 disclosure, no
further action was taken,

1977 DISCLOSURES AND FINANCIAL STATEMENTS

By the 2nd of fiscal year 1977, the situation at Flectric

goat had worsened. General Dynamics disclosed in its 1977
Annual Report on Form i0-K that in February 1978 it completed
a new study of costs and schedules to complete the SSN 688
program. It disclosed that the last ships would be deliver=d
in approximately six yz2ars, anc, assuming an inflation factor
of 7%, the "cost to complete the program is estimated to be
approximately S84%u million in excess of the anticipated rz2vanies
fron current contracts, assuming no return from present or
future claims.” Included in tne $840 million overrun was 3
$475 million inflation factor, Further, General Dynamics dis-
clasaed, in its Torm 19-X, as supplemented in its Annisal Report
to Shareholders, the nejotiations with the Navy and the lack
of a resolution, Gensgral Dynamics stated:

(s)ince tae resolution of this matter involves many

uncartaintizs, includiag Ffuture actions by the Navy,

the Corporation cannot forecast the final outcome at

this time. Pending its resolution, the Corporation

conting2s to accoant for this program on a hr2ik-cJ2n

hagis,




General Dynamics' auditor qualified its opinion of the 1977
financial statements of General Dynamics as stated in the
General Dynamics annual report: "the financial results of the
Corporation's SSN 688 program are dependent upon the recovery
through present and future claims or other settlements from
the U.S. Navy of the costs at completion in excess of antici-
pated revenues from the current contracts (the excess is
presently estimated at $840 million assuming an annual inflation
rate of about 7% over the projected six years to complete the
contracts)., It is not possible to determine at this time the
final resolution of this matter or the effect, if any, on the
accompanying financial statements."

The major factor confronting the staff with respect to
1977 was, as in 1976, whether or not General Dynamics should
have recorded a loss on the SSN 688 contracts. Based upon
a review of the documents, the staff concluded that the
uncertainties were such that a reasonable estimate of the loss
on the contract could not be determined by the company at that
time. The staff concluded that although a loss was indicated,
the amount of the loss was not subject to estimation, Thus,
under FAS 5, recognition of a loss was not reguired.

The staff concluded that the 1977 disclosure made by General
Dynamics of the SSN 688 problems was adequate. 1In particular,
it was noted that General Dynamics disclosed the escalation
clause problem and that it was expecting and relying upon a

revision of the escalation clause.
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CONCLUSION

Tnus, at the time that the staff evaluated the 1nvestiga-
tion in 1981 and early 1982, it focused on whether or.not
disclosures to General Dynamics' shareholders for 1976 and
1977 and accompanyina financial statements were materially
false and misleading in setting forth expectations as tno a
resolur ;o1 with the Navy Department as to the SSN 642 projran
cost wvarrun prodlems, and 1n their accounting for tndat projran.
The extensive Jdocumentary record developed from General Dynamics,
from the Navy Department, from General Dynamics' auditor,
and from General Dynanics' banks, indicated that tne 1976 and
1977 disclosures w2ce not materially false or misleauing..

After comnleting the znalysis set forth above, the: statf
conciuded that the possible violatinns uncoveraed, ch- jumit-i
1974 disclosure deficiences, did not warrant an enforcement
recommendation or further inguiry. Accordingly, tae iavestija-

tinn was ¢oncluded.,
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Mr. LyncH. That's a summary of my prepared remarks, but I
would like to turn to something which was raised by Mr. Briloff
before concluding because I understand the primary focus of this
hearing is General Dynamics, and I fear that we might not get to
the point where I can respond to an allegation that he made.

He suggested that the SEC only brings cases against small com-
panies or small accounting firms. That simply isn’t true. Our
record doesn’t show that.

In recent years, we’ve brought a case against Fox & Co. which at
the time I think was the 11th largest auditing firm in the country.
We brought a case against Touche in the Litton matter, a case
we’ve already discussed this morning; and just last week, last
Thursday, we filed an injunctive action against Price Waterhouse.

In recent months we have brought actions against Burroughs
Corp., against Oak Industries, against Charter Co., against Stauffer
Chemical, and against AM International. I would submit that those
are not small companies, that the accounting firms we have pro-
ceeded against are not small firms and that we don’t discriminate
against small firms.

Mr. SHap. Senator, may I add also, I have reflected on the ques-
tion you posed to me a few moments ago and I agree with you that
the Commission does have the responsibility, whether it’s closing
cases or anything else.

I think that, in fact, the procedures followed are very responsible
and capable procedures. For instance, the Enforcement Division
was created through a reorganization of the Commission in 1972,
and in 1974 certain authority was delegated to the staff, including
the authority to close cases. And yet, at any time, I or other Com-
missioners could inquire into any case that we had knowledge of or
gven 1set up additional procedures to review this area in greater

etail.

I would hasten to add that I felt when I first came to the Com-
mission that only the big cases were really important, that they
were the ones that had an inhibitory effect on adverse conduct or
questionable conduct, and that insignificant cases didn’t. But I soon
learned that law is established, precedent is established, regardless
of the size of the case.

It’s a very intensive effort of the staff to pursue possible viola-
tions, and there’s a whole series of checks and balances that we do
go through in the Commission in terms of the actions taken at each
stage where we have to authorize or permit the staff to go forward.
The delegation I have mentioned does away with the necessity of
the Commission, as a Commission, to review hundreds of closings
individually in the course of a year.

But on reflection, I want to clearly say, yes, we do have the re-
sponsibility when cases are closed, but I really question whether
the procedures are wrong. I think on the facts, as they will develop
in the course of today’s testimony, the Commission would not have
come out any differently than the staff did on their decision to con-
clude this matter.

Senator ProxMIre. Well, I appreciate that statement very much,
Chairman Shad. What you're telling me, as I understand it, is that
you are assuming responsibility here and that in the event that
you had decided that General Dynamics because it was an enor-
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mously big case, because it was bigger than any other defense con-
tract case, because it involved such an enormous amount of money
and so much investor investment, you could have, if you wished,
kept the case open; isn’t that right?

Mr. SHAD. Yes.

Senator ProxmIre. Now, Mr. Shad, a central concern about the
SEC’s response to the General Dynamics-Navy shipbuilding contro-
versy is that for several years the company reported there would
be no losses on the submarine contracts. In 1978, it finally reported
a $350 million loss.

We now know that the company gave false information to the
Navy about its cost overruns in the contracts. Navy Secretary
Lehman concludes the company’s costs and schedule information
were grossly inaccurate.

Now it’s a fact that the general public and investors were misled
by General Dynamics’ financial reports.

How do you respond to Mr. Briloff’s conclusions that the compa-
ny failed to make adequate disclosures and that the SEC should
have taken action against General Dynamics and its auditors,
Arthur Andersen & Co.?

Mr. SHAD. Senator, in the case of that and similar questions, I
have to say that my own direct knowledge and involvement is ex-
tremely limited and, if I might, I'd like to refer to Mr. Lynch.

Senator ProxmIReE. Well, before Mr. Lynch answers—and I re-
spect that—don’t you see the contradictions involved here?

Mr. SHAD. I see the contention, but I do think that the rationale
for closing the case as it related to this specific issue you have
raised was appropriate conduct by the Commission. But I really
feel that Gary Lynch or Mr. Sampson could give you a better con-
sidered answer than I can.

Senator ProxMire. Well, Mr. Chairman, the fact is, though, that
for years they reported no losses and then they reported a $350
million loss, a colossal loss, and we are told by the Navy that their
information was grossly inaccurate. Those are the terms of the Sec-
retary of the Navy.

Mr. LyncH. They didn’t recognize any losses, but the disclosures
in the 1976 and 1977 periodic reports clearly indicated that there
was a problem on the contracts. I think that’s beyond dispute.

And in fact, when they reached a settlement with the Navy—and
I think it was June 9, 1978—when they did take the $359 million
loss and took it on their financial statements, the market actually
went up at that time. The stock went up four points the first day
that announcement came out and then it went up eight points the
next day. So within 2 days of the announcement, the market price
had risen by 12 points.

So I'm not saying that that’s determinative as to whether or not
they withheld information, but based on that market reaction I
think it’s not unreasonable to conclude that the market thought
that the situation was even worse than it actually was, based on
General Dynamics’ previous disclosures.

Senator PrROXMIRE. I'm going to ask Mr. Kaufman to follow up on
this.

Mr. KaurMan. Well, Mr. Lynch, maybe intelligent, informed
people in the market understood that the financial reports weren’t
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telling all that was to be said about the difficulties in this corpora-
tion. You seem to be equating the reporting of problems of a corpo-
ration with the reporting of a loss.

In fact, aren’t those two very different situations? Isn’t it signifi-
cantly different for a corporation to report it’s experiencing prob-
lems on its defense contracts from a corporation reporting it’s expe-
riencing losses on defense contracts? And shouldn’t the general
public know that distinction and understand that there are losses
and not just problems when those losses are being experienced?

Mr. LyncH. Yes; except as I understand generally accepted ac-
counting principles, the company was only required to actually rec-
ognize a loss in its financial statements if it was probable that a
loss was going to be incurred—not that it was certain, but rather
that it was probable that a loss was going to be incurred—and that
the amount of the loss could be reasonably estimated. And in 197 6,
based on our review of the documents, we did not think we could
make a case that a loss was probable. The documents seemed to in-
dicate to us that General Dynamics held the belief—and we had no
reason to doubt the good faith of that belief at the time—that they
would break even in 1976.

Now 1977 is a different story. By the time you get to 1977, I
think it’s clear from a review of the documents that there was an
anticipation of a loss. And the question is, What is the loss going to
be? By the time 1977 rolls around, the loss could be as great as
$840 million, but depending on what happens with the Navy and
the renegotiation, it might be substantially less than that, as we
found out. The amount turned out to be a $359 million loss.

So if the company had booked a loss for 1977 of $840 million,
that would have been misleading as well, because in fact the com-
pany only lost $359 million.

And another point that I want to make is that the auditors did
qualify their opinion. People were informed that there was perhaps
a problem on the General Dynamics contracts on the 688 subma-
rines. The auditors specifically said that because of the uncertain-
ties associated with the 688 program we cannot give an unqualified
opinion.

But to respond directly to your question, under SFAS 5, which I
think is the principle we really have to turn to here, you only have
to recognize loss, take it on your financial statement, if the loss is
probable and then, in addition to that, if you can quantify the loss
with reasonable certainty.

Clarence, have I stated that as it is?

Mr. SamPsON. That is a fair statement. It must be determinable
before it can be booked.

Mr. KaurFMAN. Mr. Lynch, are you saying that the SEC enforce-
ment staff understood in its investigation that there would be a
loss, there probably would be a loss in 1977, and that the corpora-
tion officials and its auditors knew that there would be a loss in
1977 but, because of the difficulty in quantifying that loss, they
were entitled under accounting principles to report a break-even
situation rather than a loss?

Mr. SampsoN. Together with the disclosure that there was a po-
tential loss and there was full disclosure as to the potential magni-
tude of the loss and a qualification by the auditors which was a red
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flag to investors that they should look at the disclosure and foot-
notes about the contract.

Mr. KaurMaN. It may be a red flag, but it wasn’t a loss. You're
saying that all they have to do is disclose problems but not losses,
even though they know there are losses but there’s some uncertain-
ty about the magnitude of the losses?

Mr. SaMPSON. I'm not familiar with all the details of the case,
and I will let Gary talk about those. If there was a clear indication
of the loss, you could argue that there should have been a state-
ment to that effect, that they expected the loss, but they weren’t
sure of the amount. If the amount is not determinable, SFAS 5
says that you should not book them in that case but that you
simply make disclosures.

Senator ProxMIRE. Let me proceed.

Mr. Shad, a memo from SEC Chairman Williams to Stanley
Sporkin is a pretty crucial memo, as a matter of fact. As you know,
Stanley Sporkin was the former head of the Enforcement Division.
It’s dated April 14, 1980, and expresses doubts about whether the
SEC ought to be investigating defense contractors engaged in nego-
tiations with the Pentagon over cost overruns.

Will you comment on that memo and whether it represents your
own views and concerns about this type of case?

Mr. SHAD. I have not carefully read this memo. I have skimmed
it, but I haven’t carefully studied it from the point of view of
whether or not I would concur or take any exception to Chairman
Williams’ comments, but I would be glad to respond for the record
later, if that would be acceptable.

Senator ProxMiRe. Well, we did make that available to you
bef<l){re the hearing. I would appreciate whatever response you could
make.

Mr. SHAD. It was within the materials that we were provided by
the staff and have been reviewed, but in terms of responding to
your request for a specific qualification of it, an expression of my
views, I am not now prepared to do that.

Senator ProxMirk. I have some other questions on it. Perhaps we
can get into it. I am informed that this memo from Chairman Wil-
liams was viewed as devastating and shocking by the staff of the
Enforcement Division, that it had a depressing effect on morale be-
cause it, together with oral statements Mr. Williams had made, in-
dicated the Commission did not support the General Dynamics and
Litton investigations and that the Commission might not back up
the staff if it requested that action be taken.

Do you have any reason to disagree with that assessment?

Mr. SHAD. I wasn't present at the time. You are characterizing
the reaction of the staff. Not even Mr. Lynch, I believe, was direct-
ly involved at that time and there may be other people here who
could amplify your statement. I don’t know whether they were de-
moralized or how they reacted to it.

Senator ProxMiRE. Weren’t you familiar with the Williams
memo?

Mr. SHAD. Yes; I'm familiar with its existence.

Senator ProxMIRE. Well, you can see again, the SEC Commis-
sion, the bosses, the people who really have charge, who hire and
fire the staff and have control of the staff and should have—if they



103

have a feeling, a concern, that the Commission should not investi-
gate or should not take action in cases involving defense contrac-
tors who are negotiating with the Defense Department, you can see
what a clear and devastating effect that would have on the staff.

Then the Commission turns around and says, well, it’s a staff de-
cision not to investigate.

Mr. Suap. The Litton case was brought, and the auditors were
sanctioned.

Mr. LyncH. The Litton case was brought subsequent to the time
tl;}s;issl memo was written. The Litton case was brought in March

Senator Proxmire. Well, the Litton case was much further along,
as I understand it. The General Dynamics case was dropped.

Mr. Suap. There were very important distinctions between the
two.

Senator PROXMIRE. Let me ask you this. The memo implies that
when defense contractors negotiate with the Pentagon over con-
tract cost overruns it understandably take extreme positions for
bargaining purposes—that is, the Pentagon does—and, of course,
the defense contractors also. And that a general disclosure about
the defense contractor’s problems is sufficient rather than detailed
disclosure of losses which might harm its negotiating position.

Do you share that view?

Mr. Suap. Which part of the view? The last sentence you just
read or the entire statement?

Senator ProxMire. Well, I'll read it again.

Mr. SHAD. Good.

Senator PrRoxMIRE. The memo implies that when defense contrac-
tors negotiate with the Pentagon over contract overruns, they—
that is, the defense contractor—understandably take extreme posi-
tions for bargaining purposes and that a general disclosure about
the defense contractor’s problems is sufficient rather than detailed
disclosures of losses which might harm defense contractors’ negoti-
ating position.

Mr. SHAb. I have no basis for a personal knowledge of the state-
ment that you’ve made as to extreme positions that may have been
taken. I can appreciate that in negotiations both parties must
present the best case they can and if extreme positions means that
they claim that due to multiple specification changes and other ac-
tions, in this case by the Navy, they incurred enormous cost over-
runs, as well as the inadequacy of the escalation provision——

Senator Proxmire. The question is whether or not defense con-
tractors should or should not have to report detailed losses. They
are in a different position perhaps than some other corporations
because reporting those losses could affect their negotiating posi-
tion.

Mr. SHaD. Well, I think it’s clear that under SFAS 5, if the loss
is probable and reasonably determinable, they do have to book it
and they do have to provide adequate disclosures within the 10-K
to put investors on notice, yes.

enator PRoxMIRE. Now Mr. Williams suggests in his memo that
in the Litton case it may have been sufficient that a general disclo-
sure of overruns and claims was made together with a statement to
a national magazine that a loss reserve was not set up because that
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vv_oul;l make negotiations with the Navy more difficult. Is that your
view?

Mr. SHaD. I think that’s an accurate statement of what occurred
at that time. '

Senator PrRoxMIRE. Was that adequate or should they have had a
disclosure? Any other corporation, I presume, you would have re-
quired a full disclosure of what the losses were. You see, all they
had there was the general disclosure of overruns and claims made
and then they said they had a loss reserve set up and that was
about all they did.

Mr. SuaD. And we did bring an action as a consequence.

Senator ProxmIiRe. OK. Answer that, if you can, a little further
for the record.

Mr. Shad, I'm informed that members of the present Commis-
sion, including yourself, have expressed concerns similar to those
in the Williams memo in discussions with the Enforcement Divi-
sion staff. Is that correct or incorrect?

Mr. SHAD. You would have to refresh my memory. I don’t recall
any.

Mr. LyNcH. I'm not aware of any.

Senator PROXMIRE. You have not expressed views similar to the
Williams view?

Mr. SHAD. No.

Senator ProxMiRE. Have you expressed any reservations at all in
this connection?

Mr. SHAD. In connection with defense contracts?

Senator ProxXMIRE. Yes, sir.

Mr. SHaD. I don’t recall having a defense contractor case before
the Commission in the past 4 years for a formal order of investiga-
tion or decision on whether to bring an injunctive or administra-
tive proceeding.

Mr. LyncH. I'm not aware of any such discussion either.

Senator ProxMIRE. How about the Litton case?

Mr. SHaD. No; it was the Touche case.

Mr. LyNcH. The Touche case came out of the Litton matter
where we brought a 2(e) administrative proceeding against Touche,
but I don’t recall any statements being made to the effect that we
shouldn’t bring actions against defense companies. In fact, the
Commission did authorize the Touche matter. We brought a 2(e).

Senator ProxMire. All right. Now let me ask questions of Mr.
Lynch and Mr. Sampson, just this one.

Mr. Lynch and Mr. Sampson, I will read the first two sentences
of the Williams memo:

Following on our Thursday conversation, as you know, I have for some time now
been struggling with the questions of what function disclosure should serve in the
area of government contracts and of whether the Commission should inject itself
into that process, especially after the issuer and the government have begun negoti-
ations of some sort. I expressed some concern over these issues during the course of

the Commission’s discussion of the General Dynamics/Electric Boat Division matter,
and they surface again in the Litton case.

