
E E N  B E L A N G W E K K E N D  V O N N IS  V A N  D E  U N IT E D  S T A T E S  
S E C U R IT IE S  A N D  E X C H A N G E  C O M M IS S IO N

Inleiding van de Redactie

De redactie is in het bezit gekomen van een door de U nited S tates 
Securities and Exchange Commission te W ash ing ton  (U .S.A .) gewezen 
vonnis dd. 18 April 1949. Zij acht dit vonnis, vooral gezien de zorg
vuldige en uitvoerige overw egingen die aan de u itspraak zijn toege
voegd, als afspiegeling van  de beroepsopvattingen in de U.S.A. zeer 
belangw ekkend. Daarom  heeft zij besloten to t onverkorte publicatie. H et 
is een punt van  overweging geweest het verslag van  de rapporteur te 
bekorten; de redactie heeft h iervan afgezien, om dat zij meent, dat het 
geheel niet aan leesbaarheid zou winnen en aan betekenis voor de lezer 
zou inboeten.

De U nited S tates Securities and Exchange Commission houdt toe
zicht op de officieel ter beurze genoteerde fondsen. Klaarblijkelijk heeft 
zij een lijst aangelegd van  de accountants, die naar haar oordeel be
voegd zijn om de controle op jaarrekeningen van ondernem ingen, w aar
van de aandelen ter beurze zijn genoteerd, uit te oefenen.

U it het rapport blijkt dat een van  de aldus erkende accountants een 
jaarrekening per 30 April 1946 heeft gecertificeerd, terwijl later bleek 
dat de voorraad  „goederen in bew erking” $ 87.000,— te hoog w as op
gevoerd. H ieruit resulteerde een te hoge w aardering voor hetzelfde be
drag van de intrinsieke w aarde van de onderneming en een geflatteerd 
beeld van het bedrijfsresultaat voor hetzelfde bedrag in de verslag
periode. H et verschil was relatief belangrijk, gezien de intrinsieke 
w aarde van ca $ 260.000,—- en het bedrijfsresultaat van ca $ 91.000,—. 
De fout krijgt nog meer betekenis, nu de jaarrekening, voorzien van de 
acountantsverklaring, dienst had gedaan bij een publieke emissie van 
aandelen in verband met de omzetting van  het bedrijf van  een „p art
nership” in een „Corporation” .

H et verslag van  de rapporteur is in de eerste plaats interessant, omdat 
hieruit duidelijk de Am erikaanse opvattingen ten aanzien van voorraad- 
opneming en aansprakelijkheid voor de voorraad  blijken. En voorts om
dat uitvoerig w ordt ingegaan op de intern-organisatorische maatregelen, 
welke door grote accountantskantoren moeten w orden getroffen, ter 
w aarborging van  een verantw oorde beroepsuitoefening.

In haar vonnis ziet de Commissie van het nemen van  disciplinaire 
m aatregelen, zowel ten aanzien van  de accountantsfirm a als ten aanzien 
van de rechtstreeks bij het onderzoek betrokken accountants, af; zij heeft 
als een verzachtende om standigheid aangem erkt, dat het tekort van 
$ 87.000,—’ door het accountantskantoor is aangezuiverd. Zij heeft des
niettemin openbaarm aking van het vonnis en van de overwegingen 
bevolen.

*  *
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Findings and Opinion of the Commission in the M atter o f Proceedings 
under Rule II  (e) of the Rules of Practice, to determine whether the 
privilege o f Barrow, W ade, Cuthrie & Co., H enry H . Dalton and Everett 
L. M angam to practice as accountants before the Securities and Exchange 
Commission should be denied, temporarily or permanently 1)

T he Commission having instituted proceedings pursuant to Rule II 
(e) of its Rules of Practice on the question whether the privilege of 
practicing as accountants before the Commission should be denied to 
Barrow , W ad e, C uthrie & Co., H enry H. Dalton, and E verett L. M an- 
gam;

Private hearings having been held before a hearing examiner and the 
hearing examiner having filed a recommended decision recommending 
that the proceedings be dismissed, that the record in the case be made 
public and that the Commission publish a statem ent indicating in ap
propriate detail the facts in the case and the reasons for the Commis
sion’s determination;

M otions having been filed by counsel for the respondents and counsel 
for the Office of the Chief Accountant of the Commission requesting 
that the Commission adopt the hearing exam iner’s recommended decision 
as the Commission’s Findings and Opinion in the m atter and that it be 
released and published as an Accounting Series Release; 
and

T he Commission having duly considered the matter,
It is ordered that the aforesaid motions be, and they hereby are, 

granted, and that the hearing examiner’s recommended decision, attached 
hereto, be, and it hereby is adopted as the Findings and Opinion of the 
Commission; and

It is further ordered that the proceedings be, and they hereby are, 
dismissed.

RECOMMENDED DECISION OF THE HEARING OFFICER 

Appearances:

Edm und H. W o rth y  for the Office of the Chief Accountant of the 
Securities and Exchange Commission.

Robert T . M cCracken and Robert C. W alker for Barrow, W ade, 
Cuthrie & Co., H enry H. Dalton and Everett L. M angam.

Pursuant to Rule IX  (d) of the Rules of Practice of the Securities 
and Exchange Commission, this recommended decision is advisory only 
and the findings, conclusions and other matters herein contained shall 
not be binding upon the commission; and this recommended decision is 
confidential, shall not be made public, and is for the use of the commis
sion, the parties and counsel.

