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RESULTS—

€

Acid Test

Just as a man is measured by his deeds, so must a
school be judged by the accomplishments of its students.
Results are the acid test of any accountancy training,
and the fact that many Walton men have achieved
success is reasonable assurance that our training will be
of help to you. Whether you wish to win the C. P. A,
degree or enter executive accounting work, you owe
it to yourself to select a course of proved dependability.

What Walton Training Has Accomplished

More than nine hundred and fifty Walton students
have passed the C. P. A., C. A. or American Institute
examinations (students successful in both C. P. A, and
Institute examinations are counted only once), a record
of real distinction.

Walton students have won nineteen medals for high
honors in the semi-annual Illinois C. P. A. examination.

In competition with students from schools, colleges
and universities, the country over, Walton-trained men
also received special distinction in American Institute
examinations for nine consecutive years.

A Walion-trained man won highest honors and the gold
medal award in the May 1928 Illinois Certified Public

A E. tion. Se (more than forty per
cent) of the forty-two successful candidates were Walton
students.

ToN Seupr,
WE RCE

We Will Gladly Mail Your
Copy FREE

The book you see illustrated above has actually
helped scores of men to attain the better things in life.
For here is a book that clearly tells you the possibilities
for advancement in executive and professional account-
ancy.It explains exactly why business pays big rewards
to men who are trained in this particular line, For ac-
countancy, after all, is the very life’s blood of modern
‘business. X

In the face of this evidence you really owe it to
yourself to send for the book that tells all about the
Walton Training in Accountancy. It costs you nothing
— yet reading it may be the turn upward in your career.
Mail the attached coupon today and get your copy of
‘“The Walton Way to a Better Day.”

Day and Evening Classes and
Correspondence Instruction

As day classes are started at frequent intervals it is
usually possible for a day student to begin almost at any
time at the point in the course for which his previous
education and experience qualify him. Evening resident
classes start in September and January.

C. P. A. Examinations.

Announcing
Intensive day review course, 4 weeks, for Fall 1929.

WRITE FOR PARTICULARS.

Institute and

Secretary

oy 3o WALTON SCHOL

COMMERCE

BUILDING
CHICAGO

WALTON SCHOOL OF COMMERCE, 358-368 McCormick Building, Chicago
Without obligation on my part, please send me the copy of ‘‘ The Walton Way to a Better Day,” and suggestions as to what you can

do to help me advance in the business world.

AQAress. . ...oouoi i e
City and StGle. .. ... oiiuiii it
OCCUPBIEON . . ..ottt ii ittt i aia et ianes

I am
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INTERESTED [] RESIDENT DAY CLASSES

O RESIDENT EVENING COURSES
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IRM...

UNDER THE CEASELESS
TREAD OF FINGERS

NDEX cards, tab cards, record

forms, ledger forms, statement
sheets . . . row after row erect in
their files . . . they form the high-
ways of a thousand fingers.

Back and forth, day after day, year
after year, the ceaseless tread of
fingers . . . do your forms stand
the gaff? If they are L. B. Forms,
they do. Entries of a quarter cen-
tury ago are still readable on L.B.
Forms . . . they stand always at at-
tention, ready for fast fingering.
They are factors of economy in
every user’s office.

There is a grade, weight, size and
color in L.B. Forms for every rec-
ord requirement. Consult the man.
from Remington Rand. His expe-
rience is at your disposal . .. or
mail the coupon below.

Library Burean Division

Rem ington Rand il oo it

BUSINESS SERVICE 1nc h
Buffalo, N. Y.

e e o e e B e B B M B e B e e B o e e o o o B M d B o b B B o B
REMINGTON RAND BUSINESS SERVICE Inc, Remington Rand Building, Buffalo, N.Y,

Send me full information regarding L.B. Forms.
Name Firm

Address . State

When writing to advertisers kindly mention TuE JournaL oF Accounrtaxcy
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Send Now for the Books You Wish to See

Accounting Just
by Machine Methods  Published
By H. G. Schnackel and Henry C. Lang

With accounting machines revolutionizing account-
ing operations in every line of business, no accourt-
ant today can afford to be without the information
contained in this impartial guide. A standard of
practice for accounting processes under machine
methods. You get the praetical performance data
you need to see just where you can effect savings with
each type of machine available, choose mechanical
equipment best suited to any particular business,
and organize or improve operative routine to get work
through at lowest cost,
in most usable form,
and on time. 106
charts and forms.
562 pages. $7.50.

How to Analyze Costs
By C. L. Maze and J. G. Glover

A new type of book on costs. Analyzes in detail not
only manufacturing but also selling and adminis-
trative costs, and their variations from previous
periods and from estimates. Discusses cost classi-
fications, department management problems and
expense accounts, likely causes of fluctuation in each
cost item, and the remedy. You will also find valu-
able information on standard costs, departmental-
ization, manufacturing expenses, and their distribu-
tion. 33 useful charts and forms. 389 pages. $5.00.

Auditing
By Robert H. Montgomery

A complete presentation of the auditor’s work and
responsibilities under present-day conditions — the
work on auditing with which every ac-
countant is assumed to be familiar.
Offers an unapproached summary, by an
acknowledged spokesman of the profes-
sion, of what accountants regard as the
best accounting, business, and financial
policy today. Helps you examine all sides
of a question and see in advance the
consequences of specific ways of han-
dling it. 359 pages. $6.00.

Corporation Procedure

By Thomas Conyngton and R. J. Bennett;
Revised by H. R. Conyngton

The standard guide to all questions of corporate
management — everything the public or private
accountant has to know and do in handling cor-
porate affairs. Supplies a background of corporation
law and practice, and offers just the working data
needed to keep corporate accounts and render
reports. Includes 541 forms, adequate for trans-
acting every normal type of corporate business.
1479 pages. $10.00.

Revised Edition Just Out
Accountants’ Working Papers
By Leslie E. Palmer and William H. Bell

A new edition, revised and expanded throughout,
with 156 facsimile reproductions, including a full set
of coordinated papers for a typical audit. Illustrates
all schedules, analyses, etc., required in the ordinary
audit, plus many for special purposes. These it
develops exactly as the accountant would prepare
them, with twelve chapters of brief but adequate
comment. In additipn to the actual figures, each
sheet shows the notes an auditor would make on
significant points to be explained or emphasized.
Includes working papers used in connection with
tax returns and new financing. 313 pages. $6.00.

Accountants’ Reports
By William H. Bell

A detailed, standard manual of what leading au-
thorities recognize as the best practice in form,
arrangement, and content. Offers you definite
standards of terminology; explains fine points in the
handling of each individual item; shows the usual
order of these items according to the particular end
to be served; and points out variations from custo-
mary forms as required in various
lines of business. 77 illustrations,
including a complete specimen
report, exhibit best modern forms
of balance sheets, income state-
ments, operating and miscellaneous
schedules. 386 pages. $6.00.

q] Sent for Examination

\

Any one or all of these books will be.sent to you
postpaid for examination— just fill out and mail
to us the form below —

r——----------------------

The Ronald Press Company
15 East 26th Street, New York, N. Y.

Send me postpaid the book or books checked below. Within
five days after receiving them I will remit price in full for
any I decide to keep and return the others, if any, to you.

O Accounting by Machine Methods (Schnackel-Lang)*
7.50

{0 How to Analyze Costs (Maze-Glover). $5.00

3 Auditing (Montgomery). 86.00

0 Corporation Procedure (Conyngton). $10.00

O Accountants’ Working Papers (Palmer-Bell). $6.00
O Accountants’ Reports (Bell). $6.00

NI . . o e e
Firm....................... Position................
Business Address. . ............ . e
City. .o State

Signature

WS A NG ANM MMS NI NN AN N UW EDW WE ME BN SN AN W B ML M AF am am Em e

Ouitside continental U. S. and Canada, cash plus 25¢ per book
(M.15) for shipping

_ When writing to advertisers kindly mention THE JouRNAL oF AccouNTaNcy
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Revised Edition!

VULUMEN‘

Third Edition—Sepiember, 1928

PA AcCoutnTin

Theory, Auditing and Problems

A four-volume digest of problems and ques-
tions given in 838 C. P. A. examinations by
accountancy boards in 48 states; November,
1927 papers are included. Distribution is:

New Jersey....... ... 16

New York.......... 60
H0. .. .i i 22

Pennsylvania . . 30

Washington.

Wisconsin.. .

Other States

The four, buckram-bound volumes contain 400
problems and 35,606 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV problems in Volume III. Time
allowances are given so problems may be solved
under C. P. A. conditions.

A Golden Opportunity

This set is almost indispensdable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

FREE EXAMINATION COUPON

(Charles R.Hadley Gompan

Every Accountant’s Library

Should contain the following Manuals, each one
an invaluable aid and reference for Accountants
engaged in System Installation Work.

Each volume is substantially bound and contains
full accounting procedure, Chart of Accounts and
actual samples, (not illustrations or sketches) of
all forms required for installation.

Each represents years of research. Only ideas
and methods tested and proven by leading con-
cerns in the respective line of business are given.

Hadley’s Pathfinder System for

Hotels and Clubs ..... .. (Size 11x14) $ 6.50
Manufacturing Concerns - © 5.00

Automobile Dealers ... “ ‘ 5.00
Ford Automobile Dealers ‘ “ 3.50
Laundries .............. ‘ “ 5.00
Contractors and Builders ...... “ “ 5.00
Plumbers and Electrical Contractors ... ** « 5.00
Finance Companies ................. “ “ 5.00
Truck Cost Accounting .............. “ ‘ 3.00
Trust Dept. Accounting ............. “ “ 10 00
Realtors and Subdividers ............ “ “

Wholesale and Retail Merchants ...... “ 11x11 3 00
Insurance Ageneies oo.....viveive... “ ©

Personal Accounting ............... “ 7x11 2 00

Any of above Manuals SENT PREPAID in United
States upon receipt of price, subject to refund if de-
sired upon return in good condition within 15 days.

y

General Offices: Los Angeles, California

Seattle San Francisco Detroit
Portland - New York
Atlanta

Sacramento thf o
l
Pll -LOOSELEAF dlgl'lﬁn.

THE WHITE PRESS COMPANY, INC.,
Departmental Bank Bldg., Washington, D. C.

You may send me on 5 days approval books checked.
O Complete Set (Four Volumes, 1,835 pages), $15.00
0O Volume I and Solutions (Vol. II), $7.50
O Volume III and Solutions (Vol. IV), $7.50

I agree to pay for the books or return them postpaid within
five days of receipt.

Signed. ..o i e, ..
B2 2 .
Cityeeeeeennnn ot et tet et ettt s

Write for Illustrative Circular

COACHING for
C. P. A. EXAMINATIONS

The next Examinations for the States of New York and
New Jersey, and for admission to the American Institute
of Accountants, will be held in

November, 1929

Oitir Course in preparation for these examinations, con-
sisting of forty lectures, given daily (Monday to Thurs-
day, inclusive), at the Engineering Auditorium, 25-33
West 39th Street, New York from 6:15 to 7:45 p.m,,
will commence on

Tuesday, September 3, 1929

The same coaching is available by correspondence for those
desiring it. All interested can obtain complete information
from the

C. P. A. Examinations Review
Fisk Building
Broadway at Fifty-seventh St.
NEW YORK CITY
Telephone: Columbus 9180

C. P. A. EXAMINATIONS REVIEW
conducted by
Henry L. Seidman, B.C.S., LL.B., C.P.A. (N. Y.)

When writing to advertisers kindly mention THE JoUuRNAL oF AccounTancy
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\x/lly Not ﬂpplv to the Oﬁce
the Lessons Learned in the Fﬂdary?

\}\v HaT machinery has done
in the iac‘wrv, it can do in t he offi
does it reguire a system of * 3
to determine this. Thousands oi organi-
zations have already proved the value of
modern office equipment for you. Here's
only one example of what Marchant
Calculators have done. . ., .

This Lumber Producer Saved
$10,000 in Nine Monihs

One of the largest lumber organizations in
the \auom They needed an entirely new
set of figures. They installed the

Calculator. They got the figures.
there was no question dbuut their ac-
curacy—they were done by machine.

Marchant saved them $10,000 in nine
months, on this one job. . . But that’s
only the start of their savings. . . .

Now They Shori-cut All Their
Figuring Jobs
Constantly, dav-after-day, figuring jobs
like this come up . . . so many pieces of
lumber, 1" x 4" in size, 16’ long, @ $19.85
per thousand . . . wanted, the number of

board feet, and the total value.

You should see how this is figured on a
Marchant Calculator. Tap a few keys
here, push a button there, shift a lever .
and while vou stand amazed, the answer
appears before you!

You can’t realize what a Marchant
Calculator is really capable of doing for
vou, until vou've seen it in action on vour
own figuring work.

Try a Marchant on Your Own
Work—Without Obligation

We will gladly let vou have the use of 2
Marchant-—without obligation—to test
right in vour own office, on vour own work.

‘Then you can try it out on costs, pay-
rolls, partial payment plans, interest,
retirement funds, actuarial problems,
way-bills, ete. You can turn over all your
figuring to this Marchant, and determine,
for yourself, the tremendous savings that
are possible with it.

You will be astonished to see how the
Marchant can short-cut vour figuring
problems.

You will see the Marchant actually
figuring several problems simultaneousiy.
VYou will see its automatic division, auto-
matic multiplication, automatic repeat
addition, direct subtraction, automatic
dial clearance, ete. You will see it figuring
your problems in from 25% to 409, the
usual time,

And yvou will be especially pleased with
its simplicity of operation.

MARCHANT
Calculalors

Anyone Can Run a Marchant
Calculator

Anyone can run any_ model. No special
training is reguired, No special help. You
merely install the Marchants in vour
office, and the regular staff carries on.
We will gladly send wyou additional
facts. Mail the coupon for the booklet,
‘Eliminating Mental Work”., It's free.
To try a Marchant on your own work—
without obligation—check the third or
fourth square in the coupon. Orconsult

vour dzreaory and telephone our nearest
office——there is one in every principal city
of the United States and Canada. Repre-
sentatives in all foreign countries,

New Portable—for Executives

Executives will be interested in the New
Marchant Portable. Occupies desk space
of only 634" x 12”. Can be slipped into a
handbag or the file drawer of a desk.
Answers every figuring problem. Anyone
can run it. $125, If interested, check the
second or fourth square incoupon.

Name

MARCHANT CALCULATING MACHINE CO.

“Etzmnwzzng }vlemaZ Work” 3 On New $125 Poriable]

An Electric JL urckaut

Address. .. ...

Oakland, California
Please send booklet—

d like to try—without obligation
The 3125 Poriablel

............. Company . ..«

When writing to advertisers kindly mention THE Journal oF Accounrtancy
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The
BALANCE-SHEET

By Charles B. Couchman, C.P.A.

Bounp
w
Crorm

q“ms book explains the use of

the balance-sheet in the busi-
ness world of America today.

s 17 is not possible to define
Q/{ and explain fully all the classi-
ficatiops which may appear upon a
balance-sheet, an effort has been
made in this book to select those
that are most common, an under-
standing of which is necessary in the
preparation of correct balance-sheets.

- 7~ ms volume covers practically all
Tthe classifications appearing in
the balance-sheets of commercial
organizations of standing, such as
those whose securities are listed on
the New York Stock Exchange.

The JourNAL of ACCOUNTANCY
135 Cedar Street » New York, N. Y.

AUDIT
WORKING
PAPERS

By J. HUGH JACKSON

An authoritative text on one of
the most important phasses
of Accountancy

s
Price $5.00 a copy

q..v s book outlines a plan for the
L accountant to follow when he
audits a set of books and places be-
. fore executives and owners the find-

P ings of his audit

[Iaat]

 The subject of working papers from
_a practical standpoint forms one of
the most important phases of an
~ auditor’s work; a discussion of this

technical phase of the public ac-
~ countant’s work is the sum of this
_ book.

o .

This book fills a long-felt want, it
should be in the library of every ac-
countant’s office and be made avail-
able to every member of his staff.
It should be read and srudied by
“every student who is preparing him-
self to enter the public practice of -
accounting or anditing.