My question is, Were you aware that Mr. Williams had expressed
these concerns and have you heard any of the present Commission-
ers express these or similar concerns with respect to investigations
of defense contractors or other corporations? Mr. Lynch.
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Mr. LyncH. Well, I didn’t work directly on the Litton case. I was
aware at the time that Chairman Williams was uncomfortable with
that case, at least at some point in time, and I am aware now that
he also voted against the recommendation for a formal order on
General Dynamics.

But the formal order was issued. The Litton case was brought,
and I certainly haven’t had any discussions or even heard about
any discussions with any current Commissioners where they ex-
pressed reservations about investigations aimed at defense contrac-
tors or their auditors or anybody else associated with them.

Senator PROXMIRE. Mr. Sampson.

Mr. Sampson. I received a copy of the memo, as you’ll see in the
prepared statement, so I'm obviously aware of it.

The only thing I can remember in my view is that SFAS 5 sets
the standards for this. If the corporation believes a loss will be in-
curred, it is probably, and if they can estimate the amount, it must
not only be disclosed but booked in their financial statements.

So I don’t necessarily agree with the statements made here. I
think discussions about the Touche-Ross matter when it came
before the Commission probably included some discussion about
the uncertainty inherent in defense contracting. It’s very difficult
to make estimates beforehand as to whether or not you would have
profits or losses on a particular contract when you run into a lot of
change orders and that sort of thing. So I think there was probably
some discussion about that. But the Litfon case was brought by the
Commission at that time, and I think that shows that they also
agreed that losses which are both probable and estimable must be
reported.

Senator PrRoXMIRE. Chairman Shad, would you say that the En-
forcement Division staff has the full support of the Commission in
investigations of large defense contractors who may be failing to
fully disclose cost overrun problems or losses on defense contracts
or who may be in violation of the laws administered by the SEC?

Mr. SHAD. Yes.

Senator PrRoxMIRE. Without reservation?

Mr. Suap. Without reservation.

Senator PrRoxMIRE. Mr. Shad, tell me how many investigations of
major defense contractors have been started at the SEC since you
took office.

Mr. Suap. I wouldn’t know that in the normal course of things. I
think Mr. Lynch can give us a fair count.

Mr. LyNcH. At least one. Certainly one, and I can’t tell you if
there were more than that. One that I'm aware of.

Mr. Suap. Matters under inquiry, of course, we neither confirm
or deny.

Senator PRoxMIRE. How many of the top defense contractors are
under investigation by the SEC?

Mr. SHAD. Probably one, if that’s Mr. Lynch’s guess.

Senator PROXMIRE. As you know, nine are under criminal investi-
gation by the Defense Department.

Mr. SHAD. Yes.

Senator Proxmire. How many of the top 40 or 100 are under in-
vestigation? One?
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Mr. SHAD. We have matters under inquiry at several levels in
the Commission, at the branch and the regional office level and at
the home office level, and they have the authority to pursue these
cases if they have a reason to believe that there may be a violation.
But for me to——

Senator ProxMIRE. What does under inquiry mean, sir? Is this an
investigation or not or is it preliminary?

Mr. SHAD. It's a preliminary investigation. Before coming to the
Commission for a formal order, the staff has the authority and is
encouraged to pursue all matters where they believe there may be
a sustainable cause of action for violation of the securities laws. So
that’s a very aggressive area of pursuit by the staff, and when they
get to the point where they believe they have adequate facts to jus-
tify, and in fact need, a formal order, in order to be able to subpoe-
na information and draw testimony, then they come to the Com-
mission with a full review of the staff’s investigation at that point;
and it moves from a matter under inquiry to a formal investiga-
tion.

Senator ProxMIRE. Can you tell me if there are any formal inves-
tigations of any defense contractors?

Mr. LyncH. There is at least one, and there may be others.

Senator ProxMIRE. There is one that you know of?

Mr. LyNcH. There is one that I'm certain of.

Senator PROXMIRE. As you know, there are 36 that are being in-
vestigated by the Defense Department for criminal investigation.

Mr. LyNcH. I should also mention that I have had discussions
with the fraud unit of the Department of Justice about their inves-
tigations going back some period of time now where we have talked
about how they might best go about approaching some of those
cases, and we are following the investigations. There may come a
time, based on a case they bring or information that we learn of,
that we will subsequently follow up and see whether or not there
are securities violations. But it’s something that we have been
aware of for some time. We meet regularly with the Department of
Justice to discuss a number of issues regarding public corporations,
and they have a very active investigation program right now that
we have been given some detail about.

Senator PROXMIRE. Let me ask you this, Mr. Shad. On May 15 of
this year, a staff report was submitted to the House Armed Serv-
ices Committee concluding six of the largest defense contractors, in
addition to General Dynamics, made millions of dollars of question-
able overhead billings to the Pentagon. Representative Bill Nichols,
chairman of the Investigations Subcommittee, said that the investi-
gation showed billing abuses on defense contracts were widespread
and not limited to General Dynamics. These findings were well
publicized by the news media.

How many of the six corporations are you investigating?

Mr. SHAD. I do not know how many.

Senator PrRoxMIRE. You don’t know how many?

Mr. SHaD. No.

Senator ProxMIRE. Do you know if you are investigating any?
Mr. Lynch.
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Mr. LyncH. I don’t know if one of the six referred to is under
investigation. I don’t know the identity of the six major defense
contractors.

Senator ProxMIRE. Well, the six would not include General Dy-
Il:fllmi(‘:?& I'm talking about the six other corporations. And you don’t

ow?

Mr. LyncH. I can’t say whether they are under investigation or
not. They may be.

Senator PROXMIRE. Mr. Shad, last week, on June 20, it was re-
ported in the Washington Post that 9 of the largest 10 defense con-
tractors were under criminal investigation by the Pentagon’s in-
spector general. In fact, 36 of the 100 largest contractors are under
criminal investigation for alleged offenses, including costs mis-
charging, false claims, gratuities, subcontractor kickbacks, false
statements and bribery.

How many of these firms is the SEC investigating?

Mr. SHAD. I do not know.

Senator PRoxMIRE. Don’t these violations potentially involve vio-
lations of the securities laws and shouldn’t the SEC be concerned
that these firms are doing such things?

Mr. Suap. Well, I think Mr. Lynch has pointed out that we do
have ongoing and continuing conversations with other law enforce-
ment agencies, and where we can appropriately do so we give them
access to our files and they give us access to their information.

Senator PROXMIRE. Where you have a big defense contractor—ob-
viously in virtually all cases there are very substantial invest-
ments, investors are heavily affected. Shouldn’t it just be a matter
of course that if there’s a criminal investigation of this kind that
you would conduct an investigation, too?

Mr. Suap. Not necessarily.

Senator PROXMIRE. Why not?

Mr. SHAD. Our business is disclosure. We are not in the business
of bringing criminal sanctions against people.

Senator PROXMIRE. I recognize that and I am not suggesting you
should be. What I'm saying is if there is this kind of a situation, it
seems to me it should warrant at least an investigation to deter-
mine whether or not the SEC laws and regulations were being
abided by, whether there is disclosure. It would suggest certainly to
this Senator a matter of common sense that in many of these cases
there probably wasn’t adequate disclosure.

Mr. LyncH. That may very well be, but I would submit that it
would be duplicative for us to begin an investigation every time
that the Justice Department or some other investigative agency
opens up their own investigation. I think if you asked the officials
of the Justice Department they would say that in most instances
they would probably prefer that we weren’t monkeying around as
well at the same time that they had begun a grand jury investiga-
tion.

Senator ProxmirRe. But what I'm calling for is an effective en-
forcement of the securities laws. The Defense Department has
nothing to do with the securities laws. The Justice Department
doesn’t enforce them. You do. It’s your responsibility. So it seems
to me that under these circumstances that you ought to take a
very, very hard look and in many cases investigate.
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You have told us this morning that you have some preliminary
inquiries here and there. You can’t tell us how many. You don’t
know whether there are any investigations at all and you're the
head of the Enforcement Division.

Mr. LyncH. There may very well be cases where we should begin
investigations simultaneously with the Department of Justice, but
that’s not to say in every instance that we should open up an inves-
tigation as well. The premise that they use in bringing these inves-
tigations in some of these cases, I suppose, is that false claims have
been filed with the Government. That’s a very complex issue. I'm
not certain that in every instance the SEC has the expertise to de-
termine what’s a false claim and what isn’t a false claim.

Senator ProxMIRE. But you don’t know of any, except maybe one,
and you don’t know—in all these cases—I could understand if you
found on the basis of preliminary inquiry that the disclosure of se-
curities laws and so forth were not being compromised that you
might not investigate, but you would think that in some of these
cases—b5, 6, 8, 10, 15, whatever—that you would have become in-
volved. And you say maybe one and you don’t know of any others.
If you don’t know, who does? You're the head of the Enforcement
Division.

Mr. LyNcH. I wasn’t aware that his was going to be a subject of
inquiry here. We could provide you with the supplemental informa-
tion as to whether or not we are focusing on other defense contrac-
tors. I am familiar with the names of the very large defense con-
tractors. I am not familiar with the names of the top 45 or top 50
defense contractors.

Senator PrRoxMIRE. Mr. Shad, the facts in the Litton shipbuilding
claim case were very similar to the General Dynamics case and
there the SEC took action against the company and its outside
auditors, Touche, Ross, for violating the disclosure requirements.

Wasn’t one of the key facts in the case that a Litton official had
told its bank that it would lose money on its Navy contract?

Mr. Suap. I think that there were similarities between the two,
but they really stopped at the point of involving contracts with the
Navy. Beyond that, they were entirely different. The facts were dif-
ferent. The material difference, in my opinion, was the acknowl-
edgment of the loss by Litton, which we didn’t have in the General
Dynamics case. But Mr. Sampson, I believe, could amplify that.

Mr. SampPsON. Senator, in addition to the loss on the Navy con-
tracts, there was another matter involving some $130 million in
costs incurred by Litton on commercial contracts in its new ship-
yard, which was not properly accounted for; and it was on the basis
of that, plus the other loss, that the Commission brought its action.

Senator ProxMiRe. Mr. Shad, if the SEC had known during the
General Dynamics investigation that a high-company official had
notified the company’s leading banker as early as 1975 that there
would be large losses on the submarine contracts, would that have
led to the conclusion that General Dynamics was violating the dis-
closure requirements in its financial reports?

Mr. SHAD. You said “would be,” and if they hadn’t been realized
or they weren’t reasonably ascertainable, then I'm not sure there
would have been a change.
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Senator ProxMire. All right. Now in its closing memo of Febru-
ary 23, 1982, the SEC Enforcement staff stated, “They found no
documents indicating General Dynamics made any estimate of loss
and it would be difficult to establish any minimum loss should
have been foreseen.”

But the staff of this committee found a number of documents in
which high-company officials estimated large losses, including sug-
gestions from the company’s comptroller, Arthur Barton, and the
memo of H.E. Caldwell, the company’s banker.

How do you explain that discrepancy?

Mr. Suap. Well, I happened to read that section of Mr. Kauf-
man’s report. This was an enormous investigation. The staff went
to both St. Louis and the shipyards themselves and were exposed to
hundreds of files. They went through those files and tried to identi-
fy and in fact received access to tons of materials.

Now to suggest that they in that effort looked at every piece of
paper that may have provided a clue, I'm sure they didn’t, but I
would ask Mr. Lynch to amplify that.

Mr. Lynch. If T could, there’s a document that’s referred to in
the Senate staff report. It’s a Chase document, a September 8, 1975,
memorandum which was used to support the proposition that they
knew that they were going to recognize a loss and that the amount
of the loss in 1975 was $100 million. And the report quotes a sen-
tence which says, “The request for equitable adjustment they esti-
mated to be somewhere in the area of $120 million on the first
flight and $40 million on the second or a total of $160 million
which would leave a net loss of approximately $100 million.”

Now if you look at that sentence alone, I think it’s reasonable to
conclude that in fact General Dynamics did know that thers was
going to be a loss and they put a $100 million ﬁgure on it. But the
report that I have seen, the Senate report, doesn’t refer to the next
page of that document. »

On the next page of the document, the same person is saying to
Chase, “As a result, all of the steps being taken and a really thor-
ough reassessment of the whole situation, Gorden,”—and that’s
Gorden MacDonald from General Dynamics—“now feels that the
company can break even on the total program of flights one and
two assuming that they are able to get approximately $160 million
on the request for an equitable adjustment, not an unreasonable
assumption since the Navy has already offered on flight one $70
million as an initial start.”

So the document that’s cited does have the one sentence in it
which would suggest that General Dynamics did know that they
were going to recognize a loss of $100 million, but in the same doc-
ument, on the next page, there’s a quote attributed to someone
from General Dynamics that in fact, based on changes that they
have made, they think now there’s a possibility of breaking even.

You can’t just pick one or two sentences out of a document and
say that it stands for the propositions reflected in that sentence.
You have to read it in the context of that entire document.

Senator ProxMIRe. Did the SEC investigators contact Mr. Cald-
well to discuss the September 8, 1975, meeting with Mr. MacDon-
ald?

Mr. LyNcH. No, we did not.
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Senator ProxmirRe. Did you question Mr. MacDonald about his
statements in that regard?

Mr. LyNcH. No, we did not. No testimony at all was taken in the
General Dynamics matter.

Senator PrRoxMIRE. Shouldn’t that have been done?

Mr. LyncH. The staff determined that it wasn't appropriate in
the General Dynamics case, in this particular General Dynamics
case, to take testimony. The feeling was that, based on the docu-
ments that we had reviewed, the case was as good as it was going
to get, that you wouldn’t get testimony from General Dynamics of-
ficials that added significantly to the statements that they were al-
ready locked into as a result of the documents, and that conclusion
was reached by experienced people who have done a lot of investi-
gations and it was based on the experience that in fact the investi-
gation would not——

Senator PRoxXMIRE. Mr. Lynch, based on that memorandum from
the company’s banker, Mr. Caldwell, it seems to me that you had a
clear reason for certainly discussing this with Mr. Caldwell and
with Mr. MacDonald—investigating it. You say you did not.

Mr. LyncH. The document itself, though——

Senator ProxXMIRE. The document was ambiguous.

Mr. LyncH. It’s not ambiguous. It says that at one time they
were concerned that there would be a $100 million loss, but as a
result of changes that they had made it’s not unreasonable to
assume that they would break even.

Senator PrRoxMIRE. Well, but they did lose.

Mr. LyncH. I understand that, but one has to assume, if you rely
on the first page of the document, that the entire document is a
legitimate document, that it’s not a doctored document. And if
that’s the case, I think there’s an explanation with in the face of
the document itself which supports General Dynamics’ assertion
gg% in fact they thought they would break even, at least as late as

Senator ProxMire. I understand your reasoning on that. If all
you have is a document, that would be understandable. I still can’t
understand why you don’t follow up with a direct inquiry and get
on record the banker and Mr. MacDonald both so you know what
the situation is. That seems to be the logical thing to do, isn’t it?

Mr. LyNcH. It is, and we do that in 90 percent of our cases, if not
a greater percentage of our cases.

Senator ProxMiIRre. You did not do it in this case.

Mr. LyncH. We did not do it in this case. Although there was a
lot of discussion given to the documents, and there was much dis-
cussion as to whether or not testimony should be taken. It was the
view of everyone involved, many of whom had much experience in
investigatory matters at the SEC, that taking testimony would not
have added substantially to the facts in the record that had been
developed through the documents.

Senator PROXMIRE. Let me just read from the Caldwell memo. It
says:

The new figures that were shown to the board at the June session indicated there
was a loss of roughly $200 million on the first flight and $60 million on the second

flight, or a total loss of $260 million, before any request for equitable adjustment.
The request for equitable adjustment they estimated to be somewhere in the area of
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$120 million in the first flight and $40 million in the second, for a total of $160 mil-
lion, which would leave a net loss of approximately $100 million. Needless to say,
this shook up Colonel Crown and other members of the board of directors and there
was much recrimination and discussion.

Colonel Crown, of course, is a very astute, able, as well as power-
ful and affluent person. It seems to me if he was shook up it is the
basis for a more vigorous inquiry than apparently was pursued.

Mr. LyncH. Well, on the first page of the document it does state
that in June the report was made to the General Dynamics Board
and there were fireworks. People were very upset and as a result of
the fireworks that were set off as a resuit of the report that was
made to the board, key executives in General Dynamics focused on
the problem and by the time of the writing of this memo in Sep-
tember 1975, if one assumes that the matters in here are truthful,
they had reevaluated the situation and they believed, based on
changes that they had made, that they would be in a position to
break even on the contract.

So things had evolved from June, where I think you're quite
right in saying that there appears to be a real shakeup going on, to
September, where because of changes that they had initiated as-a
result of the board’s pushing them, I'm sure, that they were in a
break-even situation or so they thought.

Senator PROXMIRE. Mr. Shad, in the prepared statement it says,
“If defense contractors withhold material information about cost
overruns or other problems, it would be in violation of the acts ad-
ministered by the Commission.”

If General Dynamics had systematically over several years with-
held from the Navy information about cost overruns on the subma-
rine contracts, if they had provided false information about costs
and schedule slippages, or intentionally minimized the seriousness
of the problems, would that be a violation of the acts administered
by the Commission?

Mr. SHaAD. I believe so.

Senator ProxMIRE. Now the committee staff study released on
April 2 demonstrates that General Dynamics, in effect, had two
sets of records on man-hour costs and schedules and that it system-
atically understated its cost overruns and schedule problems in its
reports to the Navy.

If the SEC had known these facts, would it have changed the out-
come of the investigation?

Mr. SHabp. I can’t predict that. It would have been an area of in-
quiry, and we would then have to draw the conclusion as to wheth-
er or not they were reasonable in their estimates of expenses and
probable realization.

Senator PrRoxMIRE. How about it, Mr. Lynch?

Mr. LyncH. I think it might have. I can’t say for certain that it
would have, but to the extent that a company is maintaining two
sets of records, certainly that’s——

Senator PROXMIRE. Then the records that they provide to the
Navy and presumably the records that they provide to the inves-
tor—they’re the same—are false.

Mr. SHAD. That’s not a fair assumption.

Senator PRoXMIRE. It’s not a fair assumption?

Mr. SHAD. No.
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Senator ProxMIRE. Did they lie to the Navy and then tell the in-
vestors in the public statements?

Mr. SHap. Companies have multiple accounts and books, includ-
ing an entirely different set of books along with their tax returns
as compared to those that are distributed to the investors. They
can follow different, equally generally accepted accounting princi-
ples, in doing the two different sets of books.