This proceeding was initiated under Rule II (e) of the Commission’s 
Rules of Practice which reads as follows;

„T he Commission may disqualify, and deny, temporarily or permanent- 1

1) Accounting Series Release Nr. 67.
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ly, the privilege of appearing or practicing before it in any w ay to any 
person who is found by the Commission after hearing in the m atter
1. not to possess the requisite qualifications to represent others; or
2. to be lacking in character or integrity or to have engaged in unethical

or improper professional conduct” .
Practice before the Commission is defined under subsection (g) of Rule 

II to „include the preparation of any statement, opinion or other paper 
by any attorney, accountant, engineer or other expert, filed with the 
Commission in any registration statement, application, report or other 
document with the consent of such attorney, accountant, engineer or 
other expert”.

According to this rule it must be determined whether Barrow, W ade, 
Guthrie & Co., a partnership engaged in a general auditing and ac
counting business, and practicing before this Commission, H enry H. D al
ton, a certified public accountant and former m anager of the Los Angeles, 
California office of Barrow, W ade, Cuthrie & Co., and Everett L. M an- 
gam, also a certified public accountant employed by Barrow, W ade, 
C uthrie & Co. in its Los Angeles, California office, or any  of them, are 
lacking either in the requisite qualifications to represent others or in cha
racter or integrity, or have engaged in unethical or improper professional 
conduct; and whether they, or any of them, should be disqualified and 
denied temporarily or permanently the privilege of appearing and prac
ticing before the Commission.

Basis [or charges

Drayer*— Hanson, Incorporated, was organized under the laws of the 
State of California on April 29, 1946, to acquire the business and assets 
of a partnership composed of four individuals. x) Prior to the organisa
tion of the corporation, Barrow, W ade, Cuthrie & Co. was employed to 
make an audit of the records of the partnership.

O n April 29, 1946, the corporation filed a registration statem ent with 
the Commission, pursuant to the requirements of the Securities Act of 
1933, covering a proposed public offering of 80,529 shares of its Class A 
stock, and up to April 16, 1947, at which time the public offering was 
discontinued, 59,030 shares of this stock were sold to the public at 
$ 10.00 per share. This registration statem ent and certain amendments 
thereto contained financial statem ents of D ray er—H anson Corporation 
and certain of its predecessors, which statem ents were certified by Bar
row, W ad e  C uthrie & Co. These financial statem ents represented the 
partnership net w orth at April 30, 1946 to be approxim ately $ 260,000 
and the net earnings of the partnership for the ten months ended April 
30, 1946 to be approxim ately $ 181,000 for the partnership and approxi
mately $ 91,000 when computed as though the partnership had been a 
corporation.

T he auditor’s certificate, accompanying the financial statements, filed 
as a part of the registration statement, omitting certain details not neces
sary to be stated here, read as follows:

,,W e have made an examination of (the financial statem ents). In 
connection therewith, we have reviewed the systems of internal control 
and the accounting procedures of the partnership and of the corporation 1

1 )  In the Matter of Drayer-Hanson, Incorporated, -— S.E.C. •—, Securities Act 
Release No. 3277, Accounting Series Release No. 64.
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and, without making detailed audits of the transactions, have examined 
or tested accounting records of the partnership and of the corporation 
and other supporting exidence by methods and to the extent we deemed 
appropriate. O ur examinations were made in accordance with generally 
accepted auditing standards applicable in the circumstances and included 
all procedures which we considered necessary, except as stated in the 
following paragraph.

„W e were present only during the taking of a physical inventory, 
which did not include work in process, as at M arch 31, 1946, and satis
fied ourselves as to the procedures followed in the determination of 
inventory quantities as of that date. W e  were not in attendance at the 
physical count of the inventories taken at the close of each of the years 
1942, 1943 and 1944 and we were informed that such procedures were 
not performed by any other independent public accountants. In the 
absence of a physical inventory of work in process at M arch 31, 1946 we 
subsequently made test inspections of selected items to assure ourselves 
as to the existence of the inventory and the adequacy of the related 
accounting data. T he inventories at the close of each of the years 1942 
and 1944 were reviewed by us as to the basis of pricing and clerical 
accuracy and we inquired into the methods used by the corporation 
employees in determining physical quantities to ascertain that methods 
were employed which would assure reasonable accuracy. W e  were 
informed that an inventory was taken as at December 31, 1943 but we 
were advised that such inventory was lost and therefore not available 
for our inspection. W e  were informed that no physical inventory was 
taken as at June 30, 1945. O n the basis of the examinations and tests 
made by us, we have no reason to believe that the inventories as set 
forth in the accompanying statem ents are unfairly stated.

,,In our opinion, subject to the exception stated in the foregoing para
graph, relating to the limitation of the scope of our examination, the 
accompanying (financial statem ents) fairly present the position of the 
partnership as at April 30, 1946 and the results of the operations of the 
partnership and the predecessor corporation for the three years and four 
months then ended in conformity with generally accepted accounting 
principles applied consistently during the period under review.”

Some time in June, 1947 the Commission was advised by D rayer—■ 
Hanson, Incorporated and by Barrow, W ade, Cuthrie & Co. that an 
error had been discovered in the balance sheet as of April 30, 1946 and 
the partnership income statem ent for ten months ending that date, which 
statem ents had been certified by Barrow, W ade, Cuthrie & Co. and 
included in the registration statem ent and prospectus. This error con
sisted of an overstatement of approximately $ 87,000 in an inventory item 
designated „work in process and prefabricated parts”, and resulted in an 
overstatement of the partnership net worth at April 30, 1946 and the 
partnership net income for the ten months ended April 30, 1946 in the 
same amount.