[Tt

AMERICAN INSTITUTE OF
AccountanTts FounpaTiow
135 Cedar Street - New York, N. Y.

i
:
|
}
:
|
|
i
|
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Day in and day out—this method
keeps you posted on the vital facts

and figures of your business

FEYHERE are times when it is favorable for a

_ business to expand. There are times when it is
often more prudent to retrench. Either course
depends on vital facts and figures on which the
operations of your business should always be
based.

If your figures are up to date, accurate deci-
sions can be made . . . but when decisions are
based on figures that are days and weeks behind
your present status, the dangers of error and
corresponding losses are increased.

With Elliott-Fisher you know every day exactly
where your business stood the day before — week
in and week out, month in and month out. No
guesswork or estimates. Elliott-Fisher posts all
the essential figures for your guidance right
up to date every day, and brings to your desk

Elliott-Fisher

Flat Surface Accounting-Writing Machines
GENERAL OFFICE EQUIPMENT CORP.
Division of Underwood Ellioit Fisher Company
342 Madison Avenue, New York City

“Underwood, Elliott-Fisher, Sundstrand,
Speed the World’s Business™

Keeps you on the
"SAFEST COURSE

every morning at nine a simple, concise report.
Inventories, orders, sales billed, bank balances,
shipments, accounts receivable and payable — all
are posted every day and compared with the
totals for the same day a week back, 2a month back,
and a year back.

Without adding a man to your payroll or in any
way disturbing your present accounting routine,
Elliott-Fisher summarizes every department’s
performance into a single unified report. Hun-
dreds of business firms that are distinguished by
their efficient management use the Elliott-Fisher
method of control. )

We have an interesting story to tell you. Your
name and address on the coupon below will bring
more complete informa-
tion about Elliott-Fisher
fact-finding machinery,

e

Generat Office Equipment Cerporation

342 Madison Avenue, New York City

Gentlemen: Kindly tell me how Elliott-Fisher can give me
closer contrel of my business.

When writing to advertisers kindly mention Tae Jovaxal oF AccounTancy
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CJ[/HE modern
way of reduc-

ing office overhead is
to cut labor costs—for man-
power is the greatest single
item of expense.

Irving-Pitt Machine Posting Equip-
ment will fit definitely into your client’s
plan for reducing expenses where accounting
machines are used. I-P Trays and Devices actually
inerease the efficiency of workers by speeding up
the entire bookkeeping process.

The I-P line of Machine Posting Equipment
is complete. It offers four distinct types
of trays and equipmenti—to meet almost
any requirement.

NEW YORK

Labor Costs More Than

Equipment

I-P Machine Posting Devices
Cut Labor Cost

IRVING-PITT MANUFACTURING CO.
KANSAS CITY

Thislinewas
designed after
caretul study of
the machine post-
ing problem — from
every angle. Like allI-P
produects, it is practical-—cuts
out wasted effort and red tape-
Why recommend a change in office
procedure to fit equipment when station-
ers have I-P Equipment to fit your client’s
procedure—eflicientlyand economically? Ask
your L-P stationer to explain the labor-saving
features of Irving-Pitt Machine Post-
ing Trays and Devices—today! Let
him show you how you can save time
and money for your client.

CHICAGO

When writing to advertisers kindly mention Tue JournaL oF Accounrtancy
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IX

MODERN AUDITING PRACTICE

A short advanced course offered

to those who are qualified

IN the preparation of our new twenty-
lesson course in Public Auditing, our
Educational Staff has kept one thought con-
stantly in mind. That is the great need for
this training among accountants who have
previously learned the fundamentals of
accounting principles and procedure.

As a result, we are prepared to offer this
twenty-lesson course in Public Auditing as a
separate unit to applicants who are already
competent accountants. No attempt is made
to teach general accounting in this course.

To accountants whose auditing experience
has been confined to the internal work of a
business organization, this course offers a
thorough grasp of auditing technique and pro-
cedure from the external viewpoint.

To accountants whose public practice has
been somewhat limited, this course offers
exhaustive information regarding Public
Auditing.

Toacecountants who are thoroughly seasoned
in public practice, this course offers an excel-
lent opportunity to “brush up”’ by checking
their ideas of theory and practice against this
latest compilation of text material upon this
important subject.

This twenty-lesson course teaches Auditing

as practised by public accountants (as dis-
tinguished from the internal audit by the
comptroller and his staff.) The audit pro-
grams, questionnaires and review sheets,
presented in the lessons, contain a wealth of
valuable detail.

The reader is first given an understanding
of public accounting practice and the details
of organization of public accounting firms.
Then he is brought directly into the work in
the order in which he would meet it in public
practice, first Junior work, next Senior work,
then the work of the Principal.

He is told how to do the things he will have
to do when he gets on his first auditing job.
He becomes acquainted with the obstacles
before he meets them and, as a result, is able
to handle the problems which usually confuse
the novice. The successful public accountant
must progress through these three stages in
his public auditing work, and this course
helps the reader work through each stage
successfully and as rapidly as possible.

As a final step in his training, the reader is
led through a complete audit, step by step, and
learns the things that are done and how the
problems that arise are solved.

" The fee is $42.00.

ONE of the lessons of this course, containing exhaustive sugges-
tions that can be used in preparing an audit program, will
be furnished to you free, with full information regarding this
course, if you will write the International Accountants Society,
Inc., 3411 South Michigan Avenue, Chicago, Illinois.

INTERNATIONAL ACCOUNTANTS SOCIETY, Inc.
A Division of the
ALEXANDER HAMILTON INSTITUTE

When writing to advertisers kindly mention THE JOURNAL OF ACCOUNTANCY
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Burroughs

Accounting Machine

TYPEWRITES——&II descriptions from
the ordinary typewriter keyboard.

MULTIPLIES—directly and, by the
depression of one key, prints the
results,

ADDS AND SUBTRACTS—posts ledger,
statement and proof journal (or other

ey s [re—

combinations of records) in one
operafion.

ACCUMULATES TOTALS —for distri-
butions and proofs of posting. Prints
totals by the depression of one key.

Call the local Burroughs office, or check
the applications that interest you.

BURROUGHS ADDING MACHINE COMPANY, 6296 SECOND BOULEVARD, DETROIT, MICHIGAN

Please send more information about the Burroughs Accounting Machine on the work I bave checked:

Distribution ||

Pro-rati

e d®

Jated and written at one time.

Billing [}
Combined with other records.

Stock Records [

Of quantities—values—or both quantities
and values together.
Aceounts Payable []
Ledgers with or without remittance advice
—~ or journal-voucher system instead of
ledger—including registration of invoices.

Name

Labor — materials—- purchases—sales—ex-
pense—cash, separately or combined with
other reconds.

Payroll {7}

On cash or check payments including ex-
tension of ume, tickets, eto.

Costs [}

Figuring labor, material distribution, sum-
maries, cost sheets, ete,

Of expense, payroll, costs, ete.

Avcounts Receivable [ ]

Ledger, and proofj 1 in eomi«
bination—ledger and end of wonth state-
ment-—with or without typewritten
deseription,

Sales Audit [ ]

By clerks and departiments, cash, charge
and C. 0. D,

Inventory [}

Firm Address

When writing to advertisers kindly mention Tue Journar or Accouwrtaney
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Official Organ of the AMERICAN INSTITUTE OF ACCOUNTANTS

Vol. 47 June, 1929 No. 6

AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATIONS

[Following is the text of the examinations in auditing, law and accounting pre-
sented by the board of examiners of the American Institute of Accountants
May 16 and 17, 1929.] .

Examination in Auditing

May 16, 1929, 9 A. M. TO 12:30 P. M.
The candidate must answer all the following guestions:

¢ No. 1 (5 points):
Define—
(a) Subsidiary corporation.
(b) Investment trust corporation.
(c) Holding company.
(d) Close corporation.
(e) Affiliated company.

» No. 2 (12 points):
State in detail how you would audit the accounts of an invest-
ment trust corporation.

+ No. 3 (10 points):

A dispute has arisen between the A corporation and its creditors
as to its solvency and prospects, and you are called in as an ad-
visor.

What statements would you submit, and how would you use
them to convince both sides as to the advisability (a) of con-
tinuing the business, or (b) of liquidating the corporation?

No. 4 (6 points):

State how you would proceed to verify the property and plant
accounts of a company which has never been audited before.
No. 5 (10 points):

The M company has outstanding its entire capital stock of one
hundred thousand shares, $25 par, on which $12.50 per share has
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been paid in, the balance remaining subject to call at the discre-
tion of the directors. Since the business has proved highly
profitable and a surplus of three times the capital stock has been
accumulated, the directors wish to make the capital stock full-
paid. Your advice is asked as to the best method of carrying out
this purpose, with care for the financial interests of both the
company and its stockholders. What would you advise? Give
reasons.

No. 6 (9 points):
(a) Name the factors in determining an amount of depreciation.
(b) State to what extent each factor is ascertainable by the
auditor.

No. 7 (15 points):

Prepare in detail a programme for the examination of the
financial condition at a given date of either (a) a stock brokerage
firm or (b) a commercial bank.

No. 8 (15 points):

The accompanying statement is submitted to you by the com-
pany whose books you are to audit. You find that the figures
are in accordance with the books and are arithmetically correct.

A B CORPORATION
Balance-sheet, December 31, 1928

Assets

Cash. . o ... $ 14374.51
Liberty bonds. . . ... ...t 10,961.55
Accounts and notes receivable (less reserve) ............... 143,499.51
Investments in other companies . .............c.coveuunn.. 127,787.63
Cash value of lifeinsurance .. ....... ... ... ... .. ... 6,030.45
INVENEOTIES . v ettt et e et e e e e 253,167.50
Fixed assets (less depreciation) ........................... 911 200.22
% S 1t Y O N 1.00
Prepaid items ... ..o\t 9, 74920
Reserve for depreciation. .. ........ ... 58 604.04
Reserve for bond interest. .........c.coouiieuninenen... 29 168.75

$1,564,544 .36

Liabilities

Notes and accounts payable............... e $ 152,672.45
Accrued ItemS . . .. ..o i e 19,368.69
Mortgagebonds. ........ ... i 460,000.00
Class A StoCK . . oot e 792,425.00
SUPPIUS .« oot et e e 43,927.29
Gain for the period before depreciation and bond interest. . . . 96,150.93

$1,564,544.36
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Profit-and-loss statement for the year ended December 31, 1928

Sales (net)........... ... .. ... ........ $1,284,149.45
Deduct:
Cost of goods sold—
Materialsused .. ........................ $463,101 .41
Manufacturing expense (before bond interest
and depreciation) . .................... 437,513.60 900,615.01
Gross profitonsales....................... $ 383,534 .44
Deduct:
Selling expenses. . ....................... $265,838.00
General administrative expenses........... 112,154.75 371,992.75
$ 5541.69
Other income:
Purchase discount . ...................... $ 568.70
Interest received........................ 650.55
Recovered on items previously charged off . . 431.15
Gain on stock purchases................. 32,125.00
Income from subsidiary companies. .. ... .. 57,309.29 91,084.69
$ 96,626.38
Other charges:
Interest paid. . ......................... $ 331.27
Tax refunds to bondholders. .............. 144 .18 475.45
Gain for the period before depreciation and
bondinterest..........couuviuiniennnn.. $ 96,150.93

Give a brief report of your assumed findings with comments on
unusual or important items and prepare a statement showing how
the accounts should be presented, with a certificate such as you
would feel justified in giving.

While you are expected to imagine the conditions on which you
comment they must not be inconsistent with the figures.

No. 9 (10 points):

A, the administrator of the estate of B, deceased, finds that B
had a business of which he was the sole owner, and also that B
was a partner in another business. The court directs A to con-
tinue the solely owned business for the present.

(a) What accounts should A keep for these two assets?

(b) State briefly how these accounts should be kept.

No. 10 (8 points):

What criticisms have you to make of each of the following
certificates?

(a) We have audited the accounts of the A B Company for the
year ended December 31, 1928, and we certify that the foregoing
statement of receipts and disbursements is in accordance with
the books of account.
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(b) We have audited the books and accounts of the A B Cor-
poration and of its subsidiaries, the D E Company, and the firm
of F & G, for the year ended December 31, 1928, and we hereby
certify that, in our opinion, the accompanying consolidated bal-
ance-sheet and consolidated statement of income and profit and
loss correctly exhibit respectively the financial position of the A B
Corporation and its subsidiaries at December 31, 1928, and the
results of operation for the year ended at that date.

(c¢) We have audited the books and accounts of the A B Cor-
poration for the year ended December 31, 1928, have examined
the related records of original entry and supporting documents,
including monthly reports received from its branches and sub-
sidiaries, and we hereby certify that the accompanying consoli-
dated balance-sheet and consolidated profit-and-loss account
correctly exhibit the consolidated financial condition of the com-
panies and their consolidated income results for the year.

(d) (At the foot of the statement) ‘‘Audited and found
correct.”

Examination in Accounting Theory and Practice

PART I

May 16, 1929, 1 p. M. TO 6 P. M.

The candidate must answer the first four questions and one other
question.
No. 1 (35 points):

Company C was formed, March 31, 1929, to acquire the inter-
ests of companies A and B by the purchase of their capital stocks
as at December 31, 1928.

The balance-sheets of companies A and B, as at March 31,
1929, were as follows:

Companies
A B
Cash. o oo e $ 45000 $ 15,000
Accounts receivable. . ......... ... ... il 235,000 28,000
Inventories. . ....oiviriien e 500,000 50,000
Land. .. ...t e 50,000 10,000
Buildings. . ..oovvveiiiiiiiiiiiiiii e 600,000 90,000
Machinery and equipment. ...............onan. 900,000 190,000

$2,330,000 $383,000
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Accounts payable—trade. ....................... $ 90,000 $ 48,000
Bonds—8%). oo i 880,000 120,000
Capital stock—
Preferred, 6%, cumulative (par value $100) . .. ... 400,000 50,000
Common (par value $100). . ................... 840,000 24,000
Surplus—December 31, 1928..................... 40,000 96,000
Profit—Jan. 1toMar.31,1929. . ... .............. 80,000 45,000

$2,330,000 $383,000

It was agreed that the fixed assets were stated on the balance-
sheets at their sound values at December 31, 1928, and that de-
preciation rates for 1929 should be 2 per cent. per annum on
buildings and 6 per cent. per annum on machinery and equipment.

The 8 per cent. bonds, on which interest had been paid to
March 31, 1929, were to be retired at par out of the proceeds of
$1,500,000 bonds to be sold March 31, 1929, by company C at
95.

A construction fund of $400,000 is to be established out of the
proceeds of the new bond issue and the money is to be deposited
with a trustee.

Preferred stock is to be exchanged, share for share, for preferred
stock (par value $100) of company C. The common stock of
company C is 12,000 shares (par value $100), all of which is to
be issued to common stockholders of companies A and B accord-
ing to their respective equities in the old companies. At March
31, 1929, the preferred stockholders of the old companies had not
exchanged any of their stock for company C preferred, and 20
per cent. and 10 per cent. of the common stockholders of com-
panies A and B, respectively, had not turned in their stock for
exchange.

Federal income-tax returns for 1929 will be made upon a con-
solidated basis.

Dividends on the preferred stock of companies A and B were
paid to December 31, 1928, and are guaranteed by company C
to April 1, 1929.

“Prepare a consolidated balance-sheet as at March 31, 1929,
giving effect to the acquisition of companies A and B by company
C and to the transactions described.

No. 2 (20 points):

Company A, an old established concern, wished to merge
with and eventually acquire control of company B, a relatively
new enterprise (incorporated, 1922).
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The status of these companies at December 31, 1927, was:

Company A
Preferred stock—69,. . . ... it $10,000,000
Common stock—920,000 shares (par value $50) . ............. 46,000,000
SUIPIUS. .. oo 17,600,000
Company B
Preferred stock—69 . . ..o oot $25,000,000
Common stock—230,000 shares (par value $100)............. 23,000,000
SUIPIUS. . . ot e e 4,700,000

No intangible assets were included in the accounts of either
-,
company.

The preferred stock of company A was unchanged during the
period from 1922 to date: the common stock outstanding was
700,000 shares in 1923, 750,000 in 1924 and 1925, 800,000 in 1926
and 920,000 shares in 1927.

The stock of company B, preferred and common, had not
varied since 1922.