Senator Proxmire. But what they told the Navy was false and
" what they told the Navy was exactly what they reflected in their
reports to their investors in their financial statements. They under-
stated their costs.

Mr. Shad, how do you explain the fact that these facts were
missed or overlooked during SEC’s investigation?

Mr. SHAD. I'm not sure that what you just read was overlooked.

Mr. LyNcH. If in fact that's——

Senator ProxMIRE. Do you know as a matter of fact that General
Dynamics had two sets of records?

Mr. LyncH. No, I don’t think that we did, and I stated earlier
that, had we known that and if its’s true—I don’t know if it’s
true—but if they did have two sets of books and one set of books is
false, then certainly that would be a very serious violation of the
accounting provisions of the Foreign Corrupt Practices Act.

Senator ProxMIRE. Well, I don’t expect you to necessarily rely on
what I say, but Secretary Lehman admitted that the information
they had was false and that they did have two sets of records. We
had an extensive hearing on that earlier.

Mr. Shad, your testimony says that the SEC staff learned in
April 1978 that General Dynamics may have been primarily re-
sponsible for the cost overruns that were the basis of the claims
and that the assertion that they were caused by Navy change
orders may have been misleading.

Are you aware that numerous internal studies conducted by the
company showed that the company was aware that the cost over-
runs were caused primarily by inefficiency and poor management
in the shipyard?

Mr. SHAD. You referred to my testimony, but you're actually
reading from the prepared statement of Mr. Sampson and Mr.
Lynch. I think it would be better directed to them.

Senator PROXMIRE. Are you aware of that?

Mr. LyncH. I think that is true, that there are documents which
reflect a concern that the operation was very inefficient.

Senator PRoxMIRE. Now if the company and the Navy were both
aware that the cost overruns were primarily or even substantially
caused by the shipyard inefficiency, would it have been reasonable
for General Dynamics to believe that the Navy would provide 100
percent reimbursement for the cost overruns and isn’t it correct
that unless the Navy paid for all the overruns the company would
lose money on the contracts?

Mr. LyncH. Not necessarily. In fact, General Dynamics in 1976
had claims for $544 million, but their own projections were that
they would only recover $130 million of the $544 million. They
weren’t projecting that they would get all $544 million. In fact, out
of the $544 million, they did get $125 million.
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What they were relying on in 1976 was the revision of the escala-
tion provisions. They had a belief that the Navy might be willing
to enter into discussions which would result in the escalation provi-
sions being revised.

As I understand it, in April 1976, Deputy Secretary of Defense
Clements appeared before the Senate Armed Services Committee
and requested authority to renegotiate the escalation provisions
and following that, there were renegotiations with General Dynam-
ics and two other defense contractors, and in those preliminary dis-
cussions they talked about a revision—a renegotiation which would
result in General Dynamics receiving $250 million more on the
contracts.

If you put the $250 million together with $130 million from their
claims on the cost overruns, they were projecting a loss of about
$380 million; they would have been covered.

So it’s not true that they were relying entirely on their claims.
They were relying on a renegotiation of the escalation provisions.

Senator PrRoxMIRE. We're not saying they were just relying on
their claims. In fact, given the extensive evidence of massive ship-
yard inefficiency and poor productivity, wasn’t it unrealistic and
misleading for General Dynamics to say there would be no losses
on the contract because the Navy would provide 100 percent cost
overrun reimbursement through a combination of claims settle-
ments and a new escalation clause?

Mr. LyncH. If that were the case. But I think even in the settle-
ment that was reached in June 1978 between General Dynamics
and the Navy, it didn’t say that the problem was the result entire-
ly of General Dynarnics. In fact——

Senator PROXMIRE. But you admitted, Mr. Lynch, that you knew
that they were inefficient.

Mr. LyncH. Yes.

Senator PRoXMIRE. And that was recognized and that, therefore,
that part of the claim would not be honored.

Mr. LyncH. But just because they were inefficient doesn’t mean
that they were wholly responsible for the problems.

Senator PROXMIRE. But they’re going to be partially responsible
and that means they were going to suffer substantial losses when
they said they would not.

Let me ask you this. There were two issues concerning the esca-
lation clause. One was whether it would be recalculated at a higher
rate for future inflation. The other was whether it would be recal-
culated for a higher rate for past inflation and made retroactive to
the date the contract was signed. Only if the new escalation clause
was made retroactive could General Dynamics hope to get full re-
imbursement for the cost overruns.

What evidence is there that the Navy had indicated a willingness
to make such a drastic overhaul of the contract?

Mr. LyNcH. As I understand it, they had negotiated a proposed
settlement with General Dynamics where they would receive $250
million under the renegotiated escalation clause which would, at
least for 1976, put General Dynamics on a break-even basis.

The problem that occurs is that the other two defense contrac-
tors that were involved in negotiations decided that the settlements
that they were talking about on the escalation provisions with
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DOD weren’t sufficient and they backed out, and the whole discus-
sion was based on the premise that all three defense contractors
would reach an agreement. Those are the facts as we understand
them. In fact, they did have a tentative arrangement with the
Navy where they would receive $250 million under a revised esca-
lation clause.

Senator ProxMIRE. I'm going to ask General Counsel Kaufman to
follow up.

Mr. KaurMaN. Mr. Lynch, with regard to that negotiation, even
had they received the $250 million, that would not have been
enough to bring them into a break-even or profit position with
regard to the two contracts, would it?

Mr. Lyncu. As I understand what they were projecting as cost
overruns in 1976, it would. They were projecting a cost overrun in
1976 of $380 million. They had a claim filed for $544 million. They
realized that they weren’t going to get $544 million. In fact, they
had budgeted that they would get $130 million. As it turned out,
they only got $125 million. But the $250 million that they would
have gotten under a revised escalation clause, added to the $130
million that they thought they would get from the claim, would
cover it. It would add up to $380 million projected shortfall that
they had.

Mr. KAuFMAN. As you may know, in the company’s records were
numerous estimates of projected losses, including losses much
greater than the ones you are citing.

In any event, the claims negotiations fell through in 197 6. They
did not get the $250 million recovery and in the final analysis, they
got a recovery that amounted to over $600 million and they still
suffered a loss. Isn’t that correct?

Mr. LyNcH. Yes, it is.

Senator PRoXMIRE. Mr. Shad, the committee staff went through
SEC’s voluminous files of the General Dynamics investigation.
They found no evidence that the Navy intended to give the compa-
ny a new retroactive escalation clause.

Can you point to any document in the files which shows other-
wise, any of you three gentlemen?

Mr. LyncH. Nothing other than our awareness of the negotia-
tions between the Navy and General Dynamics.

Mr. SHAD. And a statement by the Secretary that the escalation
clauses were inadequate.

Mr. KaurMman. Can you point to any statement by a Navy official
that they were willing to provide a new retroactive escalation
clause going back to the original date of the contract?

Mr. LYNCH. I am not certain that we have that document in
front of us. I do know that at the April 1976 hearings before the
Senate Armed Services Committee the Deputy Secretary of Defense
said that the new escalation provision—said in effect—I don’t pur-
port to be quoting him—that the escalation provisions as they cur-
rently were written were inequitable and——

Mr. SHaD. He said, “The largest part of the inequities which is
recognized in ongoing contracts signed in the period 1968 to 1973
can be overcome by a reformation of the provisions for escalation.”
That directly covered this area.
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Mr. LyNcH. At the same hearings, Admiral Michaelis also indi-
cated that the escalation provisions seemed to be inequitable.

Now certainly that doesn’t suggest—I don’t mean to suggest that
that indicates that they definitely were going to give General Dy-
namics another $250 million, but by virtue of making those public
statements, they certainly put themselves in a bad position in the
matter of a litigation, and I think it is fair to say that by admitting
that the escalation provisions in the contracts were inequitable it
suggests that there was a willingness on their part to renegotiate
to some degree.

Mr. KaurmaN. In any event, following the collapse of the at-
tempt to settle the claims, I think you will agree that there is no
statement on the record of any Navy official or any other evidence
that the Navy was willing to provide the company with a new esca-
lation clause retroactive to the date of signing the original con-
tract. Is that correct?

Mr. LyncH. I can’t point to a document. I don’t know whether a
document exists or not.

Senator PRoxMIRE. Mr. Lynch and Mr. Sampson, were either of
you aware that Arthur Andersen met with Gorden MacDonald and
Arthur Barton on July 30, 1976, where it was agreed that unless
productivity improved in the shipyard in the next 2 months a loss
on the submarine contracts would have to be recognized and that
in September and October of that year an Arthur Andersen part-
ner noted in a memo that the projected productivity improvements
had not occurred?

Don’t these documents show that the company should have re-
ported a loss in 19767

Mr. SAMPsoN. I'm not familiar with the details of the investiga-
tion, Senator.

Senator PROXMIRE. Mr. Lynch. ,

Mr. LyncH. I think you're right, those documents do exist, but
the situation was in flux. In fact, if there is anything I have
learned over the years of doing investigations, the fact that you
have one or two documents which suggest a conclusion doesn’t nec-
essarily mean that that conclusion can’t be rebutted if you get to a
point where the case actually has to be tried in a court of law.

And the fact that a document exists in September or July or any
other time which would suggest that a loss might be recognized
does not definitely indicate that the loss had to be recognized at
the end of the year. Things could change. And the fact that one
person reaches a conclusion doesn’t mean that everyone else in the
corporation or everyone else in the accounting firm is in agreement
with that conclusion.

Senator PROXMIRE. Mr. Shad, in the 4 years it took to complete
your first investigation of General Dynamics, no testimony was
taken under oath. David Lewis was not questioned under oath.
Gorden MacDonald was not questioned under oath. Takis Veliotis
was not questioned under oath. No sworn testimony was taken.

How do you explain this oversight and are you taking testimony
under oath in the current investigation of General Dynamics?

Mr. SHap. We have not acknowledged or denied a current inves-
tigation.
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In the investigation we are discussing today, the staff concluded
that it did not have adequate documentary evidence to challenge or
contradict expected exculpatory testimony by witnesses. That’s the
reason they decided not to go forward. in taking testimony. They
just didn’t have enough proof up front, and they certainly could an-
ticipate that most of the testimony they would get was going to be
defensive and try to be explanatory or justify the actions taken.

Senator ProxMIRE. You say they didn’t have proof up front.
That’s what sworn testimony is supposed to elicit. That’s the pur-
pose of it, isn’t it?

Mr. Suap. They didn’t have adequate documentary evidence.

Senator PROXMIRE. Again, that seems to me makes it even more
imperative that in order to determine whether or not you can de-
velop adequate proof you take sworn testimony.

Mr. SHAD. I'm no expert in terms of investigation, but I think in
each stage of an investigation you've got to make a decision as to
whether further effort is justified because every moment that you
put into an investigation that does not lead to a sustainable cause
of action is a diversion of our resources that should be more effec-
tively employed.

Senator ProxMIRE. Have you subpoenaed documents from Gener-
al Dynamics in the present investigation and how long do you
expect this investigation to take?

Mr. SHap. I have no comment concerning whether or not there is
a present investigation.

Senator PrRoxMiRe. Why can’t you acknowledge whether or not
there is a current investigation?

Mr. SHAD. Because if we just did it blithely, we could go around
embarrassing and impugning an awful lot of innocent people and
jeopardizing the result of bringing a successful court action.

Senator Proxmire. Well, here you have a corporation, General
Dynamics, which I don’t know how they could be embarrassed. It’s
a corporation that’s under criminal investigation by the Defense
Department. It seems to me if the SEC is conducting a—and by the
Justice Department, too, I might add—and it seems to me if the
SEC is investigating them I don’t see how it could embarrass them
anyjfurther. These are fine gentlemen, but they don’t embarrass
easily.

Mr. SHAD. Senator Proxmire, if we were investigating you and
had no real basis to know whether or not you had violated the se-
curities laws, would you want us to publicize it?

Senator ProxMire. Well, if I were being investigated for criminal
activity by the Justice Department and by the Defense Depart-
ment, I would certainly take it right in stride if the SEC came
along and investigated me.

Mr. SHaD. I think, more importantly, we could jeopardize our
own case by these kind of premature statements.

Senator Proxmire. All right. My final question, Mr. Shad, the
SEC’s critics would argue that you intend to conduct a protracted
investigation in the hope that in a year or two or more the atten-
tion will shift away from General Dynamics and it will then be
safe to close down the investigation without taking any action, as
occurred in the first instance. How do you answer that criticism?

Mr. SHaD. I think I would say, of course not.
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Mr. LyncH. I would like to answer that. I would like to know
who the critics are who suggest that. Has anyone suggested that
the staff didn’t act in good faith in the General Dynamics matter? I
mean, to suggest that the staff has reached a conclusion now that
we don’t want to bring an action in a particular investigation is an
insult to the staff, and there is absolutely no basis for making that
sort of suggestion.

To suggest that we have reached a conclusion in any investiga-
tion before we assembled all the facts is an insult to the staff, and I
don’t know what critic made that sort of allegation against the
staff, but I take offense, and I can tell you that the entire Division
of Enforcement would take offense to that kind of remark.

Mr. SHAD. I would associate my attitude as well and the full
Commission with that.

Senator Proxmire. Well, I appreciate that, but that’s healthy,
righteous indignation by an investigator and I think he has every
right to feel that way.

Let me say in conclusion, it should be perfectly clear, as I say,
that in the General Dynamics case the system or perhaps the indi-
viduals that are supposed to protect the taxpayer from defense con-
tract abuses failed. There was a collective failure, not just a few
parts, but every part. All the barriers erected by Congress over the
yea}llrs collapsed and I might add Congress was not much of a help
either.

The Navy’s contract negotiators and administrators failed in the
first instance to detect a buy-in by General Dynamics or the sys-
tematic false reporting of costs and schedules that occurred.

The defense contract auditing agency failed to identify the
abuses, as did Navy Inspectors General and Navy investigators.

The Department of Justice failed to enforce the criminal laws, at
least in my judgment.

The company’s outside audit firm, Arthur Andersen & Co., and
the company’s internal auditors failed their professional responsi-
bilities to require full disclosure in the company’s financial reports.

And the Securities and Exchange Commission failed in this in-
stance to enforce the securities laws.

I am vexed by the weakness exhibited by the SEC. I have been
one of its strongest supporters in the past and I still am. But I
must wonder now on whose side is the Commission? Is it a regula-
tor or a protector of a securities firm, particularly of the defense
industry? Is it neglecting its mandate to protect the public from
unscrupulous and unethical business practices?

In my judgment, the SEC is in danger of becoming perceived as
and becoming in fact a business oriented, prodefense contractor or-
ganization. If that happens, it will be a disaster for the public and
for the Commission. I have great respect and admiration for you,
Mr. Shad. I think you have worked very conscientiously and I
regret that I have to make that statement, but I make it sincerely.

Thank you very much.

[Whereupon, at 11:40 a.m., the subcommittee adjourned, subject
to the call of the Chair.]

[The following supplemental statement of Mr. Briloff was subse-
quently supplied for the record:]
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Page 2
Introduction:

At page 89 of the Transcript of the June 28, 1985 Hearings of the
Subcommittee on Economic Resources, Competitiveness ahq Security Economics of
the Joint Economic Committee, Chairman Proxmire stated that the record would
be kept open to permit additional questions to be directed to the witnesses.
Because the Statement from the Securities and Exchange Commission, and
testimony given by the witnesses appearing in behalf of the Commission, raise
some important gquestions relating to the General Dynamics accountings, and to
corporate governance and accountability generally, I deem it desirable to
submit this supplementary statement for the record.

Before turning to the principal matter involved in the deliberations of
your Subcommittee on June 28, I would like to pursue two peripheral issues, to
wit:

1. A response to Gary Lynch's criticism of my commentary on

. the SEC*'s “double standard,“ and of critics of the SEC
generally; and

2. The SEC's response to allegations regarding improper acts

by defense contractors.

Mr. Lynch Takes Umbrage:

1. At page 43 of the Transcript Mr. Lynch asserted that:

- . - I would like to turn to something which was raised by
Mr. Briloff . . . where I can respond to an allegation that he
made.

He suggested that the SEC only brings cases against small
companies or small accounting firms. That simply isn't true.
Our record doesn't show that.

In recent years, we've brought a case against Fox and
Company which at the time I think was the 11th largest auditing
firm in the country. We brought a case against Touche and
Litton, a case we've already discussed this morning; and just
last week, last Thursday, we filed an injunctive action against
Price Waterhouse.
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Page 3
In recent months we have brought actions against Burroughs

Corporation, against Oak Industries, against Charter Company,

against Stauffer Chemical, and against AM International. I

would submit that those are not small companies and that the

firms we have proceeded against are not small firms and we don't

discriminate against small firms. [Emphasis supplied.]

I have scrutinized the transcript of my testimony most carefully and do
not find the word "only" used anywhere -- certainly not in the context of my
criticism of the SEC's "double standard.”

I am confident that Mr. Lynch was intimately familiar with the point I was
making; he was undoubtedly aware that I had developed a full and complete
roster of the Commission’'s Accounting and Auditing Enforcement Releases from
1981 through 1984 for the purposes of my February 20, 1985, testimony before
the Subcommittee on Oversight and Investigations of the House of
Representatives Committee on Energy and Commerce (the "Dingell Committee").

He may not have been aware of the fact that I had updated that analysis for
the purposes of a June 20 address delivered before the Michigan CPAs. (A copy
of that address was, as I recall, provided to the Enforcement Division's Chief
Accountant at the time of the meeting in Grand Rapids.)

In any event, for the record of these proceedings, as Attachments 1A and
1B, copies of relevant portions of my two presentations are provided.

2. Subsequently, at page 87, Mr. Lynch inveighed against critics of the
Commission, asserting:

I would tike to answer that. I would like to know who the

critics are who suggest that. Has anyone suggested that staff

didn't act in good faith in the General Dynamics matter? I

mean, to suggest that the staff has reached a conclusion now

that we don't want to bring an action in a particular

investigation I think is an insult to the staff, and there is
absolutely no basis for making that sort of suggestion.
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To suggest that we have reached a conclusion in any
investigation before we assembled all the facts I think is an

insult to the staff and I don't know what critic made that sort

(Chairman Shad concurred in this view, saying, "I would associate my
attitude as well as the full Commission with that.”)