Thereafter, the Commission made an investigation pursuant to Section 
8 (e) of the Securities Act of 1933 to determine whether the registration 
statem ent filed by D rayer—Hanson, Incorporated violated any of the 
provisions of that Act. O n M arch 18, 1948 the Commission issued its 
report of the investigation. 2)

2) In the Matter of Drayer-Hanson, Incorporated, — S.E.C. —, Securities Act 
Release No. 3277; Accounting Series Release No. 64.
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O n October 22, 1948 the Commission ordered the present private pro
ceeding to determine the truth of certain information obtained from its 
official records concerning the filing of the registration statem ent by 
D rayer—Hanson, Incorporated and certain related matters, and certain 
information reported by the staff as to the misleading character of the 
financial statem ents included in the said registration statem ent and the 
appended certificate by Barrow, W ade, Cuthrie & Co. and the negligent 
and improper professional conduct of the auditors in making this audit, 
particularly in the execution of the auditing procedures adopted.

A t the hearing which was opened on November 16, 1948, the respon
dents stipulated that the statem ents of fact and conclusions based hereon 
as set forth in the report of the Commission on the investigation in the 
m atter of D rayer—Hanson, Incorporated, Accounting Series Release 
No. 64 may be considered as evidence in these proceedings, thus in effect 
adm itting all of the facts pleaded in the order directing these proceedings. 
T h e  respondents then offered evidence of their methods of operations 
in the past and of changes made in the organisation and operation of 
Barrow, W ade, Cuthrie & Co. to prevent a recurrence of a situation 
similar to the D rayer—Hanson, Incorporated audit. This leaves for con
sideration in the present proceeding the remaining question as to the 
qualification of the respondents to appear and practice before the Com
mission and whether they, or any of them, should be temporarily or per
manently disqualified from or denied the privilege of practicing before 
the Commission.

Barrow, W ade, Cuthrie & Co., organisation, operation and policy in 
1947 and prior thereto

Barrow, W ade, Cuthrie & Co., a partnership, was organised in 1883 
and has been in continuous operation ever since as an accounting firm. 
In 1946 and at the present time it maintains 15 branch offices and two 
sub-offices in the principal cities of the United States, with one in 
Canada. Its main or head office is in New York, N .Y. In 1946, at the 
time of the D rayer—Hanson, Incorporated matter, eight of the offices 
of Barrow, W ade, C uthrie & Co. were under the management or control 
of a partner and seven offices, including the office in Los Angeles, Cali
fornia, were managed and controlled by a local m anager who was not 
a partner. A t the present time, ten of its offices are managed by partners 
and only five are under the control of a local manager who is not a 
partner. In 1946 and at the present time, Barrow, W ade, Cuthrie & Co. 
have 31 partners assigned to the various offices. In offices where there 
are several partners, one of them acts as managing partner.

In 1946, at the time of the D rayer—Hanson audit, Barrow, W ade, 
Cuthrie & Co. had an Executive Committee composed of four partners. 
T h e  sole function of this committee was to handle general policy pro
blems, financial matters, the opening or closing of offices and the hiring 
of key personnel. Each of the branch offices of Barrow, W ad e, Cuthrie 
& Co. was set up as an autonomous unit either under the management of 
a partner or partners or a local manager not a partner.

No supervision of control was exercised by the Executive Committee 
over the management of its various offices. T he partner or m anager in 
charge of each office had authority to sign the firm’s name on reports 
or certificates, lease offices, hire and discharge personnel, undertake new 
engagements, make arrangem ents regarding fees and other plans neces
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sary for the proper conduct of the practice in their territory. Such local 
partners or m anagers were responsible for the assignment of w ork in the 
offices, the supervision of all employees or partners assigned to the 
office, the maintenance of relations with the clients, and were further 
charged with the responsibility of outlining the procedures to be followed 
on each particular job and to see that they were followed, to review the 
working papers and prepare the reports with the assistance of the em
ployee in charge of that particular job. T here was no requirement that 
any of these m atters be referred to the Executive Committee, the head 
office, or any other partner.

T he managers of branch offices were selected with the same care as 
partners and were qualified only after a long record of employment with 
the partnership or simular experience with other accounting firms. During 
1946 and thereafter, all partners and managers of branch offices were 
certified public accountants, and, with the exception of one partner whose 
duties did not relate to the accounting and auditing work of the partner
ship, they were also members of the American Institute of Accountants.

In 1946 and 1947, and for some time prior thereto, it was the policy 
of the partnership to issue circular letters at intervals calling attention 
of partners and managers to important developments in the accounting 
circles, the responsibility assumed by the partners in certifying accounts 
for the purpose of registering securities under the Acts administered by 
this Commission. T he partnership also directed the attention of all part
ners, managers and employees to the considered opinions of the Com
mittee on Accounting Procedure and the Committee on Auditing Proce
dure of the American Institute of Accountants as reflected in the Institute 
bulletins and statements and emphasised the necessity of reading and 
referring to the accounting releases of the Securities and Exchange Com
mission and the need for following carefully the rules, regulations and 
instructions relating to the preparation of financial statements and sche
dules for registration statements. O ne of these regulations (Regulation 
S -X ), contains the following pertinent requirements:

..Rule 2-02. Accountants C ertificates”.
..(b) Representations as to the audit. T he accountant’s certificate (1) 

shall contain a reasonably comprehensive statem ent as to the scope of 
the audit made including, if with respect to significant items in the finan
cial statements any auditing procedures generally recognised as normal 
have been omitted, a specific designation of such procedures and of the 
reasons for their omission; (2) shall state whether the audit was made 
in accordance with generally accepted auditing standards applicable in 
the circumstances; and (3) shall state whether the audit made omitted 
any procedure deemed necessary bij the accountant under the circum
stances of the particular case.