The profits were as follows:

Companies
A B
TA923. e $5,320,000  $1,760,000
1924 L 5,780,000 2,340,000
1925, o 6,400,000 3,100,000
1026. ..o 6,700,000 3,750,000
1927 oo 7,900,000 4,080,000

It was proposed that company A should issue additional stock,
preferred and common, and offer, for the preferred stock of B,
preferred stock of A, share for share; and, for one share of common
stock of B, one-half share preferred stock of A and one share of
common stock of A. ‘ '

The market prices, December 31, 1927, were:

A B
Preferred. . ........ .., 102 98
COmMMON. & ittt ettt in e eennns 98 146

Compare the value of one share of B common stock with that
of one share of common and one-half share preferred of A on the
following bases:

(1) Profits.

(2) Assets at December 31, 1927,

(3) Market quotations. .

(4) The indicated trend of profits, taking into consideration the fact that

company B had been more recently established and had passed through
a period of rapidly increasing profit.

(Disregard goodwill in the solution of this problem.)
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No. 3 (15 points):

After the closing of nominal accounts to profit-and-loss account
but before the transference of profit and loss to surplus, a com-
pany’s books show a profit of $200,000 for the year ended De-
cember 31, 1928.

In arriving at this profit, the company’s bookkeeper has taken
into account actual receipts and disbursements during the year
with regard to the following items: interest received, $9,000;
interest paid, $1,250; local taxes paid, $12,000; insurance paid,
$7,000, and cash discount allowed, $12,500.

(a) Prepare a statement adjusting the profit for the year,
taking into consideration the following accruals:

December 31

1927 1928
Interest receivable accrued. . .................. $2,500 $3,000
Interest payable accrued...................... 200 180
Local taxes prepaid.......................... 2,500 3,000
Insurance prepaid. . .................. ... ..... 3,250 2,000
Reserve for cash discount on accounts receivable. . . 3,750 2,500

(b) Give the journal entries prepared to explain your adjust-
ments on the company’s books.

No. 4 (10 points):

You are called upon to advise the officers of a large financial
organization, whose business involves the investment of increas-
ingly large funds.

They have invested in 6 per cent. first mortgages, and also in
bonds (railroad, industrial, etc.) on which the gross yield, at
present prices, does not average more than 4.75 to 4.95.

Discuss their problem in a brief report, pointing out factors
such as risk of loss, or expense, that would tend to make one class
more desirable than another.

No. 5 (20 points):

. The Deep Mine Company issued $50,000 worth of four-year,
first-mortgage, sinking-fund, 6 per cent. gold bonds dated July
1, 1924,

The bonds were sold on September 1, 1924, (with accrued
interest) at $103.59, a price at which they were advertised to
yield 5 per cent. (semi-annual coupons).

The bond indenture provided (1) that 25 cents per ton mined
would be deposited on June 30th of each year with the Central
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Trust Company for sinking-fund purposes and (2) that a sinking-
fund reserve would be set aside on a straight-line basis.
The production of coal was as follows:

Year ended June 30, 1925....... ... ... .. ... 42,000 tons
“ ‘“ 1026, e 56,000
“ou 02T e 50,000 “
oo 1028 e 58,000

The sinking fund earned 4 per cent. the first year and 5 per
cent. thereafter.

Submit all journal entries necessary to express all these par-
ticulars on the books of the company.

No. 6 (20 points):
X agrees to rent Y's store for ten years at the following annual
rentals payable in advance:

First three years. .. .. vovennrtiennene i $3,000
Next four years. . . ...oovoriniiiinniiinniinnninneans 3,600
Lastthreeyears. . ........ccviiiiiiiiiniiinninnnaan. 4,000

If money is worth 5 per cent. compounded annually, what is the
value of the lease the day it takes effect?
Submit proof of your answer.
Given—
V?=1.85941043; V*®=5.07569206; V°=7.10782168

Examination in Commercial Law

May 17, 1929, 9 A. M. TO 12:30 P. M.

Answer only ten questions as directed, and give reasons for all
answers.

(Each question counts 10 points)

GROUP 1

Answer all the questions in this group.
No. 1.

The X Y Corporation is engaged in the real-estate business.
It owns a building, the cost of which was $300,000. In July,
1928, it sells the building for a price which nets it $350,000.
It then reinvests the proceeds of the sale in another building.
Other than the profit on the sale it has only sufficient income to
pay its operating expenses. Can the directors declare a dividend
to the stockholders and, if so, by what means?
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No. 2.

Royce becomes the holder of a negotiable promissory note in
regular form made by A to B and bearing several full endorse-
ments. He endorses the note to Church for value, but ““ without
recourse.””  When Church endeavors to collect upon maturity of
the note, it is discovered that A is an infant and refuses to pay.
Church then sues the endorsers, including Royce. Has Royce
any defense?

No. 3.

A company enters into a contract with Y agreeing to
manufacture and deliver to him, at an agreed price, 5,000
ladies’ sweaters, deliveries to be made in equal quantities over a
five-months’ period. Before any deliveries can be made the
company’s employees go out on a strike which remains unsettled
for a period of two or three months beyond the last delivery date.
Y is compelled to buy his sweaters in the open market and brings
suit to recover damages for the failure of the company to carry
out its contract. Can he recover? If so, could the company
have protected itself in the contract against such a liability?

No. 4.

You are the owner of 500 shares of common stock of the Z
Company. In1928itissued to its stockholders rights to subscribe
for further stock at a specific price, one right for each share of
stockheld. You do not exercise your right to subscribe but you do
sell the rights on the market. Under the 1928 federal income-tax
law, how should the sale of the rights be treated on the tax return?

No. 5.
“$500. January 1, 1928
“For value received I hereby agree to pay to A. C. Goodwin or
order the sum of five hundred dollars ($500) in five instalments of
one hundred dollars each, on the first day of each of the next
following months of February, March, April, May and June, with
mterest on all unpaid principal at the rate of 6 per cent. per
annum payable with each instalment, and in the event of any
default in the payment of any instalment or interest, the whole
balance of said principal sum and interest shall be and become
immediately due and payable. All payments to be made at First
National Bank.
““(Signed) John Smith.”
Is this a negotiable promissory note?
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GROUP II

Answer any five of the following questions, but no more than five:

No. 6.

You are in the employ of Jones & Co., a co-partnership engaged
in the stock-brokerage business. Your employers offer to com-
pensate you for your services by a share in the profits of the busi-
ness. An agreement is submitted to you to carry out the offer.
Before you sign the agreement, and for your protection, what, if
any, provisions should you insist upon including in the agreement
other than those relating to your sharing in the profits?

No. 7.

The X Y Corporation has outstanding $250,000 in 6 per cent.
non-cumulative preferred stock and 2,500 shares of no-par-value
common stock. During each of the years 1926, 1927 and 1928,
the corporation made net profits of $25,000. No dividends were
declared in 1926 or 1927, the directors allowing the profits to
remain in surplus. Late in 1928, the directors declared a
dividend of 6 per cent. on the non-cumulative preferred stock
and $23 per share on the no-par-value common stock. The
preferred stockholders objected to the dividend on the common
stock, claiming that they were entitled to receive 18 per cent. of
the then existing surplus before any of it could be available for
common-stock dividends. Was the objection valid?

No. 8.

B, a violin expert, ascertained that A owned an old violin of
famous make, worth many thousands of dollars. In talking with
A, B found that the violin had been in A’s family for many years,
but that A had no knowledge of its true value. B, after some
persuasion and by offering what to A seemed an excessive price
($350), succeeded in buying the instrument. Later A heard of
the true facts and, tendering a return of the purchase price, sued
to recover the violin. What, in your opinion, would be the result?

No. 9. .

Explain the difference between personal defenses and absolute
defenses in an action on a negotiable instrument, and name
some instances of each kind.

No. 10.
Goods shipped to you by railroad, while in the railroad’s
warehouse awaiting delivery to you, are destroyed by a fire which

410



American Institute of Accountants Examinations

is not due to any negligence on the part of the railroad. What
are the important facts to be determined in order to establish
upon whom the loss falls?

No. 11.

On March 1, 1913, the A Company had an earned surplus of
$500,000. Between that date and January 1, 1928, it added
$1,000,000 to the earned surplus. On January 5, 1928, the direc-
tors adopted resolutions declaring two cash dividends, one of
$500,000 declared as payable out of surplus earned prior to
March 1, 1913, and one of $500,000 declared as payable out of
the later accumulated surplus. A stockholder claims that the
first dividend is not taxable for surtax under the federal income-
tax law, because it is paid out of earnings made prior to March 1,
1913. The examining agent for the internal-revenue bureau
disputes this, claiming that the directors had no power, so far as
the income-tax law is concerned, so to allocate the dividend
payments. Who is correct?

No. 12.
What is a statute of limitations and what is its object?

No. 13.

Explain what is meant by each of the following: act of bank-
ruptcy, voluntary bankruptcy, involuntary bankruptcy, composi-
tion. :

No. 14.
Give an example of a contract on which, in the event of a
breach, specific performance would be granted by the courts.

Examination in Accounting Theory and Practice
PART 11

May 17,1929, 1 P. M. TO 6 P. M.
The candidate must answer all the following questions:

No. 1 (35 points):

On behalf of the First National Bank, you have been instructed
to make an examination relative to the balance-sheet and state-
ments of income and expense submitted by the X Jobbing Com-
pany. It appears that the bank is suspicious of the inventory
valuation as shown on the balance-sheet of April 30, 1929.
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As set forth in the statements presented, the inventory value
of April 30, 1929, has been computed by the gross-profit method
to avoid the taking of a complete physical inventory at that date.
There is even some question as to the authenticity of the inventory
value of December 31,1928, asreflected in the income-and-expense
statement, but there is no doubt as to the accuracy of the previous
inventory, inasmuch as that was taken under your personal
supervision at the time of your audit for the year ended December
31, 1927.

At the outset of this examination, you decide to make several
test checks with respect to the figures of 1928 since no audit was
made subsequent to December 31, 1927. You observe that the
rate of gross profit reflected by the income-and-expense statement
submitted for the year 1928 is unusually large as compared with
the 1927 audit report and, by reference to the commodity cost
records maintained by the sales department for purposes of
arranging commissions to salesmen, you observe that there has
been a uniform mark-up on the goods purchased of approximately
25 per cent. on cost during each month of 1928 and up to April 30,
1929, and that in the recorded cost figures the invoice prices have
been adjusted by freight paid and discount on purchases.

After a complete examination of the physical inventory sheets,
warehouse stock records, etc., you disclose the fraudulent over-
statement of the physical inventory of December 31, 1928, the
actual inventory value at that date being $276,202.

An analysis of the freight account for the year 1928, reveals the
following:

Freight on purchases. . ....................... $19,106
Freightoutward..................ccovvne. 3,017

In verifying purchases, you find invoices entered in the pur-
chase record during January, 1929, which are dated December,
1928, and the receiving tickets show that the merchandise was
received during 1928 to the extent of $3,062. In discussing this
matter with the warehouse foreman, you ascertain that this
merchandise was included in the actual physical inventory
taken.

After satisfying yourself that no other irregularities exist, you
are to prepare corrected statements as follows:

Income-and-expense statement for the year ended December

31, 1928.
Inventory computation as at April 30, 1929.
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Income-and-expense statement for the four months ended

April 30, 1929,

Reconciliation of surplus as shown on corrected balance-sheet

and original balance-sheet—April 30, 1929.

X JoBBING COMPANY
Balance-sheet, April 30, 1929

413

Assets
Current:
Cash in bank and on hand........ o $ 21,679
Accountsreceivable. .. ................ $110,873
Less: allowance for doubtful accounts 15,000 95,873
Merchandise inventory (computed). .... 369,539 $487,091
Permanent:
Equipment........................ $ 23,916
Less: allowance for depreciation. . .... 7,422 16,494
Deferred..........cooveiviiinnn .. 2,302
Goodwill. ... 100,000
$605,887
Liabilities and Capital
Current:
Notes payable—bank................. $225,000
Accounts payable. ................ ... 53,093
Accruals. .. ... ... ettt 4,918
Reserve for federal income tax, 1929—
estimated......................... 2,637 $285,648
Capital stock:
Preferred outstanding................. $100,000
Common outstanding. . ............... 125,000
Surplus:
Balance—January 1,1929. . ........... $ 75,902
Profit for period to April 30, 1929. ... .. 19,337 95,239 320,239
$605,887
Inventory computation, April 30, 1929
Inventory—December 31, 1928.......... $318,198
Add:
Purchases. . .....oooeiieineninaunnns $227,183
Freight on purchases................. 6,213 233,396
$551,594
"Deduct:
Cost of goods sold (computed):
Sales. . . e $260,128
Less: discounts and allowances. . . .. 4,792
$255,336
" Less: gross profit (28.70%)........ 73,281
Cost of goods sold (as computed)......... 182,055
Inventory—April 30, 1929 (as computed) 3369,539
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Income and expense for the year ended December 31, 1928

Sales $762,107
Less: discounts and allowances......... 12,792
Netsales. ....coovveienneninnn.nn $749,315
Cost of goods sold:
Inventory—January 1, 1928. .. ... . .... $168,472
Purchases. ... ... $690,122
Less: discount on purchases.......... 6,129 683,993
$852,465
Inventory—December 31, 1928, . ... ... 318,198
Total cost of goods sold. . ......... 534,267
Gross profit (28.709%) . . ................. $215,048
Selling and administrative expenses:
Officers’ salaries. . .................... $ 30,000
Salesmen’s commissions. . . ............ 44,129
Freight—inward and outward.......... 22,123
Bad debts written off. . . . .. N 9,492
Depreciation—equipment . . . .......... 2,392
Other expenses (summarized).......... 50,629 158,765
Operating profit.................... $ 56,283
Other income:
Interestearned...................... $ 223
Profit on sale of capital assets.......... 619 842
$ 57,125
Other deductions:
Interest paid.................. PR 10,630
$ 46,495
Provision for federal income tax (129) . .. 5,579
Net profit tosurplus. ............. $§ 40916

Income and expense for the four months ended April 30, 1929

Net sales (see schedule)................. $255,336
Cost of goods sold (see schedule)......... 182,055
Gross Profit. . ... ovvvinieiiiiiiiiin, $ 73,281
Selling and administrative expenses:

Officers’ salaries. . ........coievnnvn.nn $ 10,000

Salesmen's commissions. . . ............ 13,791

Freight outward. .................... 4,978

Bad debts written off. . . .............. 3,623

Depreciation—equipment. . . .......... 793

Other expenses (summarized).......... 17,360 50,545

Operating profit. ................. $ 22,736

Other income:

Interest earned...................... $ 103

Cash discount on purchases............ 3,297 3,400

$ 26,136
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Other deductions:

Interest paid........................ $ 4,162

$ 21,974

Provision for federal income tax (estimated). 2,637
Net profit tosurplus.............. $ 19,337

No. 2 (15 points):

The balance-sheet of Broad and Wall, a partnership, as at
December 31, 1927, was as follows:

Assets

Cash. .o $ 10,000
Accounts receivable. . ...................... 90,000
Inventory......... ... ... ... ... .. ... ... 60,000
Fixedassets............... ... ............ 50,000
$210,000

-

Liabilities

Notes payable......... e $ 20,000
Accountspayable.......................... 30,000

Capital:
Broad......... e 100,000
Wall.. ..o 60,000
$210,000

Profits were shared in the following proportions: Broad, three-
fifths; Wall, two-fifths.

On payment of $75,000, Roe was admitted to partnership with
a one-fifth interest in the capital and profits of the new firm of
Broad, Wall and Roe, whose total capital on Roe’s admission,
December 31, 1927, was agreed upon as $250,000.

The profit for the half year ended June 30, 1928, amounted to
$40,000.

During the half year, the partners’ withdrawals were: Broad,
$14,000; Wall, $10,000, and Roe, $6,000.
~ Prepare (a) the journal entries recording the transactions on
Roe’s admission to partnership and (b) statements of the indi-
vidual partners’ accounts at June 30, 1928, after crediting the
respective proportions of profit.

No. 3 (20 points):
A testator leaves $1,000,000 invested in securities yielding five

per cent. per annum and other property, specifically bequeathed,
valued at $500,000.
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Preferred pecuniary legacies to be paid by the executors amount
to $50,000. Provision is made for four annuities of $500 each for
five years, two annuities of $1,000 each for five years and two
annuities of $1,000 each for ten years, and the executors are to
receive five per cent. of all bequests distributed by them. Fed-
eral and state estate taxes on the whole estate, and state inher-
itance taxes on preferred legacies to be distributed by the
executors and those on all annuities amount to $60,000.