I presume that Mr. Lynch included me among the critics at whom he took
umbrage. In any event, I am such a critic. Nonetheless, just as I believe
myself to be a loving critic of my profession, so do | fancy myself to be a
loving critic of the SEC. In each case 1 believe the enterprise to have an
enormously important role in the fulfillment of the objectivesjof our American
Democracy; to the extent that I sense the profession or the agency to fail
seriously in the fulfillment of that responsibility, criticism is not merely

Justified, it is essential.

Probing Defense Contractor Aberrations:

Pages 59-65 of the Hearings transcript report the coloquy between Chairman
Proxmire and the witnesses from the SEC regarding the Commission's
investigations of alleged violations by defense contractors involving “costs
mischarging, false claims, gratuities, subcontractor kickbacks, false
statements and bribery." The SEC witnesses appear to have responded to the
conditions described by Chairman Proxmire with what might be best described as
essentially benign neglect -- thus, only one contractor was under
investigation for the possible violation of the reporting provisions of the
Securities Acts of 1933 and 1934.

This attitude is not comprehensible to me. A decade ago, when the

“"Corporate Watergate" phenomenon was discerned, the SEC's Enforcement
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Division, then headed by Stanley Sporkin, initiated a program of "voluntary
disclosure" by corporations which may have deliberately or inadvertently
violated the reporting requirements of the Commission. It would appear that a
corresponding “invitation for voluntary disclosure,” with or without a promise
of amnesty, should be instituted presently -- directed, say, to the top 100
defense contractors, or those who may have enjoyed a billion dollars, or more,
of contracts during the past five years. If such a practice was appropriate a
decade ago, it would appear to be inexorable presently in view of the
enactment of the Foreign Corrupt Practices Act of 1977, particularly the
enactment of Section 13(b) of the Securities Exchange Act of 1934.

By way of a footnote to history, [ have included herewith, as Attachment

2, pages 170-172 from my Truth About Corporate Accounting (Harper & Row, 1981).

Who Will Guard the Guardians?

As proltogue to this phase of my analysis of the SEC position regarding the
General Dynamics Accountings, the observation of OMB Director David Stockman,
as quoted in The New York Times (June 29, 1985), is most apt:

As the fiscal crisis has worsened and the political
conflict intensified, we have increasingly resorted to squaring
the circle with accounting gimmicks, evasions, half-truths and
downright dishonesty in our budget numbers, debate and
advocacy. Indeed, if the S.E.C. had jurisdiction over the
executive and legislative branches, many of us would be in
jail. So it is incumbent on both sides to come clean with the
numbers, and thereby the true choices.

But then, in this very context, we hear the question from Juvenal calling

across the millennia, "Quis custodiet ipsos custodes?" And here, I presume,

the response should be that it is the Congress of the United States who must

guard the SEC.
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Analysis of the SEC Position:

My analysis of the SEC Statement submitted to your Subcommittee for the
June 28 Hearings informs me that it is a most intriguing document. It appears
to have been developed by a troika, none of whose members was necessarily
aware nor responsible for what the others were writing.

Passing over the title page and the initial introductory page we find that
pages 2 through 6 present a general statement regarding the accounting
problems of defense contractors; and as will be noted presently, sets forth
(at p. 3) the rule, as the SEC sees it, for revenue recognition on long-term
contracts. While I will be commenting on certain aspects of those five pages,
they are essentially descriptive -- and not especially controversial.

From page 7 through the last complete paragraph on page 13 the Statement
provides a chronology of the investigation of General Dynamics by the SEC's
Enforcement Division during the period 1978 through 1980. This section
summarizes the facts which led to the Commission's authorizing a formal
investigation.

And then, from the bottom of page 13 through the end of the document at
page 20 there is presented the "Third Act," i.e., the Division's proceeding
from 1981 to February, 1982, to terminate the investigation.

As will be noted presently, it is my view that this third segment is
essentially oblivious of the facts included in the middle segment, and ignores
entirely the SEC rule at page 3 regarding revenue recognition. Instead, this
conclusionary segment appears to be determined inexorably to gquash the
investigation, that it brushes facts and rules aside and becomes obsessed with
but one guiding precept, namely, to subsume the entire accounting issue under
Financial Accounting Standards Board Statement No. 5, relating to

Contingencies.
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That there was less than full coordination among the several sectors of
the Commission responsible for this project is clearly evidenced by two
statements by the Chief Accountant at the Hearings, to wit: At Tr. 5I, “I'm
not familiar with all the details of the case . . .; at Tr. 83, "I'm not
familiar with the details of the investigation . .
I turn to a more detailed critical analysis of the SEC's position in this

controversy, as disclosed in the Statement and the testimony at the Hearings.

Regarding the 1976 Disclosures:

The SEC's 1982 determination to terminate the GD investigation did note
the staff's misgivings regarding the 1976 footnote disclosures regarding the
688 contracts. I have some further misgivings which I believe should have
given pause to the staff prior to its granting its 1982 absolution, including:

1. The footnote states that: "On 7 April 1976, the first claims
submitted [to the Navy] covering charges directed by the Navy prior to 20 May
1975 as the first contract for seven submarines were settled at a contract
price increase of $97 million." I dub this as a "40%-true disclosure" --
hence, something less than a half-truth. This is because, as now disclosed by
the SEC Statement (p. 8) this $97 million settled the previously submitted
claim aggregating $244 million.

By my standard of "full and fair disclosure" the information not contained
in the footnote, per se, was material and relevant. The reader could then
infer that GD's allegations of the Navy's responsibility for the cost overruns
were being rejected by about 60 percent. This fact could impact on the
reader's evaluation of the $544 million figure which was given currency in the

footnote.
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2. The footnote indicated that the 688 revenue/cost calculus received a
credit for "projected productivity improvement." That this may well have been
a canard might be evidenced from the following included in an Arthur Andersen
memorandum of January 6, 1977:

Bob Palmer opened the meeting by pointing out our concern
over the growing uncertainties at the Electric Boat Division
involving mainly around the extremely large magnitude of the

claim and the continual decline in productivity in recent months
since our Tast meeting with Gorden at the end of the third

quarter. [Emphasis suppTied. ]

Just how the corporation and its auditors could subscribe to "productivity
improvements" at the very “point in time" when they have been noting
"continued decline in productivity" is beyond me. Just how and why this added
favorable injection into the 688 calculus escaped the notice of the SEC staff
is also beyond my ken.

3. Not disclosed in the 1976 financial statements but, to my knowledge,
first revealed by the Commission at page 15 of its Statement was the fact that
the SSN 688 cost overrun as of the close of 1976 was $380 million. Of that
sum $130 million was intended to be recouped from the Navy on the portion of
the claim relating to change orders; the remainder was based on management's
hopes for change in the escalation provisions. These disclosures are, of
course, far more informative than those included in the relevant footnote
which noted that the required recoupment would be "a substantial portion" of
the $544 million in claims.

The SEC position presumes that the $380 million vanishes into
insignificance, first by asserting that GD did recover fully $125 million on
the $130 million expectation; and then evaporated the remaining $250 million

by referring to some testimony at some hearings.

58-482 0 - 87 - 5
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By way of a commentary on the SEC's alchemy, I believe that its relating
the $125 million portion of the June, 1978, settlement to the $130 million
portion of the expectation is specious. There is nothing in the record
discerned by me to demonstrate an even tenuous linkage between the two figures.

To the extent the Commission's accountants now believe that the $250
million was entitled to be reckoned as revenues on the basis of the flimsy
evidence reported at page 17 of the statement, the awesome SEC is showing a
willingness to grab at straws to rationalize a misbegotten position.

4. Even after giving full faith and credit to the June, 1978,
settlement, the staff of the Enforcement Division should have noted the deep
hole that remained in GD's 1976 operating results. Accepting the $125 million
portion to be first credited to the 1976 year, the corporation was then
reimbursed to the extent of another $128 million (i.e., one-half of the excess
of the $380 million over the $125 million). Consequently, GD had to absorb a
loss of $127 million for 1976, even after giving effect to the settlement;
this amount just about equated the pretax income reported for that year. Most
assuredly, a loss of that magnitude was material.

It does appear that the "healthy, professional skepticism" which the
Commission properly expects from the independent auditor was not a quality
manifested by the SEC staff in 1982 when they determined to give a passing

grade to GD on the 1976 footnote disclosures.

Regarding the 1977 Disclosures:

1. My criticism of the "40%-true disclosure” in the 1976 footnote is
equally applicable for 1977 since the footnote for that year repeats the

reference to the $97 million contract price increase.
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2. Having now been informed that the cost overrun as of the end of 1976
was $380 million, it means that the incremental overrun for 1977 amounted to
$460 million. (In my statement I alluded to a $296 million increment, p. 3,
taking the differential between the $840 million and $544 million figures.)
So it is that during the year 1977 General Dynamics was “hemorrhaging” in its
performance on the 688 contracts. This condition notwithstanding, the
corporation and its auditors were still staking their hopes for a break-even
in part on the realization of "historical manfacturing improvements."

Just how GD's management and its auditors could have embarked on this
psychedelic trip in the face of the realities is beyond me; that the SEC now
blithely passes over this process is even more incomprehensible. In view of
the $460 million incremental cost overrun for 1977, and given that the Navy
agreed to absorb half of that amount, it means that the corporation was left
with a staggering $230 million loss for the year, even after giving effect to
the June 1978 settlement.

3. I have already alluded to my lack of comprehension of a number of the
SEC's 1982 determinations regarding the General Dynamics accounting
disclosures, and the determination to somehow wish away the faitings discerned
by the staff. What I find absolutely incredible is the staff's (i.e., those
involved in the quashing) failure to juxtapose the 1977 disclosures regarding
the claims with the facts discerned by the staff (i.e., those involved in
initiating the 1978 investigation).

From the 1977 footnote:

« « » Due to deficient engineering plans and

specifications furnished to Electric Boat Division by the U.S.

Navy and its design agent plus the serious delay in furnishing

the plans, the costs of building these submarines have greatly

exceeded the initial contract prices. More than 35,000 drawing

revisions have been made to the plans and specifications which

have adversely affected the production operations. Accordingly,

the Corporation has filed claims with the Navy for price

increases to cover the impact of the changes, in accordance with
the contract's changes clause. . .
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Now let us turn to the statement of facts included in the SEC Statement to
your Committee, p. 10:

At that time [April, 1978], the staff learned from
officials of the Department of the Navy certain facts which
tended to indicate that General Dynamics rather than the
government may have been primarily responsible for the disputed
cost overruns. In addition, having completed their analysis of
the $544 million claim, members of the Navy Claims Settlement
Board indicated to the staff that the Board had been able to
substantiate less than 20% of the claim. The staff also learned
that General Dynamics' allegation that some 35,000 drawing
revisions (revisions to the design of the submarines) had caused
a substantial delay in the completion of these contracts may
have been misleading. The Electric Boat Division in response to
Navy inquiries had stated that only 2,384 of the 35,000 drawing
revisions had a direct cost impact, and the Navy indicated that
of these 2,384 changes, only 77 were likely to result in costs
above $20,000.

Did not someone at the Commission responsible for the 1982 quashing, and
even now as the Commission was developing its Statement for presentation to
your Committee recognize the invidious distinction between the footnote
disclosures and the full facts? If, then, the Commission were to respond to
me by asserting that the auditors completed their rounds in March, 1978,

whereas the facts were developed a month later, I would reject that argument

out-of-hand, as a banal absurdity.

"Teaching Grandma How to Suck Eggs":

I have no doubt but that emblazoned over the entrance to the offices of
the Enforcement Division of the Securities and Exchange Commission is a copy
of the Commission’s anti-fraud rule, its Rule 10b-5. That pronouncement reads
in part as follows:

- Employment of Manipulative and Deceptive Devices: It shall
be unlawful for any person, directly or indirectly, by the use
of any means or instrumentality of interstate commerce, or of

the mails, or of any facility of any national securities
exchange,
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(a) . . .

(b) to make any untrue statement of a material fact or to
omit to state a material fact necessary in order to make the
statements made, in the light of the circumstances under which
they were made, not misleading, or

(c) .

I maintain that the errors of omission and commission noted by the 1978
staff of the Enforcement Division and those noted by me present a prima facie
case of Rule 10b-5 violations by General Dynamics and its independent
auditors; to the extent that the 1982 staff of the Enforcement Division and

others ignore or gloss over these aberrations, I would Judge them to be in

pari delicto.

The Nuclear Conceptual Issue:

Throughout the SEC's defense of the quashing of its General Dynamics
investigation, the Commission has manifested an obsession with FASB Statement
5, and especially paragraph 8 thereof, which reads:

An estimated loss from a loss contingency (as defined in paragraph 1)
shall be accrued by a charge to income if both the following
conditions are met:

a. Information available prior to issuance of the financial statements
indicates that it is probable that an asset had been impaired or a
liability had been incurred at the date of the financial statements.
It is implcit in this condition that it must be probable that one or
more future events will occur confirming the fact of the loss.

b. The amount of loss can be reasonably estimated.

The SEC's opting for the foregoing accounting precept is remindful of the
drunk who Tost his keys in the middle of the block, but went looking for them
at the corner where the light was better. The “nuclear conceptual precept" is

not in the foregoing but lies instead in that stated by the Commission in its
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Statement at page 3, to wit: *“The Commission requires financial statements
filed with it to be in conformity with GAAP. Generally accepted accounting
principles permit defense and other long-term contractors to recognize claims

as revenues and assets to the extent that such amounts are susceptible to

reasonable estimation and realization is probable . . . .* [emphasis supplied]

So it is that contrary to the presumption implicit in the SEC's 1982
detérmination, the burden of proof is not on the Commission, the Congress nor
myself to demonstrate that a loss was probable for 1976 and/or 1977; instead,
the burden of proof was and is with the company and its auditors to
demonstrate that the claims, etc., had become sufficiently substantive so as
to be capable of being recognized as revenues and assets. So it is that the
company and its auditors should have been constrained to demonstrate that:

a. The claims as of the close of 1976 and 1977 were realizable to the
extent of at least $380 million and $840 million for the two years
respectively, and

b.  The amounts were sufficiently palpable so as to be capable of being
recognized as revenues and assets.

c. And only then, could these amounts be properly included in the
revenues when reckoning the revenue/cost calculus on the 688 contracts.

There is no evidence discerned by me to demonstrate that they had ever
been asked to meet that burden. This takes us to Arthur Anderson to
demonstrate that it had completed its 1976 and 1977 audits in accordance with

generally accepted auditing standards.

AN

The Auditing Standard Issue:

The SEC Statement (p. 2) alludes to the Industry Audit Guides, Audits of

Government Contractors to point up the developments in the accountings by such
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enterprises. My review of the publication (both, the 1975 and 1983 issues)
discloses but a single segment as being especially relevant to the issue at
hand, thus, from Chapter 5, “Government Contracting Audit Consideration,"
regarding Claims Receivable:

Claims receivable, other than those arising from contract
terminations, usually arise from unilateral contract changes by

the government (see Change Orders in this chapter) or disputes.

An evaluation of the likelihood of settlement under terms which

will result in collection of the recorded amount can sometimes

be accomplished by review of the contract terms and

documentation of the claim and by discussion of the basis for

the claim with knowledgeable contractor personnel and legal

counsel.

Often claims are settled only after prosecuting through the

Armed Services Board of Contract Appeals or the Court of

Claims. Many of these claims are not recognized in the

contractor's accounting record until settled. Disclosure of the

existence of any material claims should be made in the financial

statements (including the notes thereto). If collectibility of

material claims is uncertain, the independent auditor may decide

to modify his opinion.

In my view, this segment is so equivocal as to stand for anything or
nothing at all. What was, however, especially relevent is the introductory
paragraph to the chapter: “Generally accepted auditing standards are
applicable in the examination of financial statements of companies which are
government contractors. This chapter deals primarily with auditing procedures
peculiar to government contracts.”

So it is that the segment regarding the audit of claims must be subsumed
in the pervasive auditing standards, hence:

General Standards:

1. Technical training and proficiency
2. Independence
3. Due professional care

Standards of Field Work:
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Adequate planning and supervision

Study of system of Internal Contro!l

. "Sufficient competent evidential matter is to be obtained
through inspection, observation, inquiries and confirmation
to afford a reasonable basis for an opinion . . ."

o N

Standards of Reporting:
Statement re conformity with GAAP
Consistency

7.
8.
9. Informative disclosures
0.

1 Expression of opinion or denial of opinion

In my statement submitted in response to the Committee's invitation, as
well as during the course of my testimony at the Hearings, I questioned the
auditor's lack of objectivity and inadequate professional skepticism in their
1976 and 1977 audits; I thereby questioned their independence. I now turn to
my questioning the firm's fulfillment of the Third Standard of Reporting,
i.e., item number 6, in the foregoing roster.

Section 330* of the Statement of Auditing Standards "Evidential Matter,"
is of central import here; accordingly, I have included it in this
presentation as Attachment 3.

I have not seen any evidence demonstrating that Arthur Anderson manifested
due diligence to obtain the "evidential matter" required to permit the claims,
etc. to be recognized as revenues and assets. Instead, a clear and compelling
indication that Arthur Andersen preferred to remain blissfully ignorant of
what a meaningful -probing for independent evidential matter might disclose, is
contained in the following section of a January 6, 1977, memorandum from the

firm's files:

*  Section 330 was redesignated Section 326 in 1980, at which time additional
material was inserted. Inasmuch as we are here dealing with the years of
1976 and 1977 and the 1980 changes appear to be neutral for present
purposes, the pre-1980 version is included herein as the attachment.
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Gorden briefly outlined the current status of progress on
the boat, the estimate of completion, the history of this claim,
including the prior settlement, Congressional testimony of
Deputy Defense Secretary Clements, the escalation issue, etc.
Gorden pointed out additional work we could do such as testing
the estimate of completion, familiarizing ourselves with the
testimony and reviewing and testing the claim by our personnel
and by discussion with Sellers, Conner & Cuneo. We indicated
that we were pursuing all of these matters and were pretty well
up-to-date on all of those and would complete that work next
week sometime. Bill Weldon offered to meet with Navy officials
at_an appropriate Tevel so that we could have some outside
verification of the validity of the claim. The concensus of the
meeting incTuding that of Gorden's was that nothing would be
gained by direct meetings with the Navy.

How did the 1981-1982 Enforcement Division staff respond to these
responsibilities vested in the independent auditors? For example, at page 16
of the Sampson/Lynch Statement, "The staff did not discover evidence to
disprove the propriety of the conclusion made at that time." This view was
repeated at the Hearings (Tr. p. 41, p. 70 ff.). '

In short -- managements and auditors should not be judged by the extent to
which they are capable of “Hearing no evil, Seeing no evil, and Speaking no
evil"; they are paid most handsomely for ferreting out and disclosing all that
is relevant for critical judgment calls by the users of the financial
statements -- all, of course, consistent with the highest standards of the

prevailing state of the art.