,,In determining the scope of the audit necessary, appropriate conside
ration shall be given to the adequacy of the system of internal check and 
control. Due weight may be given to an internal system of audit regularly 
maintained by means of auditors employed on the reg istran t’s own staff. 
T he accountant shall review the accounting procedures followed by the 
person or persons whose statements are certified and by appropriate mea
sures shall satisfy himself that such accounting procedures are in fact 
being followed.

,,Nothing in this rule shall be construed to imply authority for the 
omission of any procedure which independent accountants would ordina
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rily employ in the course of an audit made for the purpose of expressing 
the opinions required bij paragraph (c) of this rule”.

It was the established policy of Barrow, W ade, Cuthrie & Co., and all 
of its employees were specifically instructed, to follow the procedures as 
to inventories prescribed by the Am erican-Institute of Accountants in 
the Extensions of auditing Procedure of October 1939, which is no. 1 in 
a series of formal Statem ents prepared and issued by the Committee on 
Auditing Procedure of the American Institute of Accountants. This 
statem ent was also approved by the membership of the Institute. It 
states on page 6: „T hat hereafter, where the independent certified public 
accountant intends to report over his signature on the financial state
ments of a concern in which inventories are a material factor, it should 
be generally accepted auditing procedure, that, in addition to making 
auditing tests and checks of the inventory accounts and records, he 
shall, wherever practicable and reasonable, be present, either in per
son or by his representatives, at the inventorytaking and by suitable ob
servation and inquiry satisfy himself as to the effectiveness of the methods 
of inventorytaking and as to the measure of reliance which may be 
placed upon the client’s representations as to inventories and upon the 
records thereof. In this connection the independent certified public ac
countant may require physical tests of inventories to be made under his 
observation”.

On Page 11 in discussing the accountant's report or certificate, the
statem ent continues: „If, on the other hand, such ........ (explanation of
procedures followed) are made by reason of any reservation or desire to 
qualify the opinion, they become exceptions and should be expressly 
stated as such in the opinion paragraph of the auditor’s report. As pre
viously stated, if such exceptions are sufficiently material to negative the 
expression of an opinion, the auditor should refrain from giving any 
opinion at all, although he may render an informative report in which 
he states that the limitations or exceptions relating to the examination 
are such as to make it impossible for him to express an opinion as to the 
fairness of the financial statem ents as a whole”.

In December, 1942, the Committee on Auditing Procedure in S tate
ment No. 17, Physical Inventories in W artim e, in discussing the tem pora
ry concessions made necessary by the overriding requirements for war 
production observed: „N o amount of supplementary work by the in
dependent accountant can thus completely remedy the basic weakness 
resulting from the client’s failure to provide some form of physical in
ventory” . See also the Commission’s Accounting Series Release No. 30, 
January, 1942.3)

H enry H . Dalton
From December 1, 1937 to October 31, 1947 Dalton was manager in 

charge of the Los Angeles, California office of Barrow, W ade, Cuthrie 
& Co. After a  high school and business college education, he passed the 
intermediate examination of the Association of C hartered Accountants 
of the Province of Quebec, C anada in 1921. In 1932 he was licensed to 
practise as a certified public accountant in the S tate of California. He 
became a member of the American Institute of Accountants in 1936. For 
nine years he was employed by a firm of chartered accountants in C anada

3) Zie de bewerking van deze „Statements on auditing procedure” door Drs D. E. 
Beutick in het M.A.B. van Juni 1947 (21 e jaargang no. 6).
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and on December 3, 1925 he entered the services of Barrow, W ade, 
Cuthrie & Co. as a junior accountant in the New York office where he 
remained four years. H e was then made assistant m anager of their San 
Francisco office, which position he occupied for seven years. In 1936 
he was made comanager of the Los Angeles office and on December 1, 
1937 was promoted to manager of that office. O n October 31, 1947 he 
was removed as manager of the Los Angeles office and remained in a 
somewhat inactive status until 1 M ay, 1948, at which time he resigned 
his position with Barrow, W ade, Cuthrie & Co. and entered a partner
ship with other accountants in Los Angeles. His auditing experience 
covers many types and kinds of business, but in his letter of July 23, 
1946 to one of the partners, he stated ,,W e have been faced with many 
problems not encountered by either of us prior to this time.”

Everett L. M angam
From 1931 to 1936 M angam had a varied business experience. He 

entered the accounting profession in 1936, at first engaging in a small 
practice. In January, 1937 he was employed by Barrow, W ade, Cuthrie 
& Co. in their Utica, N ew  York office as a junior accountant and re
mained in that office in various capacities until 1940 when he was made 
assistant m anager and in 1942, acting manager. During his entire expe
rience in the Utica office he at no time acted independently but all of his 
work was under the supervision and direction of the manager of that 
office.