At the end of two years, during which interest received on
securities aggregated $96,000 and legal, accounting, clerical ex-
penses, etc., amounted to $20,000, the executors transferred the
balance of the estate to trustees who were entitled to receive
$10,000 per annum as salaries and three per cent. commission on
all bequests distributed by them. They received, further, $2,000
per annum for expenses.

The terms of the will instructed the trustees to continue the
trust until twelve years after the testator’s death, or five years
longer if necessary, to pay a special legacy of $100,000 (inheritance
tax to be paid by legatee) five years after the testator’s death
and finally to distribute certain deferred legacies aggregating
$1,000,000, pay a seven per cent. inheritance tax thereon and
hand the balance to the residuary legatee who would pay his
own inheritance tax.

With the purpose of ascertaining whether or not the terms of the
will, as specified, are workable, you are required to prepare state-
ments showing (a) the amount paid to the trustees by the exec-
utors and (b) the amount paid to the residuary legatee by the
trustees with the date of such payment, i. e., the number of years
after testator’s death.

Assume that funds can be invested to yield five per cent. per
annum and use simple interest only in each step of your compu-
tations.

No distinction need be made between principal and income in
either executors’ or trustees’ accounts.

No. 4 (20 points):

From the trial balance following and accompanying data, pre-
pare the balance-sheet of the X Y Z Company as at December 31,
1928.
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Trial balance—December 31, 1928

Cr.
Cashinbanks............ ... ... ... . oo
Petty-cash funds
Notes receivable
Accountsreceivable. . ..... ... ... .. .o il 75,000
Treasury NOteS. ... ..ot ieeeennn 65,000
Loansoncall.............. .o i 100,000
Investment—A B C Company..................... 25,000
Inventories. . .......... ... oiiiiii i 80,000
Land and building. . ........... ... ... ... . .. 75,000
Machinery . .. .....o.oiuuiiiiiie e, 125,000
Office furniture. . .. .......... ... ... it ,000
Goodwill ... ... 50,000
Accounts payable. . ... ... ... ... ... o ool $ 85,500
Notes i)ayable ................................... 50,000
Capital stock—first preferred . . .. .................. 200,000
Capital stock—common . .......... ... ... 200,000
SUIPIUS .« ot v vt e et 75,000
Reserve for doubtful accounts..................... 1,000
Reserve for depreciation—building . ............... . 5,000
Reserve for depreciation—machinery ............. .. 30,000
Reserve for depreciation—office furniture............ 5,000

$651,500 $651,500

(1) Notes receivable discounted aggregate $30,000.
(2) Accounts-receivable account is made up as follows:
Trade accounts—debit balances $66,000, credit balances,
$1,700.
Advances to A B C Company in 1910, $10,000.
Advances to officers (collected since December 31, 1928),
$500.
Claims (collected since December 31, 1928), $200.
(3) Trade accounts regarded as doubtful of collection, $800.
(4) Treasury notes are pledged to secure notes payable.
(5) Call loans represent temporary investment of funds ac-
cumulated to acquire new plant.
(6) Investment—A B C Company (100 shares of $100 each) is
at cost; market value, December 31, 1928, $45,000.
(7) Cost of land, $25,000; building, $50,000.
“8) Machinery—chiefly manufactured by company and set up
at estimated cost.
(9) Accounts-payableaccount includes a debit balance of $2,000,
_representing advance payment on merchandise.
(10) Capital stock:
First preferred—79%, cumulative, authorized $300,000,
par value $100 per share.
Common—authorized $400,000, par value $100 per share.
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(11) Federal income tax for the year 1928, $25,000.
(12) Dividends declared in December, 1928, payable January 3,

1929:
First preferred stock, $3,500.
Common stock, $2,000.

No. 5 (10 points):

From the following balance-sheets of companies A and B pre-
pare a consolidated balance-sheet, using the figures here presented
which appear on the books of the respective companies.

Criticize or make recommendations for the correction of the
resulting statement, if you think any are required, bearing in mind
that for purposes of local taxation, company B’s books must show

correct results for that company as a

unit.

Company A owns 100 per cent. of the stock of company B.

CoMPANY A
Buildings and machinery.................

Less: Reserve for depreciation. . .................

Investment in Company B...............
Currentassets. ..........cocvvnnioeoo...
Advances to company B.................

Capital stock—5,000 shares (par value $100)
Current liabilities. . .....................

Surplus—free. .. ... ... .

Appropriated for advances to company B.

CompaNy B

Land.......oooiiiiiiiiiii i,
Buildings (atcost) . ... ..................
Less: Reserve for depreciation. . ........

Additions to buildings. . ... ..............

Less: Reserve for depreciation. . .................

CurrentassetS............c.coviunenn.n.

Capital stock. . ...........o i
Loan from company A...................
Current Habilities. ... ......... ... ... ....
Surplus. ... ..o
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$700,000

200,000  $500,000

100,000
150,000
25,000
$775,000
$500,000

50,000
$200,000
25,000 225,000

$ 25,000
000

$775,000

$ 10,000
$115,000
15,000 100,000

’

20,000
10,000

$140,000

$100,000
25,000
5,000
10,000

$140,000



Benevolent Organizations and Their
Accountability to Their Supporters *

By CHARLES E. MATHER

The public duty to look after those in need is becoming more
and more widely recognized, whether the need be for food or
shelter, protection from floods, education (religious or secular),
hospital attention or support in decrepitude due to old age or in
disability due to accident or disease. There are also innumerable
objects some of us should like to see accomplished, and organiza-
tions aiming to do so by codperation appeal to us for help.

There is necessarily, and probably always will be, a large margin
between the public provision and actual need, which must be met,
if met at all, by private benevolence. As we advance in stand-
ards, needs are recognized which were not thought to exist before,
and kind-hearted people are coming forward to meet this or that
newly recognized need. At first they may gather a few friends of
the same way of thinking and start a good piece of philanthropic
work. Then they realize the field is much wider than they ex-
pected; their own means, however large, have limits, so they seek
to interest a larger public in the enterprise. But how to do it?
Their time is more limited than their means. They themselves
experience a need; the need of someone who knows how. This is
the chance for the expert, and he has not been slow to see the
chance. And here, as in e€very sphere, the need seems to create
the supply, and then the supply outgrows the need and creates
more need. The door is open wide for the professional money-
raiser.

Without implying anything improper in the conduct of appeals,
drives, campaigns and the like, this is at least certain, that we are
all deluged with requests either to buy goods we do not want, or to
contribute to some worthy object, and the latter appeal is often
couched in such touching terms that we feel guilty of neglect of
duty if we refuse.

These campaigns involve enormous expense. If it is to push
the sale of goods, we don’t worry; we need not buy if they are not
worth the price. But if it is an appeal for a benevolent object,
especially one in which we are already interested, we wonder how

* Address delivered at a meeting of the New York State Society of Certified Public Accountants.
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much of our money went or will go to the real work we desire to
help, and how much for printing, postage, office force, or campaign
manager's honorarium or commission. This we feel entitled to
know.

In brief, just as we are erititled to value for our money in ordi-
nary trade, so in case of voluntary contributions we are entitled
at least to knowledge of the following:

1. That a report, however concise, is submitted to all contribu-
tors at least annually.

2. That there is some independent, disinterested inspection,
control or audit made regularly, at least annually.

3. That the management is in the hands of experienced,
judicious and responsible persons and that the officers and
committee actually exercise proper oversight.

4. That no undue proportion of the total funds is spent on the
cost of making appeals, collecting money, office manage-
ment and other overhead charges.

5. That the money we contribute actually reaches the coffers
of the organization and is devoted to its legitimate
purposes.

Taking these in order, we may imagine that the first item, the
report, if competently prepared, should satisfactorily cover all the
other points. With the exception of the last, it may very well do
so. To this end, it should summarize the work done, and give
a statement of income and expenditure, over a certificate of a
reputable public accountant or firm of accountants, which covers
the second point. This cash statement should show how much
has been spent and how it has been spent. There should also be
a list of directors and managers, among whom contributors will
look for the name of either a personal acquaintance or at least a
person of some standing or wide repute in the business world or
some sphere of public activity. In a measure this deals with the
third point. The fourth question, as to amount of overhead,
should be answered by the cash statement: but in practice it will
be very difficult to determine what is overhead. Frequently, the
analysis is not designed to show this, and the impression given
may be too favorable or too unfavorable to the organization.
Salaries, for instance, may be either for services devoted to the
accomplishment of the object, or for the services, equally neces-
sary, of organizing and managing and office routine. Even if
these salaries and all other expenses are properly classified, and
indication is given as to whether they represent benevolence or
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management, most contributors will be poor judges as to the
reasonableness of the ratio between the two. These questions as
to what is reasonable cost of management can often be settled by
applying to one or another of several organizations that exist
especially to collect and make available information concerning
management and operation of institutions or causes soliciting
support from the public. It can not be expected that published
accounts will disclose very much detail on this point.

With regard to keeping down the overhead expense of collection
and at the same time giving confidence, a paragraph like this at
the foot of each appeal might be effective:

‘1t is requested that all contributions be made by cheque payable to the
organization (giving name). The endorsed cheque will then serve as a

receipt and no further acknowledgment will be given unless requested.
The thanks of the management are hereby expressed.”

We are perhaps disposed to be rather unreasonable in our
criticism of the amount of overhead in an organization for benevo-
lent purposes. We are aware of the heavy overhead charges in
manufacturing and especially in merchandising under present-day
conditions, and we can hardly expect that benevolent work can be
carried on for nothing. The result of a recent appeal on a large
scale was brought to my notice in the form of a souvenir booklet
issued by the firm that engineered the campaign. It was claimed
as a great achievement that a sum exceeding $20,000,000 had
been raised at a cost of less than 215 per cent. of the money raised.
This seemed a very reasonable percentage; but even a superficial
scrutiny showed that 214 per cent. amounted to $500,000; that if
the cost were equally pro-rated over every gift, even at 214 per
cent., some gifts must have cost $25,000 each to collect; or that,
spread over the total number of donors, each gift cost, on an
average, nearly $25. Looked at in that way, the cost seems
extremely high; but in this particular instance all criticism was
disarmed by a statement that the entire costs of the campaign
were privately defrayed by one or more individuals.

In fact, if the organizers or directors making any appeal are
themselves deeply interested, they may be willing even to con-
tribute enough to cover all overhead expenses or all but a limited
proportion, and thereby satisfy the public that its money is en-
tirely devoted to the direct purposes of the benevolence.

But, assuming everything to be satisfactory so far, the last point
and the main point of these remarks is not covered. How do we
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know that our individual gifts were actually devoted to and
formed part of the cash income for which the statement accounts?
“Why, of course it did,” thinks one, I handed it myself to my
friend John Doe.” Or “I paid it by cheque, made out, as re-
quested, to the treasurer, Richard Roe’’, who is a man above
suspicion. ‘‘Well,” replies another, ‘‘the accounts are audited,
are they not? What's the use of an audit if it does not see that
my subscription was received?’”’ Or again “I hold a printed
receipt, signed by the treasurer, or, on further inspection, I see it
is by someone signing for the treasurer—no doubt that is what
these initials mean; it must be his secretary; at least he is responsi-
ble; it is all right, I am sure.”

Many things of which we are sure are simply not so. This may
very well be one of them. But in defense of the auditor let it be
fully recognized, as philosophers of old maintained, that it is im-
possible to prove a negative. Modern optimists say the difference
between the difficult and the impossible is that the latter takes
longer. It is so much longer in the matter under discussion that
we may say it is so difficult as to be impracticable. What does
the auditor certify? Sometimes we do not know: we are merely
informed on the authority of the management that ‘‘ the accounts
have been audited by " But if the certificate is printed we
find that the auditor either goes into some detail and says exactly
what he has done, or merely says ‘‘audited and found correct’ or
‘‘compared with the books and vouchers and found to be in agree-
ment therewith”’ or, in some instances, a more lengthy statement,
indicating considerable time, thought and trouble—often, let it
be remembered, for no fee; almost always for inadequate com-
pensation. Very rarely is there any reference to subscribers or
contributors or members, or whatever the friends are called who
send in money. A schedule of thirteen certificates taken at
random (page 426) shows a great variety in method of stating
results and scope of work done.

While recognizing and admitting the value of an audit in all
cases, it is a fact perhaps not fully appreciated by accountants
that the contributing public often places an exaggerated value on
the protection afforded by such an audit. Itis of very little con-
sequence to the contributor how the certificate reads, so long as
the signatory is a reputable accountant or firm whose name is
well known. I recall a casein my own experience many years ago
where an organization was carried on to afford an outlet for art
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work done by women of good families but very limited means.
Articles made by them were turned in to headquarters where they
were sold on a small commission. This commission did not
nearly cover the overhead, the balance being made up by volun-
tary contributions. The accounts, but only the accounts, were
audited annually either gratuitously or for a merely nominal fee.
After a number of years members were complaining that they had
not been paid for their goods and investigation disclosed that the
goods which were not paid for were missing and had either been
stolen or sold and the proceeds misappropriated. Were the
auditors responsible for this? Obviously the audit did not in-
clude and could not have included the entire check of the in-
ventory of goods on the shelves in order to see that everything had
been paid for unless still on hand. And yet the auditors were
regarded as morally delinquent by the management committee
which ultimately made good the deficiency. This serves to show
that the auditor when he certifies is popularly believed to certify
the correctness of everything.

But suppose the most modern system is adopted, and the
auditor examines and checks all the stubs or carbons of receipts,
goes carefully through the card systems and follow-up system—
what does he finally accomplish? He has found support for each
and every item appearing. in the books, and seen that all they
represent went into the bank. Good! But he still has not
proved the negative. He has not proved that there are not some
contributions, including your own, which have been omitted en-
tirely from the bank, the cashbooks, the stub books, carbons,
cards and the whole system.

The only way for you to prove that your subscription is ac-
counted for is (a) to see to it yourself that it is entered in the cash
account or (b) to see that your representative, the auditor, has
seen it and that it appears in a detailed list, which is referred to
specifically in the audit certificate as including all contributions
accounted for by the treasurer. The first is impracticable; the
second is rarely done, and is only practicable when the full list is
printed and published in the annual report. Even then it is not
always made clear by the auditor—indeed it is very rarely evident
—that he has satisfied himself that the total of the list is ac-
counted for in the cash statement.

A recent report of a most worthy cause of wide appeal, with
irreproachable management, audited by a firm of accountants of
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the highest standing, contained a list of contributions which
differed by several thousands of dollars from the amount in the
cash statement. The explanation, clear when the dates were com-
pared, was that the list was made up to one date and the treas-
urer’s statement to another.

Printing and circulating a full list, unless it is linked up by the
auditor with the statement of accounts, fails of its purpose. Fur-
thermore, it is open to the two objections of (a) expense and (b)
undesirable publicity. In a large organization the expense is not
a heavy item in proportion to the whole annual expenditure and in
many cases is entirely desirable. The publicity is objected to on
the grounds that it exposes the donor to attack in new campaigns.
If so, he can hide behind a code name. But that is futile. Heis
already on every mailing list, so the objection is groundless.

It may possibly be objected, in criticism of these remarks, (1)
that there is very little dishonesty among the employees of such
organizations and (2) that any remedy which might be suggested
is futile. To these objections can be offered the analogy of the
cash register, the use of which is now almost universal. If hon-
esty were absolutely universal the cash register would supply no
want. It is to avoid the temptation to dishonesty that a cash
register is used in almost all retail businesses. The amount of a
purchase once rung up on the cash register enters into the machine
record of the day’s total, and it is then possible for the proprietor
or his trusted representative to see that the total amount of
purchases is duly deposited.