A Foreboding for the SEC:

Let the Commission be forewarned: To the extent to which it persists in
the position it has taken regarding the 1976/1977 General Dynamiés accountings
it will find that it has opened a Pandora's Box.

The SEC Enforcement Division will regularly find that it will be
confronted with an SFAS 5 rejoinder whenever a registrant has failed to
provide for loan-loss, bad-debt, and/or insurance reserves. Corresponding

rebuttals will come when the Division alleges a failure to take appropriate
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write-downs on inventories, investments, intangibles, plant and equipment
(even when abandoned). In each and every such case an effective response can
be: *®Granted that a loss was probable, possibly even ipexorable, nonetheless,
because we could not reasonably quantify the potential loss, no such loss was
‘booked. "

So it is that disclosure footnotes will proliferate and become even more
expansive. Such a development would, in my view, be inimical to the reporting
process; it would shift an important aspect of responsibility for critical
judgment calls from the preparers of financial statements to the users
thereof. This development would seriously detract from the understandability
of the statements.

I sincerely and respectfully urge the Chief Accountant of the Commission
to reconsider what has been done and said in this General Dynamics matter and
to make clear that while all contingencies are fraught with uncertainty, all
uncertainties are not contingencies to be subsumed in FASB Statement 5. As I
noted in my testimony (p. 17) the 1985 Arthur Andersen & Co. monograph,

Objectives of Financial Statements makes this point most concisely;

accordingly I have included, as Attachment 4, the relevant page 71 from that

publication.
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Gathering and Reporting System (“EDGAR"). Aside from patent conflicts of
interest inherent in this undertaking, the sfgnal which the Commission is
sending forth is that it is entirely oblivious of AA's systems failures, or in

any event exculpates the firm.

11. The SEC -- Is Big Brother Watching?

An August 10, 1982, Wall Street Journal article noted, "After years of

badgering accountants to tighten audit procedures, the SEC is backing off and
increasingly 1ett1ng the profession police itself.*

That this criticism was patently fair can be demonstrated by the fact that
from February, 1981 through December, 1982, the incumbent Administration
promulgated but two releases identifiable as disciplining members of the
accounting profession -- and one of them, dated February 26, 1981, was
probably so far advanced in the enforcement pipeline that it Qas still of the

But the SEC was not entirely idle during this extended period. Instead,
we saw it quashing pending investigations of Citicorp and General Dynamics
and, especially felicitous for the profession, as noted previously, it aborted
ASRs 250 and 264 -- promulgations which called for some constraints on the
auditors' compromising love affair with management advisory and other services.

The Citicorp affair was probed in depth by your Committee during the Fall
of 1982. The matter of the 250/264 rescissions was described in the

aforementioned Wall Street Journal article, and discussed previously in this

statement.
The Commission's disciplinary pace did accelerate somewhat during 1983
when we find so-called Accounting and Auditing Enforcement Releases; it then

intensified during 1984 -- with much fanfare devoted to the Commission's new
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vigor. In fact, during 1984, there were no fewer than 27 such releases.

I have catalogued the 1983/84 releases into two categories, i.e., those
which involved exclusively the so-called registrants or their officers, and
those where the ostensibly independent auditors were cited as respondents,

with the following results:
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Auditor Identified

Release No. Registrant(s) Auditor in Release?
4 Clabir Corp. Arthur Young Yes
10 Aetna Life & Casualty Peat, Marwick, Mitchell No
Insurance Co. & Co.
1 Hamilton Bancshares Richard A. Chepul N/A
(C.P.A., VP/Secretary-
Treasurer)
14 © Southeastern S&L Co., A.M. Pullen & Co. Yes

Scottish S&L Co.

B. Involving the Independent Auditors:

Release No. Respondent(s)
5 Joseph S. Amundsen
7, 8 Victor L. Verett,
John A. Fulena, Jr
9 Fox & Co.
12 George L. Simmon,
Jerome R. Horwitz
13 Stanley I. Goldberg
15 Bruce R. Ashton
16 Touche Ross
17 Herman L. Fried
18 Murphy, Hauser,
0'Connor & Quinn
19 Robert E. Schulman

Firm

N/A

Smith, Verett & Parker;
Carbis Walker & Assoc.

Fox & Co.
Coopers & Lybrand
Touche Ross

N/A
Touche Ross

H.L. Fried & Co., P.C.

Murphy, Hauser,
0'Connor & Quinn
N/A

Registrant

0lympic Gas & 0il Inc.

Int'1 Royalty, Black Giant,
Golden Triangle

Saxon, Alpex Computer, Flight
Transportation

Security America Corp.

J.B. Hanauer & Co.
Consolidated Publishing, Inc.
Litton Industries, Gelco Corp.
Channel Industries, Ltd.

Mr. Discount Stockbrokers

Quality Care
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Release No.

Registrant

22,33
23
24
26
28
3
34

35
37

40

41
43

44
47

48

8. Involving the Independent Auditors:

U.S. Surgical
IntraWest Financial
Utica Bankshares
PRO-MATION Inc.
Seaboard Assoc.
Datapoint
Digilog
Stauffer Chemical
First Nat. Bank of
Midland
Chronar Corp.
Tandem Computers, Inc.
Terence E. Dreiling
Florafax, et al.
Peter P. Dhawan

(Re BTK Industries)
(1.10.85)

Release No.

Respondent(s)

20, 21

27
29

30
32

36
38, 39
42

45

46

James E. Etue,

Stuart C. Wardlaw
James H. Feldhake, et al.
Willie L. Mayo

Thomas H. Wilson, et al.
Stephen 0. Wade, et al.
Frederick S. Todman & Co.

Smith & Stephens
Accountancy Corp.
William M. Hoben &
Robert A. Savage
Coopers & Lybrand &
M. 8ruce Cohen

Hans V. Anderson, Jr.
et al

Identity of

Auditor

Ernst & Whinney
Deloitte Haskins & Sells
Coopers & Lybrand

Main, LaFrentz & Co.

Peat, Marwick, Mitchell & Co.

Coopers & Lybrand
Deloitte Haskins & Sells

Seidman & Seidman
Arthur Anderson
(See Release 42)
Arthur Anderson

Peat, Marwick

Firm
Etue, Wardlaw & Co.

Fox & Co.
Mayo & Assoc.,P.C.

Goodman & Goodman

A.M. Pullen & Co.

Frederick S. Todman
Co.

Smith & Stephens

Accountancy Corp.
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Auditor Identified
in Release?

No
No
No
No
No

No

{See Release 45)
No
N/A

No
No

No

No

Registrant
A.T. Bliss

Alpex Computer

Organized Producing Energy
Corp.

Doughtie's Foods Inc.

(re Release 14

Bell & Beckwit

Corda Diversified
Technologies

0i1 Tech Inc.

Coopers &
Lybrand

Digiiog

Great American
Financial Inc.

N.B. Releases No. 6 and 25 were essentially administrative and non-substantive.
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A. The SEC's Double Standard:

A number of inferences may be drawn from a study of the foregoing rosters,
and the underlying Releases, including:

1. There are some glaring omissions. For example, where are Baldwin
United, Penn Square, Continental Illinois, Frigitemp, General Dynamics,
Lockheed -- some matters of but recent vintage?

2. More serious even is the double standard in the punishments meted out
against the various respondents.

Thus, individuals identified as sole, or local, practitioners are
regularly penalized by being barred from practice before the Commission for
extended periods, whereas the few major firms which are brought to book are
generally merely enjo{ned from committing the same act, in the same place, in
the same time, and in the same way. And my subsequent discourse on Release
No. 16 will demonstrate, even this most limited punishment might not prove
operative.

3. Given these demonstrated failures in auditing competence and judgment
calls by accounting firms which are members of the SEC Practice Section of the
AICPA Division for Firms, and which, as a consequence received A-OK reports
from the Peer Review teams, how can the Commission continue to have confidence
in the profession's self-regulatory apparatus? Has the SEC ever deemed it
appropriate to inquire into the competence of the PR team which gave “"clean
opinions” to a reviewed firm which was then found grievously deficient? It
might turn out that incompetent peers were being reviewed by peers, in the
literal sense of the word.

4. And this to me is the most disturbing inference. 1 have taken
careful note of the facts and conclusions set down in Release Nos. 10 and 48

(involving Aetna Life and Charter Corp., respectively). There is no question
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but that GAAP precluded the accounting practices complained of by the SEC,
thereby requiring the companies to restate their previously promulgated
financial statements. ' o

However, in neither instance did the SEC deem it appropriate to proceed
against Peat, Marwick -- the independent auditor for each of these registrants
=~ in fact, the Accounting and Auditing Enforcement Releases do not even refer
to the firm.

Mind you, neither of these cases involved exaggerated }nventories,
overstated receivables or revenues -- situations where the auditors may have
been cuckolded. Instead, each involved a Judgment call by someone undoubtedly
high in the firm hierarchy to permit an accounting precept which he knew, or
should have known, was wrong.

As noted in my commentary at point 3, should not Arthur Young & Co., as
Peat, Marwick's review, be asked regarding the appropriateness of its PR?
Should not the POB's SIC be asked as to what it has done, and/or proposes to
do, regarding this (and corresponding) situation?

Given this record should the Enforcement Division's Chief Accountant have
considered it appropriate recently to return to Peat Marwick -- the very firm
whence he came? There is nothing illegal nor unethical in his “revolving
door" action -- it is just that I consider it inappropriate with the high,

sensitive office which he occupied.

B. Some Specific Misgivings:

Re Release No. 16: On November 14, 1983, the Commission promulgated a
most remarkable Accounting and Auditing Enforcement Release No. 16. No, the
substance of that release was not what made it remarkable; it was because the

SEC again roused itself to censure an accounting firm identified with the
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Accounting Establishment. This promulgation was directed against Touche Ross
for its alleged failure to comply with GAAP and GAAS in its audits of Litton
Industries, Inc. over a span of years from 1972 to 1978, and of Gelco
Corporation for its 1978 fiscal year. Before proceeding, it must be noted
that the Administrative Proceeding against the firm was terminated
concurrently with the promulgation by Touche Ross's entering its consent
"without admitting or denying" the allegations. In fact the firm submitted a
statement seriously downplaying the Commission's assertions of fact in the
Litton matter.

Insofar as the Litton brouhaha is concerned, the complaint was that the
company was permitted to defer some $200 million in cost overruns on
shipbuilding contracts long after a "healthy skepticism" should have compelied
the auditors to strip them from the balance sheets.

Regarding Gelco, I am confident that the Commission would agree that

Chapter 7 (“Fiddlers on the Road") of my The Truth About Corporate Accounting

described the company's (and auditor's) gamesmanship in more intimate and
intriguing detail than did this SEC release. The audit failure in that
context was that the firm knowingly permitted its client to "front-end load"
substantial amounts of income by improperly classifying substantial amounts of
discounts on truck purchases as allowances on the disposition of used trucks.

What is there in this Accounting and Auditing Enforcement Release No. 16
with which I take umbrage?

First, and this is for me an old lament, it ends with the Scotch verdict,
an amorphous "without admitting or denying."

Second: However carefully you might scrutinize this document you will not
find any reference whatscever to Accounting Series Releases NOs. 153 and 153A,

both directed against Touche Ross; both also terminated by the amorphous
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consents. The former related to the alleged audit failures at US Financial;
the latter to the firm's aberrations in its Ampex and Giant Stores audits.

Given this background should Touche Ross, as a "three-time loser," have
been permitted to slide through without anything more than the November 14,
1983, release? If it were Sam Smith or John Jones who was similarly involved
would he have had the pull to get off so lightly?

Third, and this too is not especially unique to this release: Note that
the respondent in this Administrative Proceeding is Touche Ross & Co.; I
submit that it was not the disembodied firm which perpetrated the sins of
commission and 6mission alleged by the SEC. If a Mr. Touche or a Mr. Ross was
involved it would have been nought but a coincidence. Particular persons
perpetrated these acts; I see no reason why individual guilt should somehow be
shrouded by the firm's cloak. After all, in our fluid society persons move
from the major accounting firms to important positions in government, industry
and academe. To the extent such persons may have the Litton or Gelco
skeletons in their closets we ought to know about them, so that we can jugge
the character and the quality of those who aspire to positions in the public
realm.

Further, who knows which of the closeted miscreants sit on the major
committees, trial boards, and the like of the professions' organizations?

Significantly, a footnote in the SEC release alludes to this condition,
thus:

As used in this document, Touche refers to the firm as a

whole, including the engagement partner, other partners in the

practice office, and partners from Touche's national staff, all

of whom were involved in many of the matters described herein.

If the respondent in a particular proceeding were Arthur Allen or Barney

Blake would he be permitted to enjoy a corresponding anonymity? Why should
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our Big League Brethren be afforded that dispensation?

Re Release 45:
1 now turn to the Commission's November 21, 1984 Accounting and Auditing

Enforcement Release Number 45, in the Matter of Coopers & Lybrand and M. Bruce

- Cohen, CPA. According to the Release, the SEC terminated a so-called 2(e)
investigative proceeding initiated against the respondents on July 5, 1984,
growing out of their responsibility for the 1981 and 1982 financial statements
of Digilog, Inc. ("Digileg"}).

The background facts are relatively simple. Thus, the corporation is a
manufacturer of electronic equipment, especially microcomputers. Because of a
change in marketing strategy Digilog found it desirable to embark on a major,
costly sales endeavor in the U.S. and abroad.

In brder to avoid having these substantially increased marketing costs
jmpact adversely on Digilog's income statements, the company's management
conceived of a scheme of funneling these costs through a newly-created entity,
D8S, International (“0DBS"). This new entity was essentially a "shell” owned
entirely by a "marketing man." The resources required by DBS were to be
provided entirely by Digilog and/or by bank loans extended on the basis of
Digilog's guarantees. In return, Digilog was given notes entitling it to
convert its stake into a 90 percent stock interest in DBS. In addition the
two entities entered into a “marketing agreement” which so tightly controlled
the activities of DBS that it is hardly likely that this newly-spawned
enterprise could make a local telephone call without Digilog's anticipatory
approval.

There was a condition precedent to the implementation of the scheme; it

required Coopers & Lybrand's declaratory judgment that the activities of DBS
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would not be coﬁsolidated with, or otherwise integrated into, those of
Digilog. In short, for the scheme to work Coopers & Lybrand was called upon
to assure Digilog that the inexorable losses of DBS in the near term would not
impact inimically on Digilog's financial statements.

M. Bruce Cohen, CPA, the engagement partner, duly anointed the deal -- and
thereafter his firm gave Digilog “clean certificates” oblivious of the D8S
losses amounting to $460,000 and $1.2 million for the fiscal years 1981 and
1982 respectively.

Any accountant with even a modicum of commitment to the profession's
"substance over form" doctrine would have rejected this best laid plan out of
hand. Any accountant whose memory goes back to 1970 would have recognized
this ploy as nothing more than an instant replay of the Memorex - ILS scheme
which Qas shot down by the SEC.

But not so with M. Bruce Cohen, CPA, of C & L. Instead, as the July 5

release initiating the 2(e) proceeding informed us:

Coopers Approves the Digilog - DBS A reements: Coopers'
Philadelphia office has a commIE%ee known as the "technical
committee." The function of the technical committee is to,
among other things, review certain accounting or auditing
issues which may arise during an engagement. The technical
comnittee in Coopers' Philadelphia office resolves such issues
for the Philadelphia region,

Mr. Cohen consulted with members of the technica)
committee on an individual basis prior to the execution of the
transaction. Generally Mr. Cohen discussed the question of
whether the "convertible notes® would require Digilog to
consolidate the results of DBS' operations on its financial
statements with each Coopers' partner consulted. Each
Coopers' partner consulted noted that the "convertible notes”
would not require consolidation. No Coopers' partner
consulted by Mr. Cohen demanded an accounting treatment
different for that transaction other than that ultimately
employed in Digilog's fiscal 1981 and 1982 financial
statements. Nor did any partner consulted demand additional
disclosures. Mr. Cohen placed a memorandum in the work papers
outlining the Digilog - DBS relation and the proposed
accounting treatment.
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A meeting of the technical committee may generally be
convened as necessary. In advance of the meeting the
engagement partner typically provides each member of the
committee with a written memorandum reviewing the pertinent
facts and noting the issue under consideration. This
memorandum provides the committee members with an opportunity
to conduct necessary research and consider the issue. If the
technical committee is unable to resolve the issue, a
consulting partner in Coopers' national office in New York
City is contacted.

No meeting of the technical committee was convened to
determine accounting issues raised by the Digilog -- D
transaction prior to the issuance of Digilog's 1981 or 1982
financial statements. No pre-meeting memorandum was
prepared. Coopers' national office was not consulted.

Coopers -advised Digilog that consolidation of the results
of DBS' operations would not be required on Digilog's
financial statements.

And now I assert that the SEC violated its own 10(b)-5 standard when it
promulgated its November "Opinion and Order"; it there omitted certain facts
required to make the statements true and complete. This is the way Coopers
went about dispensing dispensation, according to the November document:

Coopers reviews the transaction: Respondents met with
Digilog and DBS' chief executive officer, reviewed accounting
literature, discussed the proposed transaction, consulted with
partners who were not otherwise involved in the audit
engagement, including members of the Technical Committee -- a
committee at Coopers' Philadelphia regional office which often
resolves difficult auditing and accounting issues -- and
concluded and orally informed Digilog and 08S, both prior to
and after the consummation of the transaction, that their

" financial statements need not be consolidated. With each
Coopers' partner consulted Mr. Cohen discussed at least the
question of whether the convertible notes would reguire
Digilog to consolidate the results of DBS' operations with
Digilog's. Each Coopers' partner consulted opined that
consolidation was not required. No partner consulted demanded
an accounting treatment different from that ultimately
employed in Digilog's fiscal 198) and 1982 financial
statements. Nor did any partner demand additional
disclosures. Respondents also considered the possibility of
equity accounting and concluded that equity accounting would
be inappropriate.
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No meeting of the Technical Committee was convened to
determine accounting issues raised by the Digilog-DBS
transaction prior to the consummation of the transaction or
the issuance of Coopers' unqualified report on Digilog's 1981
and 1982 financial statements. Coopers’ national office was
not consulted.