T he Utica office of Barrow, W ade, Cuthrie & Co. was comparatively 
small and nearly all of its clients had employed the partnership for a 
number of years and procedures had been developed over this time in 
handling the work. Prior to M angam ’s undertaking an audit, the m anager 
of the Utica office always reviewed the preceding year’s papers with 
him and outlined the procedures to be followed in the current audit, and 
supervised the audit as it progressed. M angam  had never previously 
been confronted with a situation comparable to the D rayer—Hanson 
matter. T his was particularly true with respect to making an audit w ith
out a prior complete physical inventory.

In December, 1942 M angam  was commissioned in the U.S. Navy 
where he remained until January, 1946. During this period he was em
ployed in the Cost Inspection Service, N avy Cost Inspection, Termination 
Specialist and as a member of the A rm y-N avy Lecture Team  on Account
ing. After his discharge from the N av y  he returned to Barrow, W ade, 
C uthrie & Co. as a senior accountant in February, 1946 attached to the 
New York office. O n April 1, 1946 he commenced services at the Los 
Angeles office in charge of the D ray e r—H anson audit under the direc
tion and supervision of Dalton.

M angam was licensed as a certified public accountant in Ohio in July, 
1940 and in California in January, 1947. He has been a member of the 
American Institute of Accountants since 1941, the Ohio Society of C er
tified Public Accountants since 1940, the National Association of Cost 
Accountants since 1938 and of the California Society of Certified Public 
Accountants since 1947.

D rayer—Hanson, incorporated audit

In Februari, 1946 Dalton, the m anager of the Los Angeles office of
Barrow, W ade, Cuthrie 6  Co., was first approached with respect to the
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audit of the books and accounts of a partnership known as D rayer— 
Hanson which was engaged in the business of designing, manufacturing 
and selling heat transmission equipment. Dalton was informed that the 
partnership was to be reorganised as a corporation and proposed to make 
a public offering of its securities in the State of California. Shortly after 
the audit was commenced and some time prior to the completion thereof, 
he was advised that the offering would be registered with the Securities 
and Exchange Commission. A t his first conference with the D rayer— 
H anson management, Dalton, among other things, stressed the necessity 
of taking complete physical inventories including raw  materials, fabricated 
parts, w ork in process and finished goods and it w as agreed by the 
D rayer—H anson partnership that this would be done. Acting within 
the scope of his authority as m anager of the Los Angeles office, and 
without notifying the head office of Barrow, W ade, Cuthrie & Co., 
Dalton accepted this engagement.

O n M arch 27, 1946 Dalton was first informed that the management 
of D rayer-H anson had decided not to take a physical inventory of the 
work in process. H e advised the management of the probable necessity 
of a  qualification in the accountant’s certificate in the absence of this 
inventory. A t this conference, Dalton, after a rather casual examination 
of some of the accounting records and relying in part on information 
given by the management, agreed to proceed with the audit without 
requiring a complete physical inventory of work in process, although he 
knew that previous inventories by D rayer-H anson had not been taken 
in the presence of any independent accountant and that no physical in
ventory of w ork in process had been taken since December 31, 1944. He 
also knew that no examination of the accounts of D rayer-H anson or its 
predecessor had been made by any independent accountant prior to this 
time. M oreover, he testified that in his opinion the taking of a physical 
inventory of work in process was practicable and reasonable. Dalton did 
not communicate his decision to the main office of Barrow, W ade, 
Cuthrie & Co. or to any of its partners until July 23, 1946, at which time 
he forwarded to the main office drafts of financial statem ents and a 
copy of the proposed certificate to be issued and referred to some of the 
difficulties encountered in this audit.

M angam  did not report for duty at the Los Angeles office until April 
1, 1946 and took no part in any of the preliminary conferences or in the 
decision that the work in process would not be inventoried. H e was placed 
in charge of the audit and continued until its completion in the latter 
part of July, 1946. Among other things, he prepared an audit program 
for the engagement which included a study of the system of internal 
check and control and the cost accounting system maintained by D rayer- 
Hanson and its predecessors. H e knew that the inventory of work in 
process had not been taken but stated that he understood „ that our opi
nion would be qualified.” He assigned the w ork to be done on the audit 
to his assistants and supervised such work by reviewing the working 
papers prepared by them. H e personally performed certain of the auditing 
procedures which he believed to be necessary to perform the engagement 
in accordance with w hat he regarded as generally accepted auditing stan
dards, and at the conclusion of the audit prepared a draft of the 
required financial statem ents and in collaboration with D alton prepared 
a draft of the firm’s report or certificate.

T h e  alternate auditing procedures adopted in lieu of a physical inven
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tory of the work in process, as outlined by the Commission in its report 
of investigation4) were determined by M angam after spending several 
days making a survey of D rayer-H anson’s system of internal check and 
control. This survey disclosed a number of material weaknesses in the 
system, especially with respect to the recording of transactions having 
an effect, directly or indirectly, upon the amount of work in process in
ventory shown in D rayer-H anson 's accounting records.

M angam  discussed these m atters with Dalton from time to time, and 
he testified, ,,I expressed my dissatisfaction with the situation from the 
very first day, because I could see that it w asn’t going to be an easy 
m atter to do very much with the work in process unless a physical in
ventory was available. I held to that opinion day after day” . But M an
gam also indicated (see p. 16 of Accounting Series Release No. 64) that 
he believed he would be able to use alternative procedures to assure him
self, with respect to work in process, that the inventory was there.