The value of the cash register as a check on the sales force
lies in the opportunity given the purchaser to check for himself
the amount recorded. How many times does he do this? No
one knows—perhaps once in a hundred times, but, however
frequent or infrequent it is, nevertheless it is believed to act as a
deterrent and the salesman never knows who is going to look and
who might report a failure to ring up the full amount. There is
no justification for assuming a higher degree of honesty among
those working for voluntary organizations than among those en-
gaged in retail business. As to the sum involved, THE JOURNAL
OF ACCOUNTANCY in a recent article described the accounting
system of one single organization that had handled over
$80,000,000. A weekly magazine recently stated that the annual
sum voluntarily given to benevolent objects has exceeded two
billion dollars, and is growing.
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Application of this analogy points to the remedy in case of
voluntary contributions. It is that a complete alphabetical list
of all contributions received within the fiscal year be submitted to
the auditor to be signed by him for identification after he has
verified the total and compared it with the total contributions
accounted for in the report, such list to be filed by the auditor
with some independent public body, such as the chamber of com-
merce, the office of the community chest, a bureau of advice and
information, or whatever may be suitable in the locality; and that
the list be open for inspection by any contributor or his repre-
sentative at proper times and within proper limits. A dupli-
cate, also signed, should be on file in the office of the organi-
zation.

The foregoing does not imply that there is any widespread dis-
honesty among those handling charitable funds, nor that the
overhead is needlessly heavy. The management expense in
many cases is heavy enough to afford comfort to the conscience
of the selfish and self-centered man of wealth who gives little or
nothing and excuses himself on the ground that money so given is
largely wasted. And if any dishonesty exists at all—as we know
it does in business conducted for profit, where the owners can well
afford, in their own interests, to take every precaution—there
is justification for the simple and inexpensive precaution outlined
above. Itis more than justified; it is an imperative obligation to
the contributing public.

This is not the place to give interesting details of how fraud and
embezzlement may easily be perpetrated. It is sufficient to say
that it is easy, to one who knows how, when so many loopholes
exist and when it is nobody’s business to check up on the small
and multitudinous items of which voluntary income consists.

It is an old proverb that opportunity makes the thief. It is
therefore the duty of the contributing public to see that no need-
less opportunity is given. The following simple precautions may
be. observed by any contributor:

1. Never give cash—always pay by cheque.

2. Never make your cheque payable to the treasurer or to any

individual, but always to the organization.

3. Always examine the endorsement on your cheque, as the

official receipt guarantees nothing.

4. Look for your name in the annual report and see that an

auditor’s certificate connects the list with the cash
statement.
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5. If no list is printed, ascertain that one exists and that it is
readily available for your inspection should you desire to
see it, and then inspect it occasionally.

The suggestion as to cheques is made quite irrespective of the
reputation and standing of the many honorable gentlemen (and
ladies) acting as treasurers; not only do they seldom handle the
cash remittances themselves, but even with the best intentions
mistakes occur. Frequently a prominent citizen is treasurer for
many organizations, and gifts have been known to go to a cause
for which they were never intended, because they were payable to
the treasurer and not to the selected organization.

After collection and analysis of a considerable number of certifi-
cates by individuals and by firms of high standing both in this
country and in England, only a few of them have been found to
contain any reference to the point here emphasized. If the point
has been covered in the other cases, at least it has not been men-
tioned in the certificate. Following is a list of actual certificates
of statements of benevolent organizations:

1. “Audited by .

2. “Audited and found correct.”

3. “The foregoing figures are extracts from the certified report of . ”

4. “This is to certify that we have examined the accountsof . . . and find
them to be correct in every respect.”

5. “Pursuant to your request we have audited the books and vouchers of
the . . . for thecalendar year . . ., have verified the cash, and

“We hereby certify that the accompanying statements showing the
Income and Expenses for the year as at December 31, ..., are cor-
rect, and are in agreement with the books.”

6. ““We have audited the books, vouchers and other records of . . . for the
year . . . , have verified the cash, bonds, stocks, and mortgages
owned; and

“We hereby certify that the accompanying statements showing .
and the income and expenses for . . . are correct and that the books
are in agreement therewith.”

7. ‘“We have audited the accounts of . . . asat . . . and we certify that,
in our opinion, the above statement of assets and liabilities sets forth
correctly the financial position at that date.

‘““We further certify that the accompanying statement of cash receipts,
aggregating $ .. . , and disbursements, aggregating$ . . . , correctly
summarizes the cash transactions applicable to the . . . for . . . "

8. ““We have audited the accounts of . . . and we hereby certify that the

foregoing condensed statement of cash receipts and dlsbursements
correctly summarizes the recorded cash transactions for . .

9. “We have audited and examined the books and the accounts of the
Scottish branch of the British . . . Relief Fund, and beg to
report that the same are sufficiently vouched and instructed and that
we have received all information and explanatrons which we have
required. We certify that the foregoing account is a correct abstract
of the transactions with the funds as recorded in the books.”

10. “We have audited the books and accounts of . for the year ended
. . . and certify that table 1 on pages 46 and 47 correctly sets forth
the income and expenditures of the hospital and that table 2 on page
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48 accurately states the financial condition of the corporation at the
close of business December 31, 1927."

11. ““We have examined the accountsof . . . for . . .;all receipts as shown
by the cashbook and by duplicate copies of consecutively numbered
receipts to contributors were traced to the bank, and disbursements
were verified by examination of approved vouchers and paid cheques.

“‘We hereby certify that, in our opinion, the above summary of income
and expenses sets forth correctly the results of operation for the
year.”

12. “‘ Auditor’s statement regarding the list of contributions, 1927,

“‘ A complete list of contributions, received during the year 1927, has been
compiled as usual. This list we have examined with the books and
vouchers of the mission, and found correct.” (Signature)

“‘The list referred to above is open to the inspection of the subscribers at
the offices of the mission.” (Signed) Superintendent.

13. “We have examined the books and accounts of . . . ; also the separate
records of the funds for the year ended.. . . We have compared the
record of the cash receipts with the list as published for the year, and
have also examined vouchers and canceled cheques evidencing all
disbursements, and

““We hereby certify, that the foregoing statements of receipts and dis-
bursements are in accordance with the records which, in our opinion,
fully and correctly set forth the financial operations of . . .
for . . ."”

As a basis for consideration the middle paragraph in the follow-

ing model certificate may serve with a view to its embodiment, or
words to the same effect, in all certificates where voluntary con-

tributions are involved:

I have audited the books and accounts of AB, the treasurer of the CD
society, and compared the foregoing statements therewith.

I have personally filed with the B of C the treasurer’s list of contribu-
tions received between May 1, 1928, and April 30, 1929, and verified the
totaltobe $........ , as accounted for in the foregoing statements.

All disbursements have been made on proper authority of the finance
committee and are supported by vouchers on file.

If a balance-sheét or statement of assets and liabilities is pub-
lished reference in the certificate will naturally cover this also in
appropriate terms.

The lack of uniformity and the inadequacy of many certificates
shows that this subject has received less attention from account-
ants than it deserves, possibly because it affords little or no op-
portunity for profit. But the accounting profession can prosper
only in so far as it serves the community. And here is an ex-
cellent field for service.

Let it be clearly understood in this discussion that no criticism
is intended of the manner in which accounts have been and are
kept, nor of the excellent work done by public accountants who
have audited them. Their work has been limited by the cir-
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cumstances as they exist. It has been done mostly gratuitously,
or at nominal cost. There has been no public sentiment or con-
ception of what was required, except the desirability of attaching
a name of honor and good repute to the accounts.

But out of these very circumstances can we not create a senti-
ment, a conscience, a standard which should be maintained as a
minimum? Should we not be willing, each of us, to take his share
of gratuitous or non-profit work along with the rest? If so, then
as part of the consideration we can demand that certain things be
done in our way. We can insist on the preparation of the list of
voluntary contributions, the total of which we can verify and
check with the summary of cash received: we can see this list is
made available to anyone who, by having contributed, has a right
to see it.

And here let a word be said for the natural business year.
Those of us who are willing to accept some of this burden can not
be expected to do so in the rush of the busy season. There is no
need for us to do so. We can serve the organization and our-
selves as well by stipulating that, if we do the work, it be at a time
convenient to us, and it will be found also to be the best time for
the officers of the organization. The rational year-end for most
benevolent institutions is probably April 30th, when the winter is
well over, and for those carrying on a summer work perhaps
October 31st.

Whatever institution or bureau may be found to act as de-
positary for annual reports and lists may well keep also a list of
accountants willing and public-spirited enough to undertake work
on the terms and conditions indicated.

In conclusion, the chief points on which the influence of ac-
countants can be brought to bear are:

1. Auditor’s certificate, more uniform and explicit.

2. A complete list of contributions publicly filed, available to
all donors, whether it be printed and circulated or not.

3. Greater use of a central bureau for the information of con-
tributors.

Perhaps in time the trustees of our institutions will regard
accountants’ certificates as vitally necessary to their treasurers’
statements. In time the contributors may become accustomed
to look for and demand them. Then we shall have performed a
valuable service to our community.
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Some Legal Aspects of Goodwill
By L. L. BricGs

The existence of goodwill is generally shown by profits above
normal for the business under consideration. The continuance of
these super-profits over a period of years is an essential indication
of goodwill, so a new and untried concern can lay no valid claim to
the possession of this form of property. There is, however, some
conflict among court decisions on the necessity of profits for the
presence of goodwill. In the case of MacFadden v. Jenkins, 40
N. D. 422 (1918), the court maintained that there may be goodwill
in a business even though there have been no profits. The judge
gave as an example a mortgage company which made loans to farm-
ers at rates lower than those which were prevalent and profitable.
This concern had the goodwill of its patrons, but still it lost money.
Apparently Justice Grace considered that goodwill was merely a
kindly feeling of the customer toward the business which he pat-
ronized and that profits were not concerned. This is not the
general legal conception of goodwill. In Halverson v. Walker,
38 Utah 264 (1910), the court insisted that if the business were
such that when properly managed it would not yield sufficient to
pay debts it was not a desirable business and the goodwill thereof
might not be considered as of any value to a prospective pur-
chaser. There is another well known decision to the same effect.
Most jurists accept this view.

That goodwill is property has been settled by a long line of
decisions in both the English and the American courts. Circuit
Judge LaCombe said: ‘‘That it is property is well established by
authority.” North Dakota has a section in its statutes stating:
““The goodwill of a business is property.” An Indiana court has
qualified the general statement by saying that the goodwill of a
business is not of itself property, but is only an incident that may
attach to or be connected with property. The point involved in
the case was whether or not the goodwill of a newspaper was prop-
erty according to the constitution of that state. The court ruled
that it was not property by itself. This in reality does not change
the generally accepted idea because goodwill is understood to be
an incident of other property.

The law protects goodwill to the same extent that tangible
property is protected. Nearly half a century ago, Justice Clap-
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ton said: ‘It is regarded as an appreciable and important interest
which the law will protect.” If goodwill is unlawfully destroyed
or taken from the owner, the courts will award damages to the
injured party. Justice Trimble, when rendering a decision con-
cerning this phase of goodwill, said: ‘“ . . . the law will . . .
award damages for injuries thereto.”” If a buyer is induced by
fraud to purchase goodwill, he is entitled to damages from the
seller. Even though there may be no statute covering this type
of case, the precedents in the common law will govern. Goodwill
is protected both by statute law and by common law in England,
but in America, with a few exceptions, common law seems to
be sufficient to give justice to the parties involved in goodwill
litigation.

Numerous decisions have been rendered to the effect that good-
will is an asset. The English cases date from 1856, when Sir John
Romilly, master of the rolls, said: “The goodwill of a trade, al-
though inseparable from the business, is an appreciable part of the
assets of a concern, both in fact and in estimation of a court of
equity.” Many American decisions follow the same line of
thought. Of these the following words of Justice Spring are
characteristic: ‘‘The element known as goodwill is held by the
courts to be an asset in estimating the value of the property.”
Justice Brown of the United States supreme court has maintained
that goodwill is a legitimate asset where it is actually existent.
However, it is not an available asset in the sense that it can be
turned into money by itself because it has no salable value apart
from the tangible property with which it is connected. The courts
have allowed it to be counted as an asset to decide whether or not
a business was solvent. An exception occurred in the case of an
insolvent insurance company, in which Justice Sheldon expressed
his opinion as follows: ‘“ The goodwill of the company would be a
poor species of assets to pay losses with, and it is funds that will
pay losses that an insurance company is required to have by law.”
Generally, the goodwill of a decedent’s business is considered a
part of the assets of his estate. Several American rulings are to
this effect. If the decedent’s property is sold, the proceeds of the
goodwill are divided as is the rest of the property. There is one
notable exception to the general'rule that goodwill is an asset.
The court, in the case of Seighman v. Marshall, 17 Md. 550 (1861),
ruled that the goodwill of a printing office was not an asset under
the statutes of Maryland because the value was too uncertain and
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contingent to be the subject of estimate. The majority opinion is
that goodwill is an asset to the individual enterprise, to the part-
nership and to the business corporation.

Intangibility is generally a characteristic of goodwill. In a
leading English decision, Sir John Romilly said: “. . . the good-
will . . . is never tangible unless it is connected with the business
itself, from which it can not be separated, and I never knew a
case in which it has been so treated.” Chief Justice Fuller,
speaking of the same subject, said: ‘It is tangible only as an
incident, as connected with a going concern or business having a
locality or name . . .” Several other jurists have taken the
same position. There is at least one decision that does not concur.
Judge Humphries gave his opinion in these words: ‘“ We think the
goodwill of a business is a tangible thing.” The learned justice
seems to have a concept of goodwill which is different from that
held by most jurists, because he made this statement: “We see
no difference between the goodwill of a business and any other
valuable asset possessed by it.”

The consensus of opinion among judges is that goodwill can
not exist independently but always must be connected with and
rest upon some principal and tangible thing. It has no meaning
except when applied to a continuing business, and to the property
of such a going concern it is an incident. It is not separable from
and generally can not be sold independently from the other assets.
There are some exceptions which will be discussed later, but this
has been the attitude of the majority of the jurists who have had
the duty of making decisions involving this phase of goodwill.
Justice Weaver gave an excellent statement of the legal view
when he said: “Ordinarily, though perhaps not universally, good-
will is a thing having no existence except as it attaches to the
tangible.”

There is some variation among the statutes of the states in
respect to the taxation of goodwill. As far as the common law is
concerned, goodwill is taxable like any other form of property.
The attitude of the courts was well expressed by Justice Cobb
when he said: “Goodwill . . . may be taxed like any other form
of property, if its value can be ascertained.” The last clause
suggests an obstacle which might cause the tax authorities some
trouble. In New York it has been ruled that the transfer of
goodwill is taxable under the law relating to taxable transfers.
The courts of the same state handed down a decision to the effect
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that the goodwill of a foreign corporation engaged in business
within that state was taxable as property employed therein.
This seems unjust to the foreign corporation that does only a
small part of its business within the boundaries of New York, and
it would be to the advantage of such a corporation to write off
its goodwill. .

Like any existing thing of recognized value, goodwill may b
the subject of contract. Since it is a property right it may be
transferred with the business to which it is an incident or upon
which it depends. The statutes of North Dakota provide that:
“The goodwill of a business is transferable.”” The sale of good-
will is authorized by statute in the same state. The proprietor
may sell the asset or it may be sold by the court’s order. How-
ever, it may not be sold by judicial decree or otherwise, unless it
be as part of a sale of the business in which it exists.

Goodwill may not be sold separately from the business of which
it is a part. Chief Justice Fuller has said that goodwill ““. . . is
not susceptible of being disposed of independently.”” This ruling
has been followed in a majority of the cases. The underlying
theory is that goodwill is inseparable from the business, and, con-
sequently, it is impossible to convey it separately from the con-
cern in which it is involved. However, there are some dissenting
opinions. In the case of Tennant v. Dunlop, 97 Va. 234 (1899),
the court maintained that the goodwill might be sold separately
from the business plant or property. An analysis of the case
reveals the fact that the goodwill in question adhered to certain
trade-marks. The court reasoned that the trade-marks might be
sold separately from the business and since the goodwill followed
them it was sold separately from the business. The weakness of
the reasoning lies in the failure to recognize that trade-marks are
as much a part of the business property as are the buildings and
the machinery. In one case it was held that the goodwill of a
business may be sold when no material plant is involved. The
same is true when the business transferred is one which is run
without a plant. Justice Barrett, in discussing this point, said:
“But the goodwill of a business may be sold independently. A
physician may sell the goodwill of his practice without selling his
office furniture or surgical instruments. So a lawyer may sell the
goodwill of his clientage without selling his library. The same
applies to the goodwill of a mercantile business, in fact, to good-
will generally.” Very few jurists agree with Judge Barrett in his
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contention that the goodwill of a mercantile business can be sold
independently.