Note the invidious distinction between the two recitals. Where are the
restatements of facts demonstrating unequivocally that Cohen had violated the
procedures for quality control ordained by his firm? And who are the unnamed
colleagues of M. Bruce Cohen, CPA, who correspondingiy took leave of their
firm's precepts and possibly also of those presumed for critical Jjudgment
calls by responsible professionals?

But now, how did that cause céltbre end? As noted, the 2{e) proceeding
was aborted just prior to the convening of hearings by the Administrative
Judge. _And to what did Coopers agree? From the Commission's Opinion and
Order:

Respondents have submitted a “Consent and Settlement”

solely for the purpose of this proceeding and any other

proceeding brought by the Commission acknowledging that this

“Opinion and Order®" will be entered. That “Consent and

Settlement" has been entered into with the understanding that

this "Opinion and Order" is issued to settle this proceeding,

is not a report of the Commission pursuant to its statutory

authority and is not a record, report, statement, or data

compilation within the meaning of Rule 803(8) of the Federal

Rules of Evidence, with the exception of the findings in Part

IIT (a) and (b) of this “Opinion and Order."*

Now for the IIl a and b:
ORDER

Based.on the foregoing the Commission finds:

a. That Digilog's financial statements for its fiscal
years ended September 30, 1981 and 1982 were not
consolidated with those of DBS, nor did they set out
the results of DBS' operations; and

b. That Digilog's financial statements for its fiscal
years ended September 30, 1981 and 1982 did not
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provide for loss contingencies for the DBS loans and
guarantees.

Little wonder that, as reported by the Wall Street Journal for November

30, Coopers & Lybrand's lawyer referred to this as a "walk-away" deal. He is
right, the awesome Securities and Exchange Commission was given nothing more
than the privilege of hyperventilating, of going into an elaborate catharsis
on the substance vs. form theme -- as though there was a need for another such
discourse.

But then we have the bold statement from SEC's Special Counsel, Thomas

Gorman, to wit (a} reported by the Wall Street Journal): "The Commission is

making it clear it won't tolerate the use of this kind of loss-shifting
device." My response to Mr. Gorman is, most respectfully, "humbug."

There is another facet to this Digilog - C & L - Cohen saga which demands
some attention -- it relates to the pervasive question of auditor
independence. Note that Digilog's management made the implementation of the
DBS scheme contingent on Mr. Cohen's prior concurrence in the accounting
treatment. Given such anticipatory dispensation it is hardly conceivable that
C & L could challenge the accounting when they return for the audit ritual.

Once again, my colleagues in practice are not adequately sensitized to the
various ways and circumstances by which they are drawn beyond the "point of no
return" in their critical judgment calls. To the extent to which we consider
ourselves relatively free to wheel and deal in the areas of taxation and
managerial decision-making we jeopardize the objectivity and integrity of the

independent audit responsibility.
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The Accounting Profession Under Siege
Again or Still?

Introduction

I am indeed pleased to have another opportunity to address an accounting
symposium in Grand Rapids; this time to address you under the title theme:
The Accounting Profession Under Siege: Again or Stil1? The substantive
earlier for prior occasion was on Halloween, 1975, when,/as it happened, the
title theme might well have been The City of New York Under Siege. It was a
time when the occupant §f the White House was engaged in the denigration of
the City; and as it happens the present occupant is putting that city, among
a number of other cities and states under siege.

I remember that earlier occasion well. It was a Friday evening; I recall
prefacing my remarks by a reading from Genesis. The reading told of
Abraham's colloguy with God in the hope of saving Sodom. The city would be
saved, we were told, if even a handful of good residents could be found. I
noted that New York then, and now, had untold numbers of such good persons,
and should not be told to "drop dead."

By the same token our profession has untold numbers of good persons,
performing good deeds in behalf of their clients and society generally -- and
accordingly should be saved, for its own sake, and that of society. And if
you will forgive a presumptuous observation, just as the 01d Testament
Prophets discerned, and inveighed against the evils in the temples of the
high priests, so do I, all too frequently discern perversity among the
hierarchy in the Accounting Establishment.

So it is that ihe accounting profession is under siege. Whether it be
again or still does not really matter; what does matter, in my view, is that

jt is rightly being challenged -- and unless we develop an effective and
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meaningful response our professional stature and status are seriously
vulnerable. In the "fleshing out” of this polemic I will use as my frame of
reference my February 20 presentation to the Subcommittee on Oversight and
Investigations of the House of Representatives' Committee on Energy and
Commerce, i.e., the Dingell Committee.

You have been provided with the Table of Contents of the statement which
I submitted in connection with my testimony; I shall identify the particular

area to which my remarks this morning may relate.

The Auditor Responsibilities and His Certificate:

First, topics numbered 2 and 3, "The Independent Audit -- Sacred or
Profane?" and “"The Auditor's Certificate -- Hallmark or Nostrum?"
respectively, are especially relevant to the title theme regarding our
profession under siege. Thus, we ourselves do not really know for what we
are responsfble, and to whom. And possibly of transcendent import, neither
does society.

Thus, under "topic 2" 1 Juxtaposed the inspired encomium for our

profession from Chief Justice Burger in his U.S. v. Arthur Young & Co. (

u.s. = » March 21, 1984) opinion, with the far more pragmatic views of
John C. "Sandy" Burton (City Business, November 1, 1984). Note the invidious
distinction:

From the Chief Justice:

Corporate financial statements are one of the primary
sources of information available to guide the decisions of the
investing public. In an effort to control the accuracy of the
financial data available to investors in the securities markets
the Securities and Exchange Commission regulations stipulate
that financial reports must be audited by an independent
certified public accountant.
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By certifying the public reports that collectively depict a
corporation's financial status, the independent auditor assumes
a public responsibility transcending any employment relationship
with the client. The independent public accountant performing
this special function owes ultimate allegiance to the
corporation's creditors and stockholders, as well as to the
investing public. This public watchdog function demands that
the accountant maintain total independence from the client at
all times and requires complete fidelity to the public trust.

The SEC requires the filing of audited financial statements
thereby encouraging public investment in the nation's
jndustries. It is not enough that financial statements be
accurate; the public must also perceive them as being accurate.
Public faith in the reliability of a corporation’'s financial
statements depends upon the public perception of the outside
auditor as an independent professional. [The auditor is not] an
advocate for the client. If investors were to view the auditor
as an advocate for the corporate client, the value of the audit
function itself might well be lost.

From the Dean Burton Interview:

Burton sees such mergers as jnevitably arising from the
changed economics of the accounting profession over the past 10
years. Traditionally, Burton says, accounting firms got their
Jeverage by sending hordes of junior accountants into a company
for the audit function, then charging more for these people's
services than it paid them in salaries. The difference was
rationalized by the financial advice the client could presumably
ask for at any time from the accounting firm's senior partners.

Technology has changed all that, Burton says. Today, a
jarge company's computers have all the audit information stored
inside them. A1l an auditor has to do is walk over to the
client's office and push some buttons. No more need for the
swarms of juniors. No more need to rationalize high audit
profit as payment for financial advice, which a big company can
get elsewhere or procure internally. A1l many clients want
today, in fact, is simply an accounting firm's stamp of
approval. More low-bidding competition. So, no more leverage,
and smaller auditing profits. “In short," Burton says, “the
audit function has become a commodity."”

As a result, the accounting firms have pushed hard on the
more profitable business of providing tax advice and management
consulting. "Every time the tax law is ‘simplified,' it gets
more complex and you need more professionals,” Burton says . . .

As for management consulting, the accounting firms can be
particularly valuable in providing information technology.
Here, and in tax advice, too, the clients can more clearly see

Page 3
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what the accountants do for them, and are more willing to pay
high fees.

So this is where the growth in accounting profit is, not in

auditing.

So it is that while society generally, as exemplified by the Chief
Justice, holds the audit to be the diadem in our profession's tiara, who we
know to be a Sandy Burton, a devoted friend and colleague identifies that
function as a commodity -- asAsomething of a loss leader to the more lucrative
pursuits of management and tax consultative and advisory services.

So it is wifh the auditor's certificate. While we indulge the public into
fantasizing that it reflects our having "fought the figures and found the
facts" (to use the phraseology of the late Colonel Robert Montgomery, a
founder of Coopers & Lybrand) we know it means a great deal less. And then we
lament the fact that those who may have relied on the prevailing myth sue us
when they find that we did not really mean what we know they presumed. In

short, we resent the fact that we were found out perpetrating a hoax.

The MAS/Independence Controversy:

Proceeding to item 5 in the Table of Contents, as Dean Burton observed,
the major thrust from our colleagues is in the area of Management Advisory and
Consultative Services. As we here are fully aware, this dimension of our
professional pursuit can embrace anything for which the client is willing to
pay. For present purposes I will not pursue the question as to whether, and
under what circumstances, and to what extent these services compromise the
auditor's independence where they are being rendered concurrently with the
presumptively independent audit. Insteéd, I want to point to our arrogance in

asserting that we can feel free to indulge in any and all areas of
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consultation and advising and not be constrained to make known to the outside
world fully and overtly all that we are doing -- so that the world of users of
the financial statements might judge. This is the inference to be drawn from
the fact that we exerted all the pressures vested in the profession's
Establishment to abort the SEC's Accounting Series Releases 250 and 264.

1 defy you to identify any other professional pursuit charged with a third
party responsibility which has manifested a corresponding arrogance of power.
Would we afford a corresponding clandestine situation for our legislators,
judges, journalists, scientists, umpires, referrees, et al.? Why should we
arrograte such a privilege for ourselves?

The Chief Justice has made clear that the independent auditor must not
only be independent -- he must also be perceived as being independent.

The profession's heirarchy, in their testimony before the Dingell
Committee and elsewhere, ignore the Chief Justice's dictum, and challenge the
critics to point to the cases of “in fact" contamination of independence.
Despite my catalogue of cases, they proceed with the litany regarding the

absence of such cases. So let us try once more; to wit:

The Drysdale Debacle:

In my view such a case of actual contamination is presented by the

circumstances set forth in Manufacturers Hanover Trust Company v. Arthur

Andersen & Co., 82 Civ. 6622, UsDC, SONY.

By way of background, until 1978 Arthur Andersen & Co. ("AA") had been the
auditors for Drysdale Securities, a securities dealer subject to regulation
and audit by the New York Stock Exchange ("NYSE"). After receiving qualified
reports from AA, Drysdale turned to Richard A. Eisner & Co. for the periodic

audits; nonetheless, Warren Essner, the AA partner, maintained an ongoing
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friendship with the Drysdale principals.

In late 1981 the latter turned to the AA partner for special consulting
services; they wanted to get their principal business, the trading in
government securities, out from under the NYSE's scrutiny. Whereupon Mr.
Essner undertook discussions with the Exchange leading to a plan for a spin
off of the government securities business to a newly-created Drysdale
Government Securities entity ("DGS"), thereby "liberating" those operations
from the NYSE. This divestiture was to be implemented as of February 1, 1982,

At the outset no invidious inference should be drawn from this
deregulatory endeavor -- after all, there is a cost implicit in any regulatory
process (including, for example, the accounting profession's peer review). So
it is that I am not here questioning Mr. Essner's important services to
Drysdate as of that "point in time." But he went beyond that critical point
-- and this is where the "in fact contamination," and the lawsuit begin.

Thus, DGS required some statement with which to launch its activities -- a
statement which was to go forth to the banks involved in DGS's "repos" and
"reverse repos" activities. Mr. Essner realized AA could not opine regarding
DGS nor Drysdale Securities from which the former was "cloned" -- after all,
the firm had not audited the enterprise for a number of years, and the latest
certified statements were as of the preceding May 31. Whereupon a most
remarkable tour de force was conceived by Mr. Essner -- he would develop a
statement setting forth a single DGS element, i.e., its Equity {consisting
principally of subordinated debt, and some preferred stock, aggregating $20
million). The AA opinion was then presumed to be governed by Statement of
Auditing Standards No. 14 “Special Reports,“ December 1976 ("SAS 14"),
especially the section beginning with paragraph 9, captioned "Reports on

Specified Elements, Accounts, or Items of a Financial Statement." Just how a
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responsible certified public accountant could conceive of a certification of
the Equity element of the fundamental accounting equation essentially
oblivious of the Assets and Liabilities whicﬁ equate to that Equity is
boggling to my mind. It is noteworthy that AA's accounting expert, an
erstwhile AICPA Vice President - Auditing, a principal architect of the
"Report of the Commission on Auditors' Responsibilities,” and now a
distinguished academic, fully concurred in the AA procedure.

Be that as it may, the concentration on the Equity element permitted AA to
avoid an audit of the government securities position stepped down to DGS as of
the moment it was created. According to testimony at the trial instead of a
net positive position of $5 million for that securities position (for which
the preferred stock was issued) there was an actual deficiency amounting to
almost $200 million. On that basis the jury found against Arthur Andersen &
Co. on March 22.

There are numerous indications leading to an impeachment of the auditor's
independence in this case -- producing personal and professional tragedy for
Mr. Essner, and an enormous cost for his firm.

First, what could have caused AA to assume any responsibility for the DGS
accounting as of the moment of its creation without first at least consulting
with, and working in tandem with, Drysdale's regular auditors?

Second, how could any responsible auditor proceed to account for the
stepping down of the principal operating segment of an ongoing business
without presenting the historical and pro-forma statements? This would, of
course, have required an examination of Drysdale Securities balance sheet as
of January 31, 1982 -- a procedure which would presumably have disclosed the
state of disarray in the entity's accounting records, even if it may not have

disclosed the ongoing monstrous fraud then being perpetrated by the Drysdale



157

Page 8

principals.

But what is of central import in this MAS - Independence context is that
DGS needed some statement to make AA's special consulting proposals operative
-- whereupon AA agreed to "go along."

In sum, while the negotiations with the New York Stock Exchange and the
development of the spin-off scheme may have been entirely proper, as a service
to help management accomplish a particular objective, AA “fouled its nest"
when it proceeded to provide the requisite independent opinion to legitimitize
the newly-spawned DGS. What appears to have been overlooked by AA and its
expert witness was that the critical SAS 14 section begins, "An independent
auditor may be requested to report on one or more specified elements . "
(emphasis supplied). So it is that while Mr. Essner may have been “requested”
to provide the report, he was under no compulsion to do so; given his role in

the creation of DGS it was a "request" he should have refused.

The DBS and C&L Saga:

And then we have the saga set forth by the SEC in its Accounting and
Auditing Enforcement Release No. 45 (November 1984) describing the important
rote played by M. Bruce Cohen and Coopers & Lybrand in the shaping of a
critical transaction contemplated by its Digilog Inc. client. The objective
of the scheme was to permit certain material prospective losses to bypass the
corporation's income statement; then, came time for the audit C&L (and M.
Bruce Cohen, the engagement partner) went along with the ploy -- producing

accountings, as the SEC and I see it, which did violence to GAAP.

The "Forces of Destiny" -- Briloff vs. the SEC:

As is evident from your program the “forces of destiny” have conspired to

58-482 0 - 87 - 6
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Join me with my friend Robert J. Sack for presentations before this
symposium. He appears before us today as the Chief Accountant of the
Enforcement Division of the Securities and Exchange Commission. Accordingly,
it behooves me to move to item marked 11 in the Table of Contents, i.e., "Is
Big Brother Watching?" And especially, to the SEC's Double Standard.

My statement submitted to the Committee included the following:

An August 10, 1982, Wall Street Journal article noted,
“After years of badgering accountants to tighten audit

procedures, the SEC is backing off and increasingly letting the
profession police itself."

That this criticism was patently fair can be demonstrated
by the fact that from February, 1981 through December, 1982, the
incumbent Administration promulgated but two releases
identifiable as disciplining members of the accounting
profession -- and one of them, dated February 26, 1981, was
probably so far advanced in the enforcement pipeline that it was
still of the ancien régime. :

But the SEC was not entirely idle during this extended
period. Instead, we saw it quashing pending investigations of
Citicorp and General Dynamics and, especially felicitous for the
profession, as noted previously, it aborted ASRs 250 and 264 --
promulgations which called for some constraints on the auditors'
compromising love affair with management advisory and other
services.

The Citicorp affair was probed in depth by your Committee
during the Fall of 1982. The matter of the 250/264 rescissions
was described in the aforementioned Wall Street Journal article,
and discussed previously in this statement.

The Commission's disciplinary pace did accelerate somewhat
during 1983 when we find so-called Accounting and Auditing
Enforcement Releases; it then intensified during 1984 -- with
much fanfare devoted to the Commission’'s new vigor. In fact,
during 1984, there were no fewer than 27 such releases.

I have catalogued the 1983/84 releases into two categories,
i.e., those which involved exclusively the so-called registrants
or their officers, and those where the ostensibly independent
auditors were cited as respondents, with the following results:

[This tabulation is omitted for present purposes)

The 1985 box score of Accounting and Auditing Enforcement Releases
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paraliels those for 1983 and 1984. Thus, we see the Commission pointing up
aberrations in the reporting practices of a number of registrants, mostly
entities which are so insignificant they are not even reported on by

Moody's. From a study of these Releases one might infer that the aberrations
resulted parthenogenetically, i.e., without the involvement of the entity's
independent auditors. Thus, no matter how carefully one might study the
Releases, the identity of the independent auditor is not disclosed.

Insofar as actions against independent auditors are concerned, with the
notable exception of the ESM auditor who is alleged to have received
important gratuties from the entity, the actions involved little-known
registrants, and relatively tiny sums.

Be that as it may, the box séore follows:

Those Involving Registrants

Independent Was Auditor

Release No  Registrant Auditor Identified?
48 Charter Corp. Peat, Marwick No
49 Zondervan ? No
50 Burroughs Price Waterhouse No
52 Rynco Scientific ? No
54 Broadview Financial ? No
55 Diversified Tech ? No
56 Pan American Int'l ? No
57 Comserv Corp. Peat, Marwick No

59 Midwestern Corp. ? No
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Those Involving Independent Auditors:

Release No. Respondent Registrant
51 Hans V. Andersen Great American Financial
53 Russell Davy SNG and 0i1
57 Russel Gomez ESM

The SEC's Double Standard:

A number of inferences may be drawn from a study of the 1983-1985
rosters, and the underlying Releases, including:

1. There are some glaring omissions. For example, where are Baldwin
United, Penn Square, Continental INtinois, Frigitemp, General Dynamics,
Lockheed -- some matters of but recent vintage?