In spite of the weakness disclosed by his survey, M angam employed 
such alternate auditing procedures as he himself considered necessary 
in the absence of a physical inventory, in an inadequate manner.

Supervision by Dalton

Dalton made a general review of the working papers to ascertain the 
methods used and the proof obtained with respect to the results and w hat 
had been done in the various tests and checks in order to ascertain the 
authenticity of the financial statements. H e reviewed all of the working 
papers in detail with M angam  and questioned him specifically on the 
survey he had made of the system of internal check and control, the 
work done and the results obtained from the audit of the work in process 
inventory, the examination made of the general journal entries, especially 
those related to finished goods, work in process, and cost of sales, and 
on any other points that did not appear to be clear. As m anager of the 
office it was his responsibility to supervise and check all of the work of 
his subordinates and to satisfy himself that the audit had been made in 
accordance with accepted auditing standards.

Some time in M ay, 1946, while the field work on the audit was in pro
gress, one of the partners of Barrow, W ade, Cuthrie & Co. was in the 
Los Angeles office on other business for the firm. W hile  there, he ac
companied Dalton to the D rayer-H anson plant. Dalton informed this 
partner generally of the problems with respect to the engagement but did 
not inform the partner of the specific problems which had arisen and of 
the fact that the audit was being made without a complete physical in
ventory.

A fter D alton’s review of the working papers and financial statements, 
he and M angam  prepared a draft of a certificate to cover the financial 
statements. This draft certificate with the related financial statements 
and a covering letter dated July 23, 1946 were sent to the Philadelphia 
office of Barrow, W ade, Cuthrie & Co. for criticism and suggestions and 
for the further purpose of discussing with the staff of the Securities and 
Exchange Commission the manner in which certain facts should be 
reflected in the financial statements. This letter of July 23, 1946 was the 
first notice to any partner or to the head office of Barrow, W ade, Cuthrie

4) In the Matter of Drayer-Hanson, Incorporated, Securities Act Release No. 3277, 
Accounting Series Release No. 64.
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6  Co. that the audit of D rayer—Hanson was made w ithout a physical 
inventory of the work in process.

A fter the receipt of the letter of July 23, 1946, one of the partners of 
Barrow, W ade, C uthrie & Co. discussed certain m atters with members of 
the Commission’s staff, and on July 31, 1946 the partner w rote a letter 
to Dalton informing him of certain comments by members of the Com
mission’s staff and making certain suggestions including several dealing 
with the inventory situation. Following the p artner’s letter of July 31 
the certificate was changed so as to include an exception phrase a t the 
end of the last sentence of the first paragraph of the certificate and to 
include an exception in the opinion paragraph as to the fairness of the 
presentation of the statem ent as a result of the limitation on the scope 
of the audit as to inventories. O n A ugust 12, 1946, D alton forw arded 
a copy of the D rayer—H anson registration statement, as filed, to  the 
Philadelphia office of Barrow, W ade, Cuthrie 6  Co.

M eans taken to strengthen and centralize the control of functional 
operations o f Barrow, W ade, Cuthrie 6  Co.

As a result of the D ray er—H anson case, and the consequent revela
tion of the failure of the partnership policy to provide the public with the 
resources of experience and skill of the partnership as such, certain 
changes have been made in the personnel, the policy and procedures of 
Barrow, W ade, C uthrie & Co. as follows:

(1) A new m anager has been placed in charge of the Los Angeles 
office and the staff implemented by the addition of a second certified 
public accountant.

(2) All partners and managers were notified of Accounting Series 
Release No. 64 with the suggestion that it receive careful study and staff 
members and assistants be impressed with the responsibilities assumed 
by the firm in certifying financial statem ents for registration purposes 
and the degree of care which must be exercised in reviewing the system 
of internal control and in the physical verification of all inventories.

(3) A „M anual of Auditing Procedure", prepared over a period of 
several months by a committee of partners, has been distributed and 
discussed throughout the firm. T he manual is to be supplemented and 
revised periodically.

(4) Partners and managers in field offices have been instructed that 
the policy on the examination of the financial statem ents for inclusion 
in registration statem ents will be to have the partner or a non-partner 
branch m anager in charge of an assignment consult with other partners 
or branch managers on m atters relative there to. T h e  N ew  York executive 
office is to be notified of all registration work undertaken. T he acceptance 
of new clients must be approved by at least two partners or two non
partners branch managers, and financial statem ents to be included in a 
registration statem ent must likewise be so approved prior to their release. 
W h ere  such statem ents are prepared in an office having only one partner 
or a non-partner branch manager, the executive office must be notified 
and another partner will be assigned to co-operate and review  the work.

(5) T he partnership agreem ent is being amended to separate the 
administrative and operational functions and responsibilities of the firm. 
A n operating committee of nine members will deal with auditing and 
accounting procedures, personnel m atters, review procedures, Securities 
and Exchange Commission work control and review, and income tax
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work. T he Committee will be divided into sub-committees, each respon
sible for one or more of the functions referred to. An administrative 
committee will be charged with seeing that functions of the operating 
committee will be carried forward.

(6) Partners are now located at all except five field offices. It 
is planned eventually to have a partner or partners in each office, accor
ding to the needs of the business.