Since the goodwill of a business enterprise may adhere to par-
ticular assets, it is possible, in many cases, to obtain this intan-
gible by buying the part of the property with which it is con-
nected. According to Justice Holt: “It is not necessary to
purchase all the assets to obtain the goodwill.”

There are many decisions to the effect that the contract con-
veying the business which has the goodwill need not specifically
mention that asset. It is understood that this intangible passes
with the sale of the property to which it adheres. This may be
considered the majority opinion. The few exceptions that are
found in the court reports state or imply that the circumstances
may be such that the parties concerned may reasonably under-
stand that the goodwill is not included with the tangible assets
of the business.

The purchaser who thinks he is buying goodwill with a business
and later discovers that he has no such asset has no remedy unless
he can prove that there has been fraudulent representation or
suppression of facts by the vendor. The rule, ‘““caveat emptor,”
applies.

The owner of goodwill may transfer it as a gift. Surrogate
Fowler has said that ““. . . it may be the subject of disposition

. inter vivos.”

Under a general assignment of all a firm’'s property for the
benefit of creditors, the goodwill of the business passes to the
purchaser at the assignee’s sale. Any purchaser of a business
with its goodwill may assign such business and its goodwill to
another. In a leading case, the goodwill of a bank which had
become insolvent passed to the assignee for the benefit of creditors
and was allowed by the court to be transferred by him to third
persons together with the real estate and other property to which
the goodwill adhered.

.In Bradbury v. Wells, 138 Iowa 673 (1908), the court decided
that goodwill may be disposed of by means of a will. Thus, in
this respect, goodwill is regarded by the law to be in the same
category as other forms of property.

The goodwill of a business is property that may be mortgaged.
It has been held that a mortgage of the entire assets of a company
does not include the goodwill where such is not the inference and
no mention is made of it in the instrument. However, in a case
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involving a chattel mortgage of certain specified articles and all
other property of every kind and description owned by the
mortgagor in his printing office, the mortgage was held by the
court to include the goodwill of the business.

If goodwill is an incident to property that is leased, it passes
with that property to the lessee, even though it is not specifically
mentioned. At the termination of the lease it reverts with the
rest of the property to the lessor.

Since goodwill must ordinarily adhere to some principal prop-
erty or right, the extinction of this property or right operates to
extinguish the goodwill dependent upon it. Generally, goodwill
terminates with the cessation of a business. It is usually lost
when a concern is wound up, its liabilities discharged and its
assets collected and distributed.

In case of bankruptcy, the goodwill of the business involved
passes to the trustee with the rest of the assets. He is expressly
authorized to sell it as part of the property of the bankrupt
concern. The decisions touching this point are few in number
but they are in agreement. A voluntary transfer estops the
transferor from interfering with the value of the goodwill by
competition; but, in the case of bankruptcy, when the transfer is
involuntary on the part of the owner, the transferor may compete
with the purchaser of the business. In a leading case involving a
bankruptcy sale, the trustee sold the goods and chattels but made
no attempt to sell the goodwill or to sell the business as a going
concern. The court ruled that the goodwill did not survive.
According to one court decision, the goodwill of a concern was
impaired by the appointment of a receiver.

In regard to professional goodwill of the individual there has
been considerable lack of uniformity of opinion among jurists.
It has been said that goodwill does not enter a business or pro-
fession dependent solely on the personal ability, skill, integrity
or other personal characteristics of the owner. This view is
supported by numerous decisions. Chief Justice Hiscock, in one
of the most recent cases involving this phase of goodwill, Baslly
v. Betiz, 241 N. Y. 22 (1925), said: “ A business dependent solely
on the personal skill and professional qualities of the person
carrying it on does not possess goodwill.” An insurance com-
pany was held to have had no goodwill. In this case there was
nothing left of the business but the records and Justice Dever
decided that it was impossible to reduce these to a money value.
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The English courts assert that goodwill is inapplicable to the
practice of a lawyer. Lord Chelmsford gave as his reason that
the business had no local existence but was entirely personal.
This decision was made at a time when locality was considered
to be the essential element of goodwill. American courts have
decided that commission merchants, lawyers and undertakers
have no goodwill that survives. Other American courts have
ruled that a professional business may have goodwill but it is
attached to the person and not to the place. According to
Justice Walker: “It has been stated to be a general rule that
goodwill exists in a professional as well as a commercial business,
subject to the distinction that it has no local existence, like the
goodwill of a trader, but attaches to the person of a professional
man as a result of confidence in his skill and ability.” In a case
regarding the sale of the practice of a dentist, it was held that
there was goodwill attached to the person but not to the place of
business. This idea was admirably expressed by Surrogate
Fowler when he said: “But after a man who has acquired a
reputation for great skill or knowledge is dead, persons who go to
his office for the purpose of consulting him and availing them-
selves of his superior skill would not go there merely because the
office was still open and occupied by another person who had no
reputation for skill or knowledge.” The English viewpoint is
shown by the words of Vice-chancellor Steven: “. . . but the
goodwill of the business of a successful professional man practising
alone dies with him.”

The constant expansion of the meaning of the term has been
such that the present tendency of the courts is to allow goodwill
to the professional man. Professional goodwill of an individual
business has been sold and these sales have been lawful. Accord-
ing to Justice Cobb: “A physician may sell his goodwill, the
goodwill being a property right, and the sale thereof not being
against public policy.” However, it is well settled that there
can not be an involuntary sale of goodwill based upon professional
reputation. The principle underlying this ruling is that a
professional man has the right to select his clients or patients.

According to the weight of authority at the present time, the
goodwill of a commercial partnership is an asset of the partnership
as a whole. In case of dissolution it is partnership property sub-
ject to sale and the proceeds to distribution. It was formerly held
that upon the dissolution of a partnership by the death of one of
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its members, the goodwill thereof was not a partnership asset but
belonged to the surviving partner or partners on the principle that
partnership was similar to joint tenancy. Such was the opinion
of Lord Eldon. The present-day doctrine is that the goodwill
does not pass to the surviving partner or partners unless there is
an express agreement to that effect. It formsa part of the general
assets of the partnership in which the estate of the deceased part-
ner is entitled to share. When a partnership is limited in time,
the continuing partners are not compelled to make any allowance
for the goodwill to a retiring partner because the goodwill is also
limited. In an unlimited partnership with an agreement, the
retiring partner may share according to that contract. If there
is no agreement the courts will not permit the remaining partners
to appropriate the goodwill without adequate compensation, and
in order to obtain this, will order the goodwill with the other
assets to be sold and the proceeds divided. One exception to this
is found in a Nebraska decision in which the court allowed the
surviving partners to carry on the old business at the old stand
without legal liability to account for the goodwill to the repre-
sentative of the deceased partner, because there was no agree-
ment that they should be so liable. After dissolution each part-
ner may use the old firm name if it does not expose the other
partners to risks, provided there is no agreement to the contrary.
A surviving partner would not be allowed to carry on a rival busi-
ness in such a way as to lead the public to believe that it was the
old partnership business and in this manner appropriate all
the goodwill. If he so desires, a partner may sell his share of the
goodwill with his share of the business to the other partners.
The court held that the goodwill should not be taken into con-
sideration in the accounting upon the dissolution of a partnership
which had been conducted in the name of one partner although
there were other partners who had kept their names secret. Itis
well settled that one partner, without express agreement to that
effect, may not dispose of the entire goodwill of a firm.

The authorities on partnership agree that a professional partner-
ship may have no goodwill. Judge Story said: ‘“It seems that
goodwill can constitute a part of the partnership effects or inter-
ests only in cases of mere commercial trade or business; and notin
cases of professional business, which is almost necessarily con-
nected with personal skill and confidence in the particular part-
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ner.” According to Bates: ‘“Goodwill is not strictly applicable
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to a professional partnership, for the business has no local exist-
ence, but is entirely personal, consisting in a confidence in the
integrity and ability of the individual.” In a recent case, Justice
"Hiscock said: “It has, however, never been held that a business
dependent solely on the personal skill and professional qualifica-
tions of the persons carrying it on possessed a goodwill or co-
partnership name which could be sold or transferred to any one
who might desire to purchase on a sale. The contrary proposi-
tion is abundantly established.” In a case involving a partner-
ship engaged in a commission business, the court ruled that, in the
absence of special contract, there was no such thing as goodwill in
that type of partnership. .

Business corporations may have goodwill connected with their
property, business or other rights. It belongs to the corporation
as an entity and may be transferred by the organization. The old
theory was that goodwill could not enter into and form an element
in the value of shares of stock. At present the courts allow it to
be carried on the books as an asset and to be considered in de-
termining the value of common stock. It has market value and
may be accepted in payment of a stock obligation. A stockholder
may not transfer the entire goodwill of a corporation. However,
since the goodwill adheres to the corporate business, a stockholder
sells whatever interest he may have in the goodwill of that business
when he sells his stock.

Since goodwill is property and an asset, it must have value.
Chief Justice Fuller, of the United States supreme court, has
said: ““ . . . goodwill is in many cases a valuable thing . . .”
Decisions of the American courts, before and after the one quoted,
are in agreement on this idea. In some instances, as in the news-
paper business, the goodwill may be the most valuable asset of the
concern. A public-service monopoly is an exception. The rul-
ings of the public-utility commissions have been that no allowance
will be permitted for goodwill in a valuation for rate making.
The theory is that where there is no competition there can be no
goodwill because customers are retained under such conditions
by compulsion, and not by their voluntary choice. However,
where competition actually exists goodwill is as important an
asset of a public-utility company as of any other concern.

In regard to the determination of the value of goodwill, the first
question is whether or not that intangible asset is of such a nature
that it may be valued. Justice Spring said: ‘‘While it is an in-

437



The Journal of Accountancy

tangible asset it is susceptible of being measured at a money
value.” The same idea is brought out in an English decision of a
much earlier date. The courts of both England and the United
States agree on this point.

The next question which arises is whether or not it is possible
to value goodwill. On this point Circuit Judge LaCombe has
expressed his opinion in these words: *“ . . . in some way or other
it must be practically possible to determine what that value is.”
However, Justice Braley has maintained that “ . . . no rule can
be laid down by which the goodwill in all cases can be ascertained
and its value fixed with mathematical precision and accuracy.”
Most jurists agree that it is possible to determine the approximate
value of goodwill.

The placing of a value on goodwill may be far from an easy task.
According to Chief Justice McBride: “It is very difficult to ap-
proximate the value of goodwill. . . . The data for estimating
the value of the business are always more or less uncertain.”
In a recent case, Surrogate Fowler said: ‘‘ There is no more specu-
lative or intangible subject of valuation than goodwill. It is
difficult to fix from its very nature.”

The valuation of goodwill is so perplexing because it is neces-
sary to look forward and to attempt to judge the future by the
past, when the past is no sure guide to the future on account of the
almost infinite number of possibilities of variation in the circum-
stances which have an influence on the value of this extremely
shadowy form of property. Any slight change in the surrounding
conditions will increase or diminish the value of goodwill.

The courts have not laid down any inflexible rule for the de-
termination of goodwill value. The tendency seems to be to
decide each case on its merits and circumstances. From the
very nature of the property it is evident that the question must,
within proper limits, be left to the jury. It isimpossible to make
a rule that will cover all the circumstances which it may be neces-
sary to consider when this asset is given a value. When the
matter is given over to the jury it is essential that the conclusion
be based upon legitimate evidence establishing value and it is the
concern of the court to see that this evidence is pertinent and
adequate.

In a valuation of goodwill, the profits are necessarily taken into
account. It might not be equitable to take the profits of any one
year because extraordinary circumstances might cause the profits
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for that year to be abnormally large or small. According to
Allan in his Law of Goodwill, ‘‘ The usual basis of valuation is the
average net profits made during the few years preceding the sale.”
The courts of the United States have usually ruled that the aver-
age of the three preceding years be taken. In the matter of
Halle, 170 N. Y. S. 898 (1918), Surrogate Fowler insisted that the
profits of four years be used in determining the average. The
United States treasury department, in computing the March 1,
1913, value of goodwill for income-tax purposes, has used A. R. M.
34 very extensively. This provides that the profits for the five
years preceding the computation be used. Jurists maintain that
exceptional profits have no place in the computation of this aver-
age and if there happens to be an abnormal year among those
taken for the basis of the average there is good authority for
excluding it from such computation.

In numerous decisions the courts have held that opinion evi-
dence of experts in regard to the value of goodwill is incompetent.
Nevertheless, it has been admitted in some cases. Chief Justice
McBride expressed the majority viewpoint when he said: * . . .
conditions being shown . . . are stronger evidence than the opin-
ion of the so-called interested expert, yet the authorities seem to
be generally to the effect that such testimony is admissible for
what it is worth.” Owners and operators of a business are con-
sidered competent witnesses of the value of the goodwill. In
regard to other witnesses Justice Dunbar said: *“ . . . the good-
will of a concern is a character of property so indefinite that a
statement of its value must necessarily be regarded by any man
of any business acumen whatever as very largely a matter of
opinion.” However, it seems that the testimony of competent
witnesses would aid the jury in arriving at an approximately
correct valuation.

Absence of competition must be given careful consideration
when goodwill is given a value. The part played by this factor
will vary according to the type of the business. In some cases
the value of this asset may depend almost entirely upon freedom
from competition with the seller of the concern. In the United
States, unless there is an agreement to the contrary, the courts
allow the seller of a business with its goodwill to set up a similar
business but do not permit him to solicit his old customers, al-
though he may trade with them if they come without solicitation
on his part. Justice Tyler, in speaking of goodwill valuation,
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said: ‘“‘How far its value may be affected by competition . . . is
an element, of course, to be taken into consideration in the fixing
of such value.”

A few other factors affecting the value of the goodwill of a
business have been recognized by the courts in their decisions.
The reputation of a concern for fair dealing has an influence on the
profits and the goodwill, so it must be given consideration in the
valuation of that intangible asset. Length of time that the busi-
ness has been in existence would ordinarily have an effect on
the value of its goodwill. Great concerns like Marshall Field &
Co., Tiffany & Co., and Montgomery Ward & Co., which have
been successful over a long period of years, have a better basis for
goodwill than the new and untried organization. If a business is
dependent upon a lease, the length of time which the lease has yet
to run, the chance of renewal and the terms thereof have an in-
fluence on the value of the goodwill of that business.

Several methods of determining the value of the goodwill of a
business organization have been approved by jurists. In the
matter of a decedent’s estate the courts have ruled that the result
of inventory and appraisal is prima facie evidence of the value of
the goodwill. The supreme court of the United States, in a very
unusual decision, maintained that goodwill could be computed
by taking the difference between the amount actually invested
and the market value of the stock. In this case the goodwill
adhered to a franchise and the conditions were such that it was
impossible to compute the value except by the method adopted.
According to the majority of American court decisions, the most
common basis for the valuation of this intangible is a number of
years’ purchase of the profits as averaged over a period of three
normal years. The English view was given by Lord Chelmsford
when he said: ‘“Where a trade is established in a particular place,
the goodwill of that trade means nothing more than the sum of
money which any person would be willing to give for the chance of
being able to keep the trade connected with the place where the
business has been carried on.”

As to the number of years’ purchase of the average annual prof-
its there has been much difference of opinion among the judges.
Valuations based on more than five years’ purchase have not
ordinarily been sanctioned by the courts although there is a slight
tendency to go beyond five years in cases of concerns that have a
superior organization and executives who are unusually capable.
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From a survey of the American cases in point, it seems that most
of the jurists have used from two to six years; the number de-
pending upon the type of the business, its duration at a particular
location and its reputation.

The English courts, in a case involving a bank, decided that the
goodwill was equal to one year’s purchase of the annual profits.
In the matter of Silkman, 105 N. Y. S. 872 (1907), it was ruled
that two years’ purchase of the average annual profits was proper.
Surrogate Thomas made a similar decision in the matter of
Rosenberg, 114 N. Y. S. 726 (1908). When the International
Harvester Co. was organized there was a contract to the effect
that the goodwill should equal the profits of the two preceding
years plus ten per cent. The United States commissioner of
corporations commented on this in the following words: ‘‘This
method of valuing goodwill was more or less commonly used by
manufacturers.” In an English case, Justice Stirling said: “It
seems to me that the competition and a desire to exclude rivals
in trade would lead a brewer to give not less than three years’
profit.” Most of the American decisions approve of the use
of three years’' purchase of the average annual profits as the
value of the goodwill of a business concern. In Pett v. Spiegel,
202 N. Y. S. 650 (1923), a case which concerned a real-estate
corporation, the court considered that a five years’ purchase of
the average annual profits was fair to both parties. In Von Au v.
Magenheimer, 110 N. Y. S. 629 (1908), which is considered to be
one of the leading American cases on goodwill valuation, the jury
decided that the goodwill was worth five times the average net
earnings. The court approved of a ten years’ purchase of the
average annual profits in valuing the goodwill of a large New
York jewelry concern.