2. More §erious even is the double standard in the punishments meted
out against the various respondents.

Thus, individuals identified as sole, or local, practifioners are
regularly penalized by being barred from practice before the Commission for
extended periods, whereas the few major firms which are brought to book are
generally merely enjoined from committing the same act, in the same place, in
the same time, and in the same way.

3. Given these demonstrated failures in auditing competence and
Judgment calls by accounting firms which are members of the SEC Practice
Section of the AICPA Division for Firms, and which, as a consequence received
A-0K reports from the Peer Review teams, how can the Commission continue to
have confidence in the profession's self-regulatory apparatus? Has the SEC
ever deemed it appropriate to inquire into the competence of the PR team
which gave "clean opinions" to a reviewed firm which was then found

grievously deficient? It might turn out that incompetent peers were being
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reviewed by peers, in the literal sense of the word.
My oral presentation zeroed in on the double standard most deliberately.

Thus, from the transcript of the hearings:

The Double Standard Exemplified:

The Securities and Exchange Commission, which (was, as) --
I testified in 1976, in my view, is one of the very best of the
regulatory agencies that could have been evolved to fulfill the
responsibilities vested in it. I am sad to say that the
intervening years, particularly the most recent past, have
caused me to revoke that vote of approbation.

I want to, at the moment, because of the limitation of
time, concentrate on the ineffectiveness of the Commission in
connection with its oversight of the accounting profession and
the fulfillment of its responsibilities to discipline those who
have failed in the fulfilliment of the responsibilities vested in
them by society. And at this particular juncture, my prepared
text makes clear that there is a dual system of justice that
prevails at the Securities and Exchange Commission in connection
with its meting out of judgments against those who have gone
astray.

Those of the smaller regional firms who were found wanting
are subjected to severe censure, suspended from practice before
the commission for periods of time, and made to undergo various
periods of penance. But when they turn to the major accounting
firms, even those who are three-time losers -- and even more
frequent than three-time losers -- somehow this awesome
commission loses its capability and its effectiveness in the
fulfillment of its burdens.

In this particular context, I betieve I can dramatize
particularly what I have in mind by reference to two sets -- two
sets of so-called Accounting and Auditing Enforcement Releases
promulgated by the Commission over the past two or three years
Set Number One are Accounting/Auditing Enforcement Release
Numbers 10 and 48 -- 48 being the most recent one promulgated in
January of this year involving the Charter Corporation, which
was made to restate its previous financial statements because it
was found out as front-end loading income from its so-called
Single-Premium Deferred Annuity contracts. 1 won't go into the
details, but the corporation agreed that they had to restate,
and they did restate.
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Number 10, of Aetna Life and Casualty Insurance back in
1981, also had to be restated because of the fact that the SEC
said they were improperly accounting with respect to their
so-called operating loss carryforwards. Well and good. Made to
restate, made to recant.

Mr. Chairman, members of the committee, I ask that you took
at both of those promulgations. The firm of Peat Marwick
Mitchell, the auditor in both of those cases, is not mentioned.

Now, these are not cases where the auditors were cuckolded,
where, say somehow or other, inventories were disappearing.
These were overt determinations by the auditor to go along with
a wrong accounting precept, a wrong accounting precept which the
auditor should have known was wrong.

The next pair, 12 and 45: Interestingly, both of those do
apply directly to Coopers and Lybrand or personnel thereof.
Number 12 had to do with the case where three of the Coopers and
Lybrand persons in the Chicago office failed seriously,
severely, to carry out their audit responsibility. The
insurance reserves were wrong. They accepted managerial
determinations when they should not have. It involves 22 pages
printed in the Commerce Clearinghouse fine looseleaf; whereas,
it probably represented at least 50 typewritten pages. Error
after error after error; wrong after wrong after wrong.

What was the penance meted out? In August of 1983, the
partner in charge was let off on the ground that he had agreed
that in the last five months -- and this was in August -- he had
not audited an insurance company. And therefore they said, in
view of that, there isn't really that much more that we ought to
do; maybe just vote a censure.

Second, with respect to the audit manager, he agreed, mind
you, as an employee of Coopers and Lybrand, that henceforth
.until the end of that year his work was going to be reviewed by
someone who was not involved in the audit.

1 asked the question: Is this an appropriate judgment of
this awesome commission under those circumstances? If it were
John Jones or Abe Briloff that was caught in that particular
circumstance, he would find himself expelled from practice
before the commission in perpetuity, as he should be, as I
should be, for having taken leave of GAAP and GAAS.

Number 45 is a case where, quite frankly, if I were an
employee of the Chief Accountant's Office of the commission, I
would be much embarrassed. 45 had to do with a company called
Digilog where Bruce Cohen, the managing partner of Coopers and
Lybrand, permitted losses, deliberately -- deliberately
permitted losses -- to escape being reflected in the income

Page 13
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statements and balance sheets, overtly and deliberately, and
this again is not a case which just escaped them. And, mind
you, any accountant with a modicum of commitment to our precepts
of accounting, we don't need a conceptual framework to tell us
that about substance over form. Or who remembered the way in
which the Memorex Corp., which involved almost the same thing,
was shot down in 1970 by the Commission. Anyone having even a
slight awareness of it would have said, "This kind of nonsense
won't go, Mr. Digilog."

And what did the commission there do? As the attorney for
Coopers and Lybrand appropriately pointed out, it wasn't even a
consent decree saying that we, without denying or admitting or
whatever that kind of verbiage is -- he said it is a walk-away
deal. The commission just walked away.

Excepting, granted, they got the right -- as I put in my
paper -- to hyperventilate for all of this document on the
meaning of substance over form. Again, I am embarrassed for the
Commission to subject their personnel to this kind of
denigration.

Th

o

Revolving Door At the SEC:

There is a tangential theme in my testimony which, under the present
circumstances requires my presentation.

Thus, under the rubic "Vote the Rascals In" I criticized the revolving
door at the SEC involving the Enforcement Division's Chief Accountant during
the period 1983-85. We then had a Peat, Marwick alumnus who, upon completing
his SEC watch went right back to his Alma Mater. Even if we did not have
Aetna Life and Charter during his incumbency I would have questioned the
wisdom of his appointment; I would have done so recognizing the number of
instances when his firm was the subject of regulatory and judicial obloquy.

By the same token I questioned and question the wisdom of the Commission
in its determination to tap a person who was highly placed in the Touche Ross
hierarchy at the very "points in time" when U.S. Financial, Giant Stores,
Ampex, Litton, Gelco, Chrysler, et al., were festering. My inordinately high

regard for Bob Sack notwithstanding, 1 question whether he could be viewed as
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the intrepid chief investigative accountant determined to pursue the truth no
matter where it leads -- and to use his initiative and integrity to insist
upon equal justice for the affluent and resourceful as for those who are less
felicitously endowed. It is, of course, early in his term of office; I
sincerely hope that Bob has disavowed any desire to return to his former
haven. At least for him, then, the door would not be revolving.

Clearly, I could not cover the entire range of subjects substantive
included by my February testimony, especially since there has been a
prolifiation of developments subsequent to that time, e.g., ESM, Hutton,
General Dynamics, all of which have serious accounting impiications. To the
extent I may have omitted some subject of special significance for you, I

would be pleased to respond during the time that may remain for questions.

Quo Vadis?

But now I must proceed to sketching out for you my considered responses
to the siege. At the outset, we should disavow the manner of response of our
profession’'s presumptive leadership -- in the AICPA, POB, FASB, etc. As I
consider their presentations to the Dingell Committee they, and the Chairman
of the SEC as well, manifest a siege mentality. They appear to have drawn
their wagons in a circle around them, determined to protect their vested
interests in their respective turfs.

I concluded my presentation before the Dingell Committee with the
‘following:

Where do I come out? Where do I come out in terms of
proposals to your important committee and your important

deliberations? To a series of proposals. None of them is being
stated flippantly.
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First -- and this is entirely consistent with Chief Justice
Burger's observations and statements -- reverse the prevailing
assumptions regarding the financial statements. Make them the
auditor's responsibility based upon his credentials. Not "I
have examined," but instead "1 have prepared." Not merely that
indecipherable phrase "Fairness in accordance with GAAP," but
instead "It is the fairest that 1 can prepare and develop based
upon all the circumstances that here prevail, with full
awareness and knowledge regarding the state of the art, my
profession and generally accepted accounting principles." And I
believe that I have adopted those precepts which, my view, or in
our view, most appropriately reflect economic reality as I see
jt. And I want to put my ful) faith and confidence in my
colleagues' professional credentials. I have faith in them.

Ironically, my colleagues tack faith in our own competence
and professional expertise. Instead, they are looking for
someone to give them a dictionary and a book of rules, or a
computer program.

1 then urge, it is called, draconian -- but, as I will
indicate, Mr. Chairman and members of the committee, I don't
intend it to be draconian -- divest the major audit firms from
peripheral services, management advisory and tax consultative,
because 1 want the audit responsibility for publicly-owned
corporations to be the most vital jewel in our diadem, in our
crown.

This should be the ultimate objective. And I want all the
personnel who are in that audit section to feel important rather
than to feel, as is frequently said, “We are doing time and we
are paying our dues and waiting our turn to get out of the audit
responsibility."”

Now that it is not draconian will follow from what it is
that I am now going to say. Remember the audit function, as 1
see it, embraces a great many responsibilities -- lost reserves
for banks and insurance companies, the intense development and
review of the internal control system, looking at the
compensation programs and trying to determine the liabilities
and the like, and a whole array of responsibilities which are
now presumed to be subsumed under management advisory services.
By all means, all of those are important. But they all have to
be subsumed to the audit responsibility -- the independent audit
responsibility, as I see it. That should be.

What counsel do I have for the Financial Accounting
Standards Board? And I mean it reasonably seriously. [ believe
that they ought to take a sabbatical, as far as rule-making is
concerned. They have been around for a dozen years. They
deserve a rest.
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+ But I believe they can perform an extraordinarily important/
and vital function. With the seven persons at the head and
their staffs, let them go into the marketplace and look at the
financial statements that are being promulgated that are coming
forth. Let them, with their higher judgment, determine which of
them are not consistent with the best of practices as the state
of the art has evolved. And then let them, with their
professional responsibilities on the line, advise the Securities
and Exchange Commission and the disciplinary apparatus of the
profession as to those statements which they have found
wanting. They can do it far better than the Securities and
Exchange Commission staff, I believe, and they would be doing it
in a nonadversary role. Instead, they would be doing it as an
arm of the accounting profession.

Remember, the Financial Accounting Standards Board should
not merely mean the setting of standards, but also the
implementation of them. And if that were to be their goal and
objective, I can't help but feel that this would be a most
important contribution.

Now finally, Mr. Chairman, this is consistent with
something that I said in 1982 in connection with the Citicorp
matter. If the public cannot get that which the public believes
it needs -- again, Chief Justice Burger enunciated that -- if
the public cannot get that which it needs from the auditing
profession and the accounting profession, then I urge that with
the power vested in the Congress that you do that which is
appropriate to bring forth or bring down the sunset standard.
Say to the public there is no longer a need for the so-called
independent audit of the financial statements. Put the onus and
the responsibility and the burden where it is now anyway -- in
management -- and then insist that management do that which is
appropriate and essential, and the independent audit committees
to do that which is appropriate and essential, and then let the
public know that caveat emptor is back in the saddle again.

Enough. There is no longer -- the public should be told
that somehow the benign-hand of the auditors are there, and Big
Brother is watching.

Now, that which I have just said is not entirely new as it
comes to me. Eighteen years ago, in 1967, the late Justice
William 0. Douglas honored me by providing a forward to my first
published book, "The Effectiveness of Accounting
Communication.” My ideas and ideals were then in a somewhat
more formative stage than they are now, obviously. I have
learned from 18 years and observed much in 18 years -- where he
said, "If the accounting profession does not move to fulfill the
objectives which Briloff has set down, then" -- as the Justice
said -- “then some other profession, possibly a new profession,
might have to come in to fill the void, or fill the breach."
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And so it is , Mr. Chairman and members of the committee.
Thank you again for the privilege of being able to share these
long-considered, deeply-felt views, in the hope that the
profession and the commission will yet move towards its positive
course.

This is my objective. We are an important profession. The
Commission is an important commission.

A Postscript:

Whether the prevailing state of siege is a continuum or a recurrent
phenomenon does not really matter; there is no guestion but that we are being
challenged, most critically, in the immediate present. The Dingell Oversight
and Investigations Committee is proceeding diligently with its probe of the
accounting‘oversight role of the SEC, and thereby of the profession itself.
Yesterday's hearings of a House Judiciary Committee into the E.F. Hutton
denouement raised some very serious accounting questions. Next week's
hearings by the Congress's Joint Economic Committee should raise serious
questions regarding the roles of the General Dynamics' internal and
independent accountants. If the past be prologue there will be new crises
confronting the profession and, correspondingly, calls from the Congress and
the media demanding better answers from our profession's hierarchy. We can
only hope that hierarchy could unshackle itself of a "seige mentality,” to
stop encircling itself with wagons, to recognize the critical causes of our
prevailing difficulties, and to proceed with really meaningful and effective
responses. In short, the self exculpatory responses emanating from the

Accounting Establishment will not prove adequate to the challenges.
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Grease

In 1975, Senator William Proxmire, speaking before the U.S. Senate
Committee on Banking, Housing and Urban Affairs, said that close to
a hundred publicly held corporations had made disclosures to the SEC
of literally hundreds of millions of dollars paid over the years as bribes
to foreign officials and political parties.

By 1978 the one hundred number cited by Senator Proxmire swelled
to more than four hundred “voluntary” disclosures to the SEC by corpo-
rations which had made contaminated payments.

A Catalog of Accounting Perversion

The Charles E. Simon Company, a Washington-based consulting
firm, had undertaken the responsibility of analyzing these disclosure
filings in great detail. Mr. Simon, in association with Tom Kennedy,
published the results of the analysis insofar as the cases related to corpo-
rations based in the tri-state area of New York, New Jersey, and Connecti-
cut. That compendium, An Examination of Questionable Payments and Prac-
tices, included as Part VI the following configuration:

Questionable Accounting Practices
A. Questionable Accounting Practices Which Appear Not to Have Involved
Third Parties
1. Improper Bookkeeping (General)
2. Improper Expense Account Vouchers
3. Funds or Assets Questionably Transferred

170
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4. Separate Set of Official Books
5. Non-Deductible (or Questionable) Expense Treated as a Deductible
Expense -
6. Improper Reporting of Revenues
B. Questionable Accounting Practices Which Appear to Have Involved the
Collusion of Customers, Suppliers or Others
1. Overbilling and Underbilling Transactions
2. Questionable Rebates or Discounts, Granted or Received
3. Payments Disbursed for Goods or Services not Received or Received
Only in Part
4. Payments Received for Goods or Services not Provided or Provided
Only in Part
5. Improper Invoicing
C. Questionable Accounting Practices Which Appear to Have Involved Em-
ployees’ Salaries
1. Unrecorded Supplemental Salaries.
2. Taxed Employee Compensation to be Used for Questionable Purposes
as Directed by the Company
D. Other Questionable Practices
1. Off-Book Cash Funds
2. Off-Book Accounts (Either Bank Accounts or Not Specified as Cash
or Bank Accounts)
3. Creative Bookkeeping
4. Companies Improving Audit Procedure
5. Detailed Review of Investigative Procedures

These patterns of creative accounting were not contrived by accoun-
tants operating in the penumbra of our business sector; all of this related
to publicly owned corporations required to file reports with the SEC.
. Nor were the companies audited by accountants who function in the
interstices of the profession; instead, we find that the books of the report-
ing corporations were audited by those who are presumed to be the
best and the most skilled among us—principally by firms comprising
the accounting establishment.

A number of the disclosing entities were constrained by the Securities
and Exchange Commission to create special investigative committees
of their boards of directors, who were then required to file reports of
their investigations with the Commission. The matter was the subject
of a number of consent decrees as well.

Four such reports deserve special comment, namely, those relating
to Gulf Oil, Lockheed Aircraft, Northrop, and International Telephone
and Telegraph Corporations. I will not be especially concerned with
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to whom or for what the payments were made. I will consider the critical
manifestations of disintegration in the control and audit process in the
entities.

Gulf Oil Exploits

First as to the Gulf Oil Corporation: Under john J. McCloy (later
the chairman of the Public Oversight Board—see the preceding chapter),
the Special Review Commiittee of Gulf's board rendered its report on
December 30, 1976. This committee was mandated by the settlement
of the legal proceeding instituted by the Securities and Exchange Com-
mission in the United States District Court for the District of Columbia.

The broad outlines of Gulf Oil's machinations had been exposed
previously before various congressional committees and in other pro-
ceedings which were reported by the press. These earlier disclosures
had attracted the interest of the justice Department and the Internal ]
Revenue Service—in addition to the SEC. So it came as no surprise
that the Special Review Committee (sometimes referred to as the McCloy
Committee) determined that the domestic and foreign skullduggery was
perpetrated through an offshore subsidiary, Bahamas Exploration, Lim-
ited (referred to as Bahamas Ex).

The idea was conceived in 1959 by William K. Whiteford, the dynamic
and colorful chairman of Gulf's board and its chief executive officer.
He wanted an available source of funds to grease the company’s expan-
sionist objectives at home and abroad. Following a strategy meeting
between Whiteford and Gulf’s counsel, it was determined to utilize a
Gulf subsidiary which had no direct U.S. involvement so that the contem-
plated mischief would not run afoul of the Internal Revenue Service.
Bahamas Ex, the chosen instrument, was organized in 1944 to undertake
oil exploration in the Bahamas; however, from 1944 to 1960 it did little
more than hold some exploration licenses and operated on an annual
budget of about $10,000 to $12,000. During this period this subsidiary
reported to Gulf’s Exploration Division based in New York, but in 1960
there were two dramatic developments: Bahamas Ex was henceforth
to report directly to home base in Pittsburgh, and William C. Viglia,
an assistant controller in the Tulsa operations, was moved to Nassau
to take charge of Bahamas Ex’s finances.

Thereafter a trail of checks was issued by Gulf-Pittsburgh to the
Bank of Nova Scotia in the Bahamas, and the money disappeared from
Good Guif's books. Pittsburgh. appears to have debited the millions
of dollars to some deferred exploration cost on its books, while Bahamas
Ex wrote them off as operating expenses.

Viglia is described in the McCloy report as the trusted courier deliver-
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330  Evidential Matter

.01 The third standard of field work is:

Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under examination.