Conclusions
I find that D rayer—Hanson, Incorporated, filed its registration state

ment with the Commission as alleged.
T h at the Commission initiated the proceedings under Section 8 (e) 

of the Securities Act of 1933 on the registration statem ent filed by 
D rayer—Hanson, Incorporated and released its report on M arch 18, 
1948.5)

T h at the registration statements and amendments thereto contained 
financial statem ents of D rayer—Hanson and certain of its predecessors, 
certified to by Barrow, W ade, Cuthrie & Co.; and that the respondent, 
Everett L. M angam, in collaboration with H enry H. Dalton prepared 
the financial statements; and, that the respondent, H enry H. Dalton 
signed on behalf of the respondent Barrow, W ade, Cuthrie & Co. the 
certification appended to the financial statements.

T h at the financial statements included in the registration statem ent 
referred to above and the appended certificate of Barrow. W ade, Cuthrie 
& Co. were inaccurate and misleading.

T hat the balance sheets included in the registration statement were 
materially misleading for the reason that the work in process inventory 
as of April 30, 1946 was overstated approx. $ 87,000; and that the profit 
and loss statem ent for the ten months ended April 30, 1946 included in 
the registration statem ent was misleading for the same reason.

T h at Dalton by his acquiescence in the decision of representatives 
of the registrant not to take a physical inventory of work in process a t 
M arch 31, 1946 and Barrow, W ade, Cuthrie & Co. by their failure to 
object ultimately to D alton’s decision, failed to acquire sufficient inform
ation to w arrant an expression of an opinion with respect to work in 
process inventories at M arch 31, 1946 and April 30, 1946.

T hat Barrow, W are, Cuthrie & Co. and Dalton without justification 
implied in their certificate that the system of internal check and control 
and the cost accounting system in operation at D rayer—Hanson and 
certain of its predecessors furnished reliable costs with respect to cost 
of sales and raw  materials, work in process, and finished goods invento
ries.

T h at the statem ent in the certificate of Barrow, W ad e  Cuthrie & Co.
that ..........  (the auditors) have no reason to believe that the inventories
as set forth in the accompanying statem ents are unfairly sta ted” is w ith
out justification and misleading.

T h at respondents M angam  and Dalton were negligent in the conduct 
of the audit; M angam, because of the inadequate manner in which he 
employed alternate procedures, considered by him to be necessary under 
the circumstances, in the absence of a physical inventory; Dalton, for 
the reason that the auditing procedures adopted and followed under his 
supervision were not employed with due professional care. 5

5) Securities Act Release No. 3277; Accounting Series Relase No. 64.
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T hat Barrow, W ade, Cuthrie & Co. failed to supervise the audit in 
the manner required by existing circumstances.

T hat each of the respondents acted in an improper professional manner 
in ignoring and disregarding generally accepted auditing standards and 
procedures applicable in this case and applicable rules and regulations 
and long settled decisions of the Commission with respect to the m atters 
referred to above.

Recommendations
T he partnership of Barrow, W ade, Cuthrie & Co. has been engaged 

in the accounting business since 1883. T hey have reported upon financial 
statem ents of issues publicly offered and covered by effective registra
tion statem ents filed with the Commission pursuant to the Securities Act 
of 1933 in the aggregate amount of nearly one billion dollars and have 
also certified financial statem ents for many brokers and dealers registered 
with this Commission. T here is no evidence that any material error has 
ever been made by Barrow, W ade, C uthrie & Co. in any of said financial 
statements, with the exception of those prepared for D rayer—Hanson. 
All of the partners are certified public accountants, with long years of 
experience.

H enry H. Dalton had been an accountant for over th irty  years and 
had been employed by Barrow, W ade, C uthrie & Co. for the past twenty- 
two years. H e had participated in very difficult and complicated account
ing work, some of which had been supervised and reviewed by partners 
of Barrow, W ade, Cuthrie & Co. and his w ork had always been highly 
satisfactory. During all of this time there was no evidence that he lacked 
any of the qualifications of an able and efficient accountant or that he 
lacked character or integrity.

Everett L. M angam  was employed by Barrow, W ade, Cuthrie & Co. 
as an accountant for five years when he entered the U.S. Navy. He 
remained in the N avy on accounting work until shortly before the 
D rayer—Hanson audit. H e had been a certified public accountant for 
about six years. During the time he was in the employ of Barrow, W ade, 
Cuthrie 6  Co, his work had been highly satisfactory and no question 
had ever been raised as to his qualifications, character or integrity.

I conclude that all of the respondents possess the requisite qualifica
tions to represent others and that they, and each of them, are not lacking 
in character or integrity.

This leaves the remaining question under Rule II (e) as to whether the 
respondents, or any of them, engaged in unethical or improper profes
sional conduct in the handling of the D ray er—H anson audit.

Barrow, W ade, Cuthrie & Co.

T he failure to require a physical inventory of work in process and 
many of the serious problems which developed in the course of the audit 
of the D rayer—Hanson records were not brought to the attention of 
any partners of Barrow, W ade, Cuthrie & Co. until D alton’s letter of 
July 23, 1946 to one of the partners. Prior to the D rayer—Hanson audit 
it had been the policy of the partnership to clothe the m anager of each 
office with final authority to exercise his own judgement in all m atters 
coming up in his territory w ithout reference to any of the partners or to 
the head office. Consequently, in this case no formal, predetermined 
supervision of this audit was exercised by any partner. All of the working
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papers were retained by Dalton in the Los Angeles office. In his letter 
of July 23, 1946 to an eastern partner D alton did not call attention to the 
manner in which the audit work was done, or, of course, that he 
had ignored and disregarded generally accepted auditing standards and 
procedures pertinent in this audit. In reply to D alton’s letter of July 23, 
1946, the partner, in his letter dated July 31, 1946, however inadequate 
the comments may have been, did suggest certain procedures considered 
necessary by him in the absence of a physical inventory of the work in 
process. A t this time the partners of Barrow, W ade, Cuthrie & Co. had 
full confidence in Dalton. N o charge has been made that the partner
ship deliberately and willfully engaged in unethical or improper pro
fessional conduct. It is clear from the evidence that the general policy 
of the partnership of not requiring supervision by partners of the work of 
the various offices ignored and disregarded applicable and long settled 
opinions of the Commission in that it functioned without centralized 
supervision of the field offices and in this case exercised not even a local 
control. 6)