After the average annual profits of the business have been de-
termined and the number of years’ purchase of such profits has
been settled, the factor of interest on the invested capital arises.
The accountant, in his computation of profits, does not include
interest on the invested capital as an expense of the business.
The result is that the interest is included in the profits as shown
by the income statement. From the viewpoint of the purchaser
the business is not making an excess profit until it makes more
than enough to equal what he could obtain by investing his money
in safe securities plus compensation for risk in the particular field.
Consequently, in determining the amount of the net average
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annual profits to serve as a basis for computation of the goodwill,
it is necessary to deduct from the average annual profits, as shown
by the statement of the accountant, a fair rate of interest on the
invested capital. According to Justice McLaughlin: “ There are
several authorities which indicate that interest on capital ought
to be deducted from the average profits of a business before using
such profits as a basis for determining goodwill.” This statement
is supported by many decisions.

If the management which has developed the goodwill does not
go with the business when it is sold a deduction must be made
from the average net annual profits, as lessened by interest on the
invested capital, of a fair salary for managerial services. In
Kindermann v. Kindermann, 183 N. Y. S. 897 (1920), Justice
Giergerick maintained that salaries of officers should not be in-
cluded in profits for estimating goodwill even though such salaries
absorbed the greater part of the operating profits. Several
brothers were the officers and only stockholders and in anticipa-
tion of the goodwill valuation they voted themselves salaries large
enough to reduce the operating profits to a low figure so that a low
value would be placed upon the goodwill of the corporation.
Justice Giergerick approved of this procedure and he is supported
in his action by several New York decisions.

The law of goodwill valuation may be summarized as follows:
Take the average annual profits of the three preceding years,
deduct a fair rate of interest on the invested capital and a fair
salary for management, and multiply the remainder by some arbi-
trary number which will depend upon the character of the busi-
ness. It is permissible to capitalize the remainder at an arbitrary
per cent. The final result should be the same under both
methods.
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EDITORIAL

A Dangerous Develop- In the course of a recent tour of cities in
ment of Corporation the middle west by officers of the Ameri-
Laws can Institute of Accountants for the
purpose of meeting with Institute members and other account-
ants, the president of the Institute drew attention to a compara-
tively novel trend in legislation which he felt constituted a serious
danger to the business world in America. This peril is exempli-
fied in an enactment of the Delaware legislature during the session
of 1929, providing for further laxity in the determination of the
use which corporations may make of cash received in payment for
capital stock without par value. For some time there has been
evident a tendency toward a liberality and an absence of restraint
in corporate law, which may involve a most serious menace to all
business. Delaware is merely one of the more complacent states.
It is not necessarily the worst; there are several others in which
the acquiescence of legislators is remarkable. But the Delaware
incident will serve for purposes of illustration, and it is of interest
to read what is written in the newly amended corporation law,
which went into effect March 22, 1929. Section 14, as revised,
reads:

Subscriptions to, or the purchase price of, the capital stock of any cor-
poration organized or to be organized under any law of this state may be
paid for, wholly or partly, by cash, by labor done, by personal property,
or by real property or leases thereof; and the stock so issued shall be de-
clared and taken to be full paid stock and not liable to any further call, nor
shall the holder thereof be liable for any further payments under the pro-
visions of this chapter. And in the absence of actual fraud in the trans-
action, the judgment of the directors, as to the value of such labor, prop-
erty, real estate or leases thereof, shall be conclusive.

As to corporations incorporated prior to April 1, 1929, shares of capital
stock without par value, whether common or preferred or special, may be
issued by the corporation from time to time for such consideration as may
be fixed from time to time by the board of directors thereof, pursuant to
authority conferred by the certificate of incorporation or, if such authority
shall not be so conferred on the board of directors, then for such considera-
tion as may be fixed by the consent in writing of, or by vote of, the holders
of record of two thirds of the total number of shares of each class of stock
then outstanding and entitled to vote in respect thereto, such vote to be
given at a meeting called for that purpose in such manner as shall be pre-
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scribed by the by-laws. As to corporations incorporated on or after April
1, 1929, shares of capital stock without par value, whether common or pre-
ferred or special, may be issued by the corporation from time to time for
such consideration as may be fixed from time to time by the board of
directors thereof, unless in the certificate of incorporation the power to fix
such consideration shall have been reserved to the stockholders, in which
event such power shall be exercised by the stockholders by consent in
writing or by vote of the holders of record of two thirds of the total number
of shares of each class of stock then outstanding and entitled to vote in re-
spect thereto, said vote being given at a meeting called for the purpose in
such manner as shall be prescribed by the by-laws; provided that, although
such power has been reserved to the stockholders, the directors shall never-
theless have power to fix such consideration for the first issue of stock, and
such issue shall not exceed ten per centum of the whole amount of such
stock authorized by the certificate of incorporation. Any and all shares
without par value so issued for which the consideration so fixed has been
paid or delivered shall be deemed full paid stock and shall not be liable to
any further call or assessments thereon, and the holders of such shares
shall not be liable for any further payments in respect of such shares under
the provisions of this chapter. _
Any corporation may by resolution of its board of directors determine
that only a part of the consideration which shall be received by the corpora-
tion for any of the shares of its capital stock which it shall issue from time
to time shall be capital; provided, however, that, in case any of the shares
issued shall be shares having a par value, the amount of the part of such
consideration so determined to be capital shall be in excess of the aggregate
par value of the shares issued for such consideration having a par value,
unless all the shares issued shall be shares having a par value, in which case
the amount of the part of such consideration so determined to be capital
need be only equal to the aggregate par value of such shares. In each such
case the board of directors shall specify in dollars the part of such considera-
tion which shall be capital. If the board of directors shall not have deter-
mined (a) at the time of issue of any shares of the capital stock of the
corporation issued for cash, or (b) within sixty days after the issue of any
shares of the capital stock of the corporation issued for property other than
cash what part of the consideration for such shares shall be capital, the
capital of the corporation in respect of such shares shall be an amount
equal to the aggregate par value of such shares having a par value, plus the
amount of the consideration for such shares without par value. The
capital of the corporation may be increased from time to time by resolution
of the board of directors directing that a portion of the net assets of the
corporation in excess of the amount so determined to be capital be trans-
ferred to capital account. The board of directors may direct that the
portion of the excess net assets so transferred shall be treated as capital in
respect of any shares of the corporation of any designated class or classes.
The excess, if any, at any given time, of the total net assets of the corpo-
ration over the amount so determined to be capital shall be surplus.

Lest there should be any misunderstand-
ing of the intent of the law or any over-
scrupulous director should hesitate to
pay out as dividends capital under its new name, surplus, section
34 provides:

Protection for the
Directors

Dividends; Reserves:—The directors of every corporation created under
this chapter, subject to any restrictions contained in its certificate of in-
corporation, shall have power to declare and pay dividends upon the shares
of its capital stock either (a) out of its net assets in excess of its capital as
computed in accordance with the provisions of sections 14, 26, 27 and 28 of
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this chapter, or (b), in case there shall be no such excess, out of its net profits
for the fiscal year then current and/or the preceding fiscal year; provided,
however, that if the capital of the corporation computed as aforesaid shall
have been diminished by depreciation in the value of its property, or by
losses, or otherwise, to an amount less than the aggregate amount of the
capital represented by the issued and outstanding stock of all classes
having a preference upon the distribution of assets, the directors of such
corporation shall not declare and pay out of such net profits any dividends
upon any shares of any classes of its capital stock until the deficiency in the
amount of the capital represented by the issued and outstanding stock of
all classes having a preference upon the distribution of assets shall have
been repaired. Subject to any restrictions contained in its certificate of
incorporation, the directors of any corporation engaged in the exploitation
of wasting assets may determine the net profits derived from the exploi-
tation of such wasting assets without taking into consideration the
depletion of such assets resulting from lapse of time or from necessary
consumption of such assets incidental to their exploitation.

This seems broad enough in all conscience—or perhaps one should
say, out of all conscience—but merely to remove any possibility
that a doubt or a fear may linger in some directive mind a new
clause has been written into the law, which reads as follows:

A director shall be fully protected in relying in good faith upon the
books of account of the corporation or statements prepared by any of its
officials as to the value and amount of the assets, liabilities and/or net
profits of the corporation, or any other facts pertinent to the existence and
amount of surplus or other funds from which dividends might properly be
declared and paid.

In other words, if $100,000 is received by a company incorporated
under the laws of Delaware in payment for capital stock of no par
value, and if there is no other class of stock, and the liabilities are,
let us say, $10,000, the directors may determine that $90,000 of
capital is no longer capital but is now surplus, and they may, if
they deem it expedient or salutary, declare the full amount of
$90,000 in the form of a dividend to the stockholders. And, if
some stockholder is an old-fashioned person who fails to see the
advantage to the company of distributing all its assets in the form
of dividends and decides to bring suit against the company for
impairment of capital, negligence or other offense against decency,
he can not succeed in his suit because the directors, who are the
persons directly responsible, are exonerated by the law and held
harmless.

Principle of No-par- When the first laws authorizing the
value Stock Is issuance of shares without par value
Sound were enacted, the innovation was gener-

ally acclaimed, and it was hoped that a way had been found by
which the anomalous and misleading fiction of par value could be
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avoided and the interests of investors protected. But like many
fine ideas, the no-par-value law has not developed in practice as it
was expected to develop. It has become the plaything of a hun-
dred corporation lawyers who have special purposes to serve.
Nearly every legislature is besieged with requests for amendments
of corporation law which will permit the individual besieger to do
some particular thing which existing law prohibits or at least pre-
vents. Lawyers are generally supposed to advocate the interests
of their clients, and it must be confessed that corporation lawyers
as a whole have not been indifferent to their loyalty to the corpora-
tions which employed them. It may even be affirmed without
much fear of contradiction that a great number, if not actually a
majority, of the corporation lawyers who are engaged in the effort
to influence legislation are animated solely by a desire to bring
about the enactment of a law or an amendment which will serve
primarily the interests of one corporate entity. Itisnot on record
that the lawyers representing any one corporation have often de-
voted their attention with marked perseverance to the furtherance
of legislation of purely general merit.

The no-par-stock laws have been
amended time and time again and some
of them have assumed so great an
elasticity that they are now justly regarded as being all permis-
sive. Some, such as the law in Delaware to which we have re-
ferred, do not deserve the title ‘“‘law’’ at all. They are merely
licence. As we understand the principles of jurisprudence, the
purpose of a law is to define what may not be done, leaving it to
the good judgment of the public to do those things which are not
forbidden. Turn to any code of laws and one will find that they
are almost exclusively in the form of ““donot.” The fundamental
code of Sinai is all prohibitive, with one exception. Such a law as
that in Delaware purporting to govern the management of cor-
porations seems to be almost wholly concerned with explaining
what may be done in contravention of what should be done. It
is a great pity that the no-par-stock law has been so bandied about
that it has lost almost all its virtue. It might have been a
splendid means of permitting the fair expression of the value of
stock ownership, but when it reaches so low a level that it specifi-
cally allows impairment of capital and absolutely unjustifiable
distribution of capital in the form of dividends, the time has come
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to cry “Halt!” Every accountant knows that the things which
are being done under some no-par-stock laws are at utter variance

, with sound principles of business and accounting. Perhaps the
lawyers who are chiefly responsible for the enactment of our
multiplicity of legislation do not fully understand how grave is the
danger into which their acts are leading business. As has been
said, they have first their clients to consider. The rest of the pub-
lic can go hang. But the accountant is in a different category.
He knows the fundamental laws upon which successful business is
based, and he knows positively that the diversion of capital for the
purpose of building up a surplus which may be distributed in the
form of dividends, when in point of fact no profits may have been
earned, is a certain means of wrecking any business.

What the Accountant This leads to the broader questi.on of the
May Do about It duty of the accountant.- ObV}ously no
reputable accountant will be involved,

even indirectly, in the impairment of capital of a company, what-
ever the law of an individual state may say about the matter. If
a law justified theft one would scarcely argue that thieving is good
morality. At present the country is going through an era of
great financial prosperity. There may be differences of opinion
as to the condition of industry and commerce, but in the realm of
finance there can be no serious question that prosperity to an
extraordinary extent exists. Capitalization is one of the great
problems which accompanies such a wave of prosperity. New
companies are formed; old companies are amalgamated; holding
companies are created to control groups of lesser companies.
And one of the most constantly considered elements of the prob-
lem is that of capital structure. That in turn brings in its
train the highly controversial question of what may be justly
classified as earned surplus. This is a field in which the account-
ant is the only man competent to guide affairs and it is, therefore,
of the utrfrost importance that the accounting profession should
give thought to the modern trend of legislation, and especially to
the dangers which are created by the new laxity in no-par-stock
laws. Legislators do not understand, lawyers as a rule are quite
innocent of any knowledge of business principles, and business
men themselves are far too much concerned with other matters to
give serious consideration to such apparently theoretical questions
_ as the difference between capital and surplus. What is the duty
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of the accountant? In the first place, it seems clear that his
voice should be heard in protest against anything which may
impair the capital of a company. He should decline to have any-
thing to do with any company which would take advantage of
iniquitous laws to perform iniquitous acts. But on the other
hand one knows that there may be a few men who will accept ap-
pointment as auditors if the fees be large enough, whatever may
be the ethics of the corporation’s directors. It seems on the
whole that the most effective method of preventing disaster would
be to bring to the attention of lawyers, bankers, business men,
etc., the gravity of the peril which exists and to solicit the support
of all who are related to business for an educational campaign to
prevent legislators from making fools of themselves and wrecks of
business. And, lest some of our readers should feel that the laws
of their own states are so superior to the laws of Delaware that
there can be no possible comparison, it might be well to suggest
that the accountants of every state should look carefully into the
corporation laws to see exactly how much latitude there may be
for the incorporation of companies in a manner which will place
the interests of the investing public in jeopardy. The danger is
not imaginary; it is real and it grows. In order to avoid any
possibility of misunderstanding, it should be pointed out that there
are hundreds of companies operating under no-par-stock laws in
a manner which is entirely above reproach. It is not with the
companies and their acts that we are primarily concerned, but
with the laws which permit corporations to do things which no
decent corporation would do.

In the May issue of THE JOURNAL OF
ACCOUNTANCY we ventured to express
warm approval of a section of a new
statute in Arkansas. The law in question levies a tax upon in-
comes and provides that whenever a return is filed and a certified
public accountant, duly authorized under the laws of Arkansas,
certifies that he has made an audit of the taxpayers’ records for
the income year and has prepared the return to which his certifi-
cate is attached, such return shall be accepted by the commissioner
as prima facie true and correct. It did not occur to us that
anyone would have serious quarrel with such a provision, but
we have received a letter from C. O. Wellington, a member
of the council of the American Institute of Accountants, who
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thinks that the Arkansas law is without merit. Mr. Wellington
writes:

Possibly your question on page 364 of the May number of THE JOURNAL,
“Where, then, can one find cause for opposition to the progressive plan of
Arkansas?” was inserted for the purpose of inviting a reply and starting
discussion. 1, for one, certainly find myself very seriously in disagreement
with the unqualified praise you appear to give the section of the Arkansas
law which you quote in your editorial.

If accounting were an exact science and true income was capable of exact
measurement, there would be considerable merit in the suggestion, but, as
has been pointed out again and again, many matters that come up in ac-
counting are solved as questions of opinion and on some points the opinion
of one competent accountant might be substantially different from the
opinion of another accountant equally competent. However, what is of
more importance is that the administrative officers for the federal govern-
ment, and presumably for all the states having income-tax laws, naturally
interpret each law as passed so that every doubtful point is decided in
favor of the government and regulations under each law are issued ac-
cordingly. If, therefore, the accountant preparing the return is to be any
more than a mere clerk putting together certain figures taken from the
books, he must often find himself in disagreement with regulations and he
must often advise his client that, in his opinion, certain regulations are
contrary to the letter or spirit of the income-tax law and, when tested in
the courts, will be upset. The experience we have all of us had with the
federal government in the last fifteen years is ample evidence on this point.