02 Most of the independent auditor’s work in formulating his
opinion on financial statements consists of obtaining and examining
evidential matter. The measure of the validity of such evidence for
audit purposes lies in the judgment of the auditor; in this respect
audit evidence differs from legal evidence, which is circumscribed
by rigid rules. Evidential matter varies substantially in its influence
on the auditor as he develops his opinion with respect to financial
statements under examination. The pertinence of the evidence, its
objectivity, its timeliness, and the existence of other evidential mat-
ter corroborating the conclusions to which it leads all bear on its
competence.

Nature of Evidential Matter

.03 Evidential matter supporting the financial statements con-
sists of the underlying accounting data and all corroborating infor-
mation available to the auditor.

.04 The books of original entry, the general and subsidiary led-
gers, related accounting manuals, and such informal and memoran-
dum records as work sheets supporting cost allocations, computa-
tions, and reconciliations all constitute evidence in support of the
financial statements. By itself, accounting data cannot be considered
sufficient support for financial statements; on the other hand, without
adequate attention to the propriety and accuracy of the underlying
accounting data, an opinion on financial statements would not be
warranted.

.05 Corroborating evidential matter includes documentary ma-
terial such as checks, invoices, contracts, and minutes of meetings;
confirmations and other written representations by knowledgeable
people; information obtained by the auditor from inquiry, observa-
tion, inspection, and physical examination; and other information
developed by, or available to, the auditor which permits him to
reach conclusions through valid reasoning.

§330.05
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06 The auditor tests underlying accounting data by analysis and
review, by retracing the procedural steps followed in the accounting
process and in developing the work sheets and allocations involved,
by recalculation, and by reconciling related types and applications
of the same information. In a soundly conceived and carefully
maintained system of accounting records, there is an internal integ-
rity and interrelationship discoverable through such procedures that
constitutes persuasive evidence that the financial statements do
present fairly financial position, results of operations, and changes
in financial position in conformity with generally accepted account-
ing principles.

-07  The pertinent documentary material to support entries in the
accounts and representations in the financial statements ordinarily
is on hand in the company’s files and available to the auditor for
examination. Both within the company’s organization and outside
it are knowledgeable people to whom the auditor can direct in-
quiries. Assets having physical existence are available to the auditor
for his inspection. Activities of company personne] can be observed.
Based on certain conditions as he observes them, conditions of in-
ternal control for example, he can reason to conclusions with respect
to the validity of various representations in the financial statements,

Competence of Evidential Matter

.08 To be competent, evidence must be both valid and relevant.
The validity of evidential matter is so dependent on the circum- .
stances under which it is obtained that generalizations about the
reliability of various types of evidence are subject to important ex-
ceptions. If the possibility of important exceptions is recognized,
however, the following presumptions, which are not mutually ex-
clusive, about the validity of evidential matter in auditing have
some usefulness:

a. When evidential matter can be obtained from independent
sources outside an enterprise, it provides greater assurance of
reliability for the purposes of an independent audit than that
secured solely within the enterprise. ’

b. When accounting data and financial statements are developed
under satisfactory conditions of internal control, there is more
assurance as to their reliability than when they are developed
under unsatisfactory conditions of internal control,

§330.06
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¢c. Direct personal knowledge of the independent auditor obtained
through physical examination, observation, computation, and
inspection is more persuasive than information obtained in-
directly.

S;lfﬁdenq of Evidential Matter

09 The amount and kinds of evidential matter required to
support an informed opinion are matters for the auditor to determine
in the exercise of his professional judgment after a careful study of
the circumstances in the particular case. In making such decisions,
he should consider the nature of the item under examination; the
materiality of possible errors and irregularities; the degree of risk
involved, which is dependent on the adequacy of the internal con-
trol and susceptibility of the given item to conversion, manipulation,
or misstatement; and the kinds and competence of evidential matter
available.

.10 The independent auditor's objective is to obtain sufficient
competent evidential matter to provide him with a reasonable basis
for forming an opinion under the circumstances. In the great ma-
jority of cases, the auditor finds it necessary to rely on evidence
that is persuasive rather than convincing. Both the individual
assertions in financial statements and the overall proposition that the
financial statements as a whole present fairly, in conformity with
generally accepted accounting principles, the financial position,
results of operations, and changes in financial position are of such
a nature that even an experienced auditor is seldom convinced
beyond all doubt with respect to all aspects of the statements being
examined.

.11 To the extent the auditor remains in substantial doubt as
to any assertion of material significance, he must refrain from
formulating an opinion until he has obtained sufficient competent
evidential matter to remove such substantial doubt, or he must
express a qualified opinion or a disclaimer of opinion.

.12  An auditor typically works within economic limits; his opin-
jon, to be economically useful, must be formulated within a reason-
able length of time and at reasonable cost. The auditor must decide,
again exercising professional judgment, whether the evidential
matter available to him within the limits of time and cost is sufficient
to justify formulation and expression of an opinion.

§330.12
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13 As a guiding rule, there should be a rational relationship
between the cost of obtaining evidence and the usefulness of the
information obtained. In determining the usefulness of evidence,
relative risk may properly be given consideration. The matter of
difficulty and expense involved in testing a particular item is not
in itself a valid basis for omitting the test.

-14 In determining the extent of a particular audit test and the
method of selecting items to be examined, the auditor might consider
using statistical sampling techniques which have been found to be
advantageous in certain instances. The use of statistical sampling
does not reduce the use of judgment by the auditor but provides
certain statistical measurements as to the results of audit tests, which
measurements may not otherwise be available. -

.15 The independent auditor should be thorough in his search
for evidential matter and objective in its evaluation. In selecting
procedures to obtain competent evidential matter, he should recog-
nize the possibility that the financial statements may not be pre-
sented fairly in conformity with generally accepted accounting
principles. In developing his opinion, the auditor must give con-
sideration to relevant evidential matter regardless of whether it
appears to support or to contradict the representations made in the
financial statements.

33! Evidential Matter for Receivables
And Inventories

-01 Confirmation of receivables and observation of inventories
are generally accepted auditing procedures. The independent
auditor who issues an opinion when he has not employed them must
bear in mind that he has the burden of justifying the opinion ex-
pressed.

02 The purpose of this section is to provide guidelines for the
independent auditor in confirming receivables and observing inven-
tories. This section relates only to confirmation of receivables and
observation of inventories and does not deal with other important
auditing procedures which generally are required for the inde-
pendent auditor to satisfy himself as to these assets.

§330.13



i ARTHUR
. ANDERSEN
&CO

- Objectives of Financial Statements
' for Business Enterprises °

© 1984

Y




Contingencies

179

Although we do not believe that immeasurable intangibles should be
recognized as assets, we acknowledge that they often have value, even
great value. The identifiable expenditures that management makes to
maintain or increase their value are relevant to financial-statement users
in evaluating an enterprise’s health and prospects. For that reason, we
believe that identifiable expenditures for goodwill, research and devel-
opment and other identifiable but immeasurable intangibles should
be disclosed for each period covered by the statement of comprehensive
incorne.

Undoubtedly many expenditures that enterprises make as part of their
continuing operations create or enhance immeasurable intangible values
that are sometimes referred to as internally generated goodwill. These
are not identifiable apart from what is required for continuing operations,
and we would not favor allocations, which would necessarily be highly
subjective or arbitrary, to include these expenses in the disclosure of
expenditures for identifiable intangibles. Only direct expenditures, such
as for purchased goodwill, or the costs of identifiable activities specifically
directed toward creating future values, such as the costs of research and
development departments, should be included in this disclosure.

Disclosures are often most important with respect to contingencies. These
are matters that, by their very nature, are not susceptible to measurement
and reflection on the face of an enterprise’s financial statements. * They
can be disclosed only in notes.

Because of the pervasive uncertainty discussed in Chapters 1 and 2, these
contingencies may be extensive, even for small companies with relatively
simple operations. They need not all be disclosed; in fact, even to try
would not be feasible. The notes would become so voluminous as to
overwhelm the financial statements — and their users. Also, no listing
could be complete.

Disclosure of contingencies should include, and generally be limited
to, matters that are:

O Inherent at the date the financial statements are issued;

O Specific to the enterprise rather than applicable to the economy in
general;

O Reasonably possible; and

O Material.

Our view that the contingency should normally be inherent when the
financial statements are issued is to preserve the distinction between
financial statements and financial forecasts and projections, as discussed
in Chapter 1. Any attempt to reflect estimates of future transactions
and events, even by disclosure, would soon lead the preparer of financial
statements into quicksand.

Disclosures should not address those contingencies that impact the
economy generally, such as wars, recessions and inflation. Rather, the
contingencies should be ones peculiar to the enterprise — for example,
pending litigation or a major tax uncertainty. A contingency should be
disclosed if its fruition is reasonably possible and material, This requires
adifficult exercise in judgment, but there is no place for a laundry list
of remote contingencies that duck hard decisions and are merely self-
protective without helping users.

*Many i and cannct be with precision. The judgmental margin
of efror prasent in these measurements is not what we have in mind as contingenciss. Contingencles,
rather, are items which asto of amount are 30 great as to prectude

recognition in the ﬂmncixl'smumnu
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SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

THE CommiSaIONER August 5, 1985

The Honorable William Proxmire

Vice Chairman

Subcommittee on Economic Resources,

Competitiveness, and Security Economics
of the Joint Economic Committee

United States Senate

sD-531 Dirksen Senate Office Building

wWashington, D.C. 20510

Dear Chairman Proxmire:

On June 28, 1985, at the Subcommittee's hearing concerning
General Dynamics, you requested supplemental information for the
record concerning three matters:

(1) Chairman Shad's views on a memorandum, dated
April 14, 1980, from then chairman Harold
Williams to Stanley Sporkin, then Director
of the Commission's Division of Enforcement,
concerning Commission investigations of
defense contractors;

(2) a further description of the Commission's action
challenging the disclosures of Litton Industries,
Inc., in connection with commercial and ship-
building contracts in 1971-1978; and

(3) a further response to guestions concerning whether
the Commission is currently investigating defense
contractors.

Enciosed are a memorandum from the Office of the General
Counsel responding to item (2) and a memorandum from the Division
of Enforcement responding to item (3). Chairman shad is out of
the country, and a response to item (1) will be provided when
he returns to Washington.

Please let me know if we can be of further assistance in
this matter.

Sincerely,

Coa-CC,

Charles C. Cox
Commissioner

Enclosures
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MEMORANDUM

July 31, 1985

TO: Commissioner Cox
FROM: Office of the General Counsel mo@'am

RE: Hearing of June 28, 1985 before the Subcommittee
on Economic Resources, Competitiveness, and Security
Economics of the Joint Economic Committee ~--
Supplementary Information

At the hearing on June 28, 1985, before the Subcommittee
on Economic Resources, Competitiveness, and Security Economics
of the Joint Economic Committee, Senator Proxmire asked for
additional details concerning the Commission's action challenging
the disclosures of Litton Industries, Inc., in connection with
commercial and shipbuilding contracts in 1971-1978. This memo-
randum describes that action, SEC v. Litton Industries, Inc.,
U.S8.D.C. D.C., Civil Action No. 81-0589, 1In addition, a copy
of the Commission's litigation release concerning this action,
Litigation Release No. 9321, March 12, 1981, is attached.

On March 12, 1981, the Commission announced the filing and
settlement of a civil action in the U.S. District Court for the
District of Columbia against Litton Industries, Inc. The Com-
mission's complaint had two facets.

First, the complaint addressed Litton's accounting for costs
in excess of contract values on commercial and military shipbuilding
contracts between 1971 and 1978, and the company's disclosure
relating thereto. Specifically, with respect to two commercial
shipbuilding contracts, Litton incurred costs in excess of the
contract values amounting to $128 million by the end of its
fiscal year 1972. Between 1972 and 1978, (at which time the
entire amount was written off), Litton deferred recognition of
such costs on the theory that they would benefit later military
contracts to be performed in its new shipbuilding facility. The
Commission's complaint, however, alleged that Litton did not have
adequate grounds for deferring the $128 million of excess costs
in light of the nature of the excess costs; the lack of accounting
records sufficient to support a segregation of start-up costs
from contract operating costs; and the lack of assured revenues
against which to absorb the costs.
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second, with respect to a major shipbuilding contract with
the U.S. Navy (the LHA contract) awarded in 1969, Litton incurred
costs in excess of the contract value which grew to approximately
$500 million by fiscal 1978. The Commission's complaint alleged
that the costs in excess of the LHA contract value were largely
caused by factors for which the Navy was not responsible under
the express terms of the contract, Moreover, in the Commission's
view, the uncertainties relating to Litton's recovery of its
excess costs were such that the company did not have adequate
grounds for not providing for a loss on that contract prior to
1978 (at which time it provided for a pre-tax loss of $200 million
as a result of a settlement with the Navy). A factor of overriding
significance in this connection was that the company's management,
its accountants, and Navy officials all knew what the loss was
going to be. Each knew that the loss would approximate $200 million
and, indeed, the June 1978 settlement resulted in a loss of that
amount. 1In the Commission's view, Litton ignored both its own
experience and historical experience within the industry and
asserted that it would recover all its revenues from proceeds of
a claim settlement when it knew it would suffer a $200 million
loss. Indeed, the investigative record indicated that outside
counsel to Litton had stated that, notwithstanding recoveries
from claims, Litton could expect a significant loss from the
performance of the Navy contract. Furthermore, in years prior to
the June 1978 settlement, Litton officials had made offers to the
Navy to settle their disputes at a fixed loss.

Without admitting or denying the allegations of the Commis-
sion's complaint, Litton stipulated to the entry of a final order
requiring that Litton would comply with Section 13(a) of the
Securities Exchange Act of 1934, and the rules promulgated there-
under; Section 13(a) and its implementing rules prescribe filing
and reporting requirements for publicly-held companies. The
court's order also directed Litton to comply with undertakings
(1) to submit cost deferral and revenue recognition determinations
relating to certain military procurement contracts to a review by
its audit committee; and (2) to implement any recommendations made
by an Independent Consultant who would examine the procedures in
place by which Litton estimated and accounted for costs in excess
of contract values with respect to military procurement contracts
of its shipbuilding division.

Attachment



Litigation Release No. 9321/March 12, 1981

SECURITIES AND EXCHANGE COMMISSION v.
LITTON INDUSTRIES, INC. (United States District
Court for the District of Columbia, Civil Action No.
81-0589).

The Securities and Exchange Commission today
announced the filing and settlement of a civil ac-
tion in the United States District Court for the Dis-
trict of Columbia against Litton Industries, inc.
(“Litton™), a Delaware corporation with its principal
offices located in Beverly Hills, California.

The Commission's Complaint concerns Litton's ac-
counting for costs in excess of contract values on
commercial and military shipbuilding contracts be-
tween 1971 and 1978, and the company's disclo-
sure relating thereto.

With respect o two commercial shipbuilding con-
tracts awarded in 1968, Litton incurred costs in ex-
cess of the contract values amounting to $128 mil-
lion by the end of its fiscal year 1972. Between
1972 and 1978, at which time the entire amount
was written off, Litton deferred recognition of such
costs on the basis that they would benefit later mil-
itary contracts to be performed in its new ship-
building facility. The Commission's Comptaint al-
teges that Litton did not have adequate grounds
for deferring the $128 million of excess costs for fi-
nancial reporting purposes in light of the nature of
the excess costs, the lack of accounting records
sufficient to support a segregation of start-up
costs Irom contract operating costs, and the lack
°f assured revenues against which to absorb the
asts.
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With respect to a major shipbuilding contract with
the U.S. Navy (the “LHA contract”) awarded in
1969, Litton incurred costs in excess of the con-
tract value which grew from approximately $75
million in fiscal 1973 to approximately $500 miflion
by fiscal 1978. Litton contended that such excess
costs were caused by Navy delay and disruption in
the construction process, and the financial state-
ments contained in the annual and periodic reports
which Litton filed with the Commission between
1973 and 1978 were presented on the assumption
that the company would recover afl of its costs un-
der the LHA contract. The Commission’s Com-
plaint alleges that the costs in excess of the LHA
contract value were largely caused by factors for
which the Navy was not responsible under the ex-
press terms of the contract, and that the uncer-
tainties relating to Litton's recovery of its excess
costs were such that the company did not have
adequate grounds for not providing for a loss on
that contract prior to 1978, at which time it p avid-
ed for a pre-tax loss of $200 million as a result of a
settlement with the Navy. According to the Com-
pany, this loss has been significantly reduced as a
result of incentive provisions in the 1978 settle-
ment.

The Commission's Complaint alieges that the in-
formation with regard to the above commercial
and military shipbuilding contracts contained in
Litton’s annual and periodic reports during the pe-
riod did not comply with applicable disclosure re-
quirements under Section 13(a) of the Securities
Exchange Act of 1934 (“Exchange Act") and rules
promulgated thereunder.

The Final Order also directed Litton to comply with
certain additional undertakings made by the com-
pany. The first undertaking provides that Litton
shall, for a period of three years, submit cost
deferral and revenue recognition determinations
relating to certain military procurement contracts
where substantial overruns and disputes are in-
volved to a review by its audit committee. With re-
spect 10 such determinations, Litton shall either
implement the recommendations of the audit
committee or disclose the relevant facts in a tiling
with the Commission.

The second undertaking provides that Litton shall
retain an Independent Consultant to examine the
procedures in place by which the company esti-
mates and accounts for costs in excess of contract
values with respect to military procurement con-

SEC DOCKET/463




tracts of its shipbuilding division. The Independent
Consultant shall prepare and submit to Litton's
Board of Directors a report setting forth the results
of ifs examination and its recommendations, which
shall be implemented by Litton, with respect to the
procedures under review.
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Schedule 13D. Finally, Smith is also ordered to re-
port to the Commission every six months for five
years (a) his ownership of, (b} his membership in (
any group for the purpose of acquiring, holding or
disposing of and (c) any contracts, arrangements
or understandings Smith may have with respect to
5,000 or more shares of any securities subject to
the reporting requirements of the Williams Act.

Smith consented to the entry of the Judgment
without admitting or denying the allegations of the
Complaint.
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Commissioner Cox

Gary Lynch, Directqe&h J—
Division of Enforcement

Request of Senator Proxmire on June 28, 1985
Concerning SEC Investigations of Defense
Contractors

August 1, 1985

The Commission has one active investigation concerning

possible securities violations by one of the top 50 defense

contractors involving defense contract issues. The Commission

recently conducted an inquiry into one other similar matter.

The Commission is conducting five other investigations

concerning the top 50 defense contractors, but such investi-

gations do not involve defense contract issues.
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