M oreover, the evidence indicates that the firm received inform ation 
of such sufficiency that it should have impelled a more positive stand 
tow ard compliance with professional standards and the Commission’s 
rules. In any event, and wholly apart from these considerations, the 
partnership having clothed its m anager with full authority  to bind it 
must accept full responsibility for his conduct.

T he changes made by the partnership since the D ray er—H anson audit 
to strengthen and centralize the control of functional operations of the 
firm as hereinabove mentioned indicate that the partnership recognizes 
the deficiencies in its former policy. W h en  the error in the inventory 
of work in process was later discovered by Barrow, W ade, Cuthrie 
& Co. they called the m atter to the attention of the Commission and 
contributed to D ra y e r—Hanson, Incorporated $ 87,500 which was the 
approxim ate am ount of the inventory  error.

T he evidence conclusively establishes that Barrow, W ade, Cuthrie 
& Co. has been sufficiently impressed with the inadequacy of their 
former policies and has m aterially revised them. T heir conduct in 
prom ptly reporting this m atter to the Commission and their cooperation 
in developing all of the facts and in prom ptly offering to contribute the 
full amount of the inventory shortage is com m endatory. Considering 
all of these facts, and in view of the adverse publicity which the firm 
has received in Accounting Series Release No. 64, I find no reason 
to recommend that the privilege of Barrow, W ade, Cuthrie & Co to 
practice before the Commission be suspended tem porarily or perma
nently, and I therefore recommend that the proceeding as to Barrow, 
W ade, Cuthrie & Co. be dismissed.

H enry H . Dalton
T he Los Angeles office of Barrow, W ade, C uthrie & Co. had for 

some time prior to the D ray er—H anson audit been understaffed. During 
the w ar years and subsequent thereto, D alton was the only certified 
public accountant in the office and the entire responsibility for all of 
the w ork of that office had rested on him. He had had no regular 
vacations for eight years and in 1946 at the time of this audit, he was

6) In the Matter of Interstate Hosiery Mills, Inc., 4 S.E.C. 706. See also In the 
Matter of McKesson &  Robbins, Inc., Accounting Series Release No. 19.
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m entally and physically exhausted. In the record in this case there is 
no evidence that he was ever charged w ith any professional miscon
duct. In addition, the absence of more appropriate suggestions from his 
superiors, the opportunity for which clearly existed, must be viewed as 
highly im portant.

From my observation of D alton at the hearing and his frankness in 
fully admitting his faults in this case, I am satisfied that he has been 
sufficiently impressed as to the seriousness of this m atter and that fur
ther disciplinary action is not necessary. Considering his past record, 
the evidence of his mental and physical exhaustion a t the time of the 
D ray er—H anson audit and the penalties to which he has already been 
subjected, I believe the Commission m ight well dismiss the present p ro
ceeding as to him, and I so recommend.

E verett L. M angam
T he evidence establishes that M angam  was negligent in his applica

tion of the alternate auditing procedures which he had outlined. H ow 
ever, he was not responsible for proceeding with the audit w ithout 
requiring a physical inventory because such procedure w as established 
a t the time he entered upon this engagem ent. H e testified tha t this was 
the first time he had ever conducted an audit w ithout requiring complete 
physical inventories. W hile  he was recognized by Barrow, W ade, 
Cuthrie & Co as being a capable and efficient accountant, this high 
regard  must of course be viewed in the light of the recommendation 
for his assignm ent to the Los Angeles office in a subordinate capacity. 
W h ere  the circum stances w ere such as has been disclosed in this case, 
and  apart from w hatever norm al practice might be, it seems clear that 
M angam  had the right to expect that such procedures as he outlined 
and the execution of them as he revealed them would be carefully super
vised and checked by his superior. T here  is no indication that M angam  
w ithheld any  inform ation from his superior. He directed the attention 
of his superior from time to time to the conditions which confronted him 
and to the difficult problems with which he was confronted. Having in 
mind tha t this was his first experience on a com plicated and difficult 
auditing engagem ent, and that he had good reason to feel tha t such 
steps as he took w ere being supervised and checked by, presumably, a 
capable and able superior, he might well have believed that he had 
proceeded as far as w as proper and necessary. U nder all of the circum
stances, I do not believe M angam ’s conduct w arran ts any disciplinary 
action by the Commission.

W hile  recommending that the proceedings against all of the respon
dents be dismissed, it seems highly desirable tha t the public, and partic
ularly the accounting profession, be inform ed tha t w here a firm of public 
accountants permits a report or certificate to be executed in its name 
the Commission will hold such firm fully accountable. If the proceedings 
are dismissed, it is my further recom m endation that the Commission 
make public the entire record in this case and publish a statem ent in
dicating in appropriate detail the facts in the case and the reasons for 
the Commission’s determ ination.
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