In my opinion, instead of a movement such as that in Arkansas being
encouraged, it should be very definitely discouraged, as it puts the ac-
countants in the false position of trying to serve the government and the
client at the same time. While, of course, no reputable accountant will
misstate the facts, he will often disagree with the government authorities as
to the interpretation of the law and regulations bearing upon those facts,
and he should be free to advise the client for the client’s own best interest
and not be subject to any penalty or even criticism if he fails to follow every
regulation laid down by the taxing authorities. I believe if an accountant
is competent he will find many instances in which he will and should refuse
to follow the income-tax department's interpretation of the law.

I am very sorry that THE JOURNAL has given even this much support to
an idea which I believe to be fundamentally unsound until those who pass
our laws, and particularly those who administer them, are willing to decide
income-tax questions on the basis of fairness and equity. If that time
should come, which I doubt under our present type of government, I would
then agree that accountants could codperate as suggested, but, in the mean-
while, with the taxing authorities leaning so heavily in favor of the govern-
ment and against the taxpayer, it is necessary, to have even an approach
toward justice, for the taxpayer and the accountant to lean heavily the
other way.

In reply to the comments of Mr. Wellington let us say at once
that the notes which are the subject of his criticism were not in-
serted for the purpose of starting a discussion. We welcome dis-
cussion, but this did not seem a good starting point. We looked
for unanimity. However, having studied carefully the objections
which our correspondent raises, we confess to an inability to
understand the cause of the protest. There is nothing in the
Arkansas law to say that a certified public accountant who signs
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a tax return becomes a mere clerk. There is nothing in the law to
indicate that the accountant must give up an individual sense of
right and wrong and follow a given form. There is nothing in the
Arkansas law to discourage the expression of absolute disagree-
ment with anything that the authorities of Arkansas may lay
down in the form of regulations. Every accountant, of course,
knows that there are many times when it is imperative that he
should differ with the federal government, the state government,
or any other government—and we do not feel that the condition
under what Mr. Wellington describes as ‘‘our present type of
government’’ is peculiarly unfair. It seems to be quite com-
monly believed that most of the persons charged with the duty of
administering tax laws handle a very difficult task with a good
deal of tact and patience. No one loves a tax gatherer, and there
does not seem to be much reason why one should, but that is no
cause for saying or believing that officers of the government are
necessarily wrong. The taxpayer himself, his attorney or his ac-
countant may be absolutely wrong. All that the Arkansas law
intends and says is that the statement of a public accountant shall
be accepted as * prima facie true and correct.” That does not in-
volve a false position at all; it does not call for serving the govern-
ment and the client at the same time, although it may be said
parenthetically that the accountant should serve the government
and the client at the same time. Fair play calls for fairness to all
the players. We differ with reluctance from so able a friend as
Mr. Wellington, but having read his criticism we adhere with
utter stubbornness to our first contention that the law of Arkansas
is a good law and worthy of imitation.
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CoNDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE
AMERICAN INSTITUTE OF ACCOUNTANTS

The special committee on terminology submits the following tentative defi-
nitions for consideration and criticism. Letters may be addressed to the com-
mittee in care of THE JOURNAL OF ACCOUNTANCY.

VALUE—UNDEPRECIATED:

Value before making any deduction for depreciation that may have been
suffered. The term does not indicate whether the value is based upon cost,
appraisal or assessment, but means only that depreciation has been ignored.
The term needs further qualifying words to indicate whether cost or other
value has been taken as the basis.

INCOME—ACCRUED:

Income arising from rentals, royalties and interest, and from some other
sources may be receivable at stated dates; if accounts be made up at dates other
than those on which such income becomes due and receivable an amount of
income corresponding to the length of time elapsed since the last due date may
be taken up as accrued income. Dividends, even on cumulative preferred
stocks, should not be taken up unless they have been declared.

INCOME—COMMUNITY:

This term is used to describe income that accrues jointly to two or more per-
sons; usually it is income that accrues to husband and wife. Under the laws of
some of the states all income of husband and wife is community income and
federal tax regulations have allowed in such cases separate income-tax returns
for husband and wife, each returning half of the total income.

INCOME—DEFERRED:

This term is used in accounting to describe income which has been received
but is really applicable to a future period.

INCOME—ESTATE:

The income of an estate, as computed for the purpose of accounting to a
court, may differ materially from the income as it would be computed for com-
mercial purposes. Laws and court decisions vary in the several states, the
treatment of dividends, especially stock dividends, often beiug at variance with
both incofe-tax regulations and commercial practice. The importance of the
divergencies of treatment lies in the fact that estates may have beneficiaries
who receive only the estate income, and moneys that ordinarily would be re-
ceived as income may, in the case of estates, be considered as accretions to
capital.

INCOME—GROSS:

In general, income as computed before certain deductions are made.
The deductions to be made vary according to circumstances, but their
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general character is that of overhead, management, financing and other indirect
expenses.

INCOME—JOINT FACILITIES:

A term used in railroad accounting to signify the carriers’ proportion of rev-
enues from joint facilities operated by other carriers, including union station
companies.

INCOME—MISCELLANEOQOUS:

A term applied to sundry income not derived from the ordinary operation of a
business, although it may be incidental thereto. Sale of junk, incidental rent
of an unused part of a building, small amounts of bank interest and other odd
items of income, not of enough importance to appear separately, are thus
classified.

INCOME—NET:
Income, after making all deductions; dividends are not a deduction, as they
are payable out of surplus, not directly out of income.

INCOME—NON-OPERATING:
Income that is derived from sources other than the general operation of a
business. (See ‘' Operating income."’)

INCOME—OPERATING:

Income derived from the general operation of a business. It isapplied to the
income of railways, arising from the operation of the lines, and excludes both
other income and certain expenses. It is not synonymous with net profit, but
rather indicates a stage in the profit-and-loss account where all direct cost of
operation and all direct income from operation has been taken into the account,

and no more.

INCOME—OTHER:

A vague term, similar in meaning to miscellaneous income; sometimes it is
used to cover large items of income not arising from the operations that have
been set forth in detail in a profit-and-loss account. This classificaton of rela-
tively large amounts is undesirable without some further explanation.

INCOME—SINKING-FUND:

Like all other funds, sinking funds are made up of cash or readily marketable
securities; the interest and other income from these assets are the sinking-fund
income, and should be added to and become part of the fund. If a sinking fund
be provided for the retirement of bonds it may be used to purchase some of the
bonds to be retired; in that case the bonds are not canceled, but the coupons,
when due, are paid into the fund so that the fund may not be deprived of the
income to which it is entitled.

INCOME—TAXABLE:

Income as computed and subjected to tax under the lJaws and regulations of
the federal or state bureaus of internal revenue. They differ from commercial
standards; indeed they differ in different years, as the laws and regulations
change. Besides having certain rules for computing depreciation, depletion
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and other expenses, the federal and some state laws exempt from taxable in-
come interest on municipal obligations, some interest on federal obligations and
in some circumstances dividends of domestic corporations, etc. All these pro-
visions must be considered and corresponding adjustments made before taxable
income is determined. Its total may be less or greater than true income.

INCOME:

The following terms do not seem to have any special technical meaning, al-
though they have been used: Income—annual, prepaid, primary, secondary,
unearned,

CAPITAL—AUTHORIZED:

The articles of incorporation of corporations state the amount of capital
stock that may be issued; the certificate of incorporation authorizes the issue of
this amount, which is the amount of authorized capital.

CAPITAL—CALLED-UP:

The amount of capital authorized may not at once be needed; either some
part of the stock may remain unissued or stock may be issued on such terms
that only part of the price is paid at once, the remainder being subject to call
when needed. The amount paid in plus any calls remaining unpaid constitutes
the called-up capital.

CAPITAL—CIRCULATING:

This expression appertains to economics rather than to accounting. It has
been defined as ‘‘ Wealth used in the production of commodities, the efficacy of
which is exhausted by a single use such as (a) raw materials and (b) cash for the
payment of wages collectively used to produce a manufactured article. The
term ‘circulating’ is derived from the circumstance that this portion of capital
requires to be constantly renewed by the sale of the finished articles and re-
purchase of raw materials, etc.” The term is used by Hatfield as synonymous
with “floating capital”. ’

CAPITAL—DEBENTURE:
Capital derived from the issue of debentures.

CAPITAL—DEPARTMENTAL:

Some corporations separate their investment among several departments,
the intention being to ascertain the relative return on capital from each depart-
ment. In some cases interest on such capital is charged to departments.

CAPITAL—FIXED:
A Tather vague term, used in economics more than in accounting, meaning
capital invested in plant, buildings and other fixed assets.

CAPITAL—FLOATING:
Equivalent to “circulating capital’’. Capital invested in current assets.

CAPITAL—INVESTED:

This term does not mean the amount of capital originally invested, but the
whole sum of capital originally invested plus the amount of accumulated
profits retained in the business. Under the profits-tax laws of earlier
years ‘‘invested capital” was a highly technical term, the exact meaning
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varying somewhat from year to year. It might include goodwill not on the
books and might exclude assets that were on the books.

CAPITAL—ISSUED:

This is more properly called capital stock, issued. It means that part of the
authorized capital represented by the shares of stock actually issued for cash or
other consideration.

CAPITAL—ISSUED AND SUBSCRIBED:

Whereas the term “‘issued capital’’ should apply only to capital stock actu-
ally issued for cash or other consideration, excluding treasury stock, it is not un-
known for corporations to authorize the issue of capital stock, go through the
form of issuing certificates for the whole amount, sell part and retain part in the
treasury, calling the treasury stock issued stock. In such cases the phrase
‘‘issued and subscribed’ means that part of the issue that has actually been
sold, whether fully paid for or not.

CAPITAL—NEGATIVE:

This term is concerned with economics, not accounting. Elsewhere defined
as follows: ‘‘ Negative capital is composed of credit, such as the right to demand
payment of a debit”’; and as * The amount of credit which a trader or firm can
obtain”. (See ‘Positive capital.”)

CAPITAL—NOMINAL:

The amount of capital represented by the par value or declared value of the
issued stock. This term has a special application in income-tax laws, compa-
nies with nominal capital, deriving their income from personal services, being
allowed special treatment. This was of greater importance when excess-profits
taxes were levied.

CAPITAL—ORIGINAL:
The amount of capital actually paid in, excluding increases due to the reten-
tion of any accumulated gains.

CAPITAL—PAID-IN:
The amount of capital actually contributed, in cash or assets, by the stock-
holders of a corporation

CAPITAL—PAID-UP:

More properly, capital stock, paid up. See ‘‘Capital—called-up.”” This
differs from called-up capital in that it excludes calls that have not been met
and includes capital that may have been paid in advance of call.

CAPITAL—POSITIVE:

This term applies to economics, not to accounting. It has been defined as
“‘that which consists of material assets, i.e., cash, buildings, land, stock, plant,
machinery’’; and as follows: ‘“Positive capital is represented by money, land,
buildings, stock in trade and all material objects”’.

CAPITAL—REGISTERED:
The amount of capital authorized by the certificate of incorporation of a
company, registered with the secretary of state.
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CAPITAL—SHARE:
Capital represented by shares of capital stock.

CAPITAL—STATED:

The definition of this term has been the subject of heated controversy, but it
may be said that in the case of corporations with stock of par value it is the face
value of the capital stock issued, and that in the case of companies with stock
without par value it should be the total amount received, in cash or other assets,
for the shares issued. Unfortunately the laws of the several states differ
widely on this subject, some states permitting a part of the amount received for
stock issued to be set aside not as permanent capital but as surplus, even as
surplus from which dividends may be paid. In such cases the stated capital is
subject to restrictions and regulations imposed by the laws of the various
states, generally, that part of the proceeds of the sale of capital stock which the
directors declare to be the capital of the corporation.

CAPITAL—SUBSCRIBED:

Upon the formation of many corporations the entire amount for which the
stock is sold is not immediately needed; in such cases those acquiring stock
subscribe for, or agree to purchase, a certain amount of stock. Usually a part
of the purchase price is paid at the date of subscription and the remainder either
at an agreed subsequent date or in instalments when called.

CAPITAL—UNCALLED:

The amount that stockholders may be called upon to pay for capital stock to
which they have subscribed, in addition to the amount for which they already
have been called upon.

CAPITAL—UNISSUED:

(See ““ Capital, issued.”) That part of the authorized capital that has not yet

been issued for cash or other assets.

CAPITAL—-UNPRODUCTIVE:

This term applies to economics, not accounting. Capital that is invested in
assets not producing any income either directly or indirectly, such as vacant
land, mines not operated, etc.

CAPITAL—WATERED:

Where corporations have issued stock largely in excess of the intrinsic value
of the assets which it represents the stock is said to be watered. In many—
perhaps a majority—of cases the corporation issuing such watered stock is a
holding company, owning the stock of one or more other companies, so that the
disparity between the stock it issues and the tangible assets which are the ulti-
mate basis for the issue is not readily apparent.

CAPITAL—WORKING:
The capital that is available for current use in the operation of a business;
substantially, the excess of current assets over current liabilities.

CAPITAL:

In addition to the foregoing, the following expressions have been used.
None has an accepted technical meaning, and the committee does not care to
countenance their use as accounting terms: Capital—active, available, equated,
general, landed, loan, loanable, net, non-landed, operating, quick.
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EpIiTED BY STEPHEN G. RUSK

An accountancy practitioner tells a not uncommon story about the disastrous
consequences of participation in tax matters by unskilled advisors. A client of
this practitioner, for reasons adequate to himself, sought the services of an
employee of a bank who augmented his income by rendering tax service to
patrons of the bank. The bank employee made out the tax return and advised
the client that the work formerly done by the accountant was improper, con-
taining errors which had resulted in overpayment sufficiently large to cause the
client to demand an explanation of the accountant.

The subject of controversy was an intricate tax problem, and it required con-
siderable research on the part of the accountant to reveal the erroneous deduc-
tions made by the bank employee in arriving at his false conclusions. Fortu-
nately, by unquestionable demonstration of the bank clerk’s mistakes, the
accountant regained the confidence of his client and, incidentally, an additional
fee.

It seems deplorable that responsible practitioners must be subject to annoy-
ance of this kind caused by unsubstantiated assertions of unqualified amateurs
who are merely trying to pick up a little extra money. Doubtless unmeritori-
ous work will soon be recognized and merit will surely be rewarded in the course
of time, but much damage may be done in the meantime and we believe that
accredited practitioners should consider it a duty to warn clients of the dangers
of accepting the statements of incompetent persons.

SUMMARY OF RECENT RULINGS

The value of bequests in trust to charitable purposes following a life estate is
deductible from the decedent’s gross estate, where the residuary estate was be-
queathed to the testator’s wife for her life with authority to use from the princi-
pal any sum “that may be necessary to maintain her suitably in as much com-
fort as she now enjoys,” the principal that could be so used being fixed in fact
and capable of being stated in definite terms of money, and the income of the
estate being more than sufficient to maintain the widow as required. (Ithaca
Trust Co., executor and trustee under the will of Edwin C. Stewart, v. United
States. U. S. supreme court).

Additional salaries claimed in 1919 as and for years prior thereto, not pre-
viously authorized, and amount claimed in excess of that allowed as reasonable
compensation for 1919 services, are not deductible. (U. S. circuit court of ap-
peals, fourth circuit, Adams, Payne & Gleaves, Inc., v. Commissioner.)

Additional compensation voted in 1920 by the board of directors of a corpo-
ration “‘for past services' ‘‘as an officer thereof, and in any other capacity,”
held, on the evidence, to be reasonable compensation for services, is deductible
on the accrual basis in the year voted, the liability therefor having been incurred
during the taxable year, and the statute not limiting deduction for compensa-
tion for personal services rendered to those rendered within the taxable year.
(U.s. )circuit court of appeals, fourth circuit, Ox Fibre Brush Co. v. Commis-
sioner.

Beverage taxes voluntarily paid in 1919 in error of law, subsequently re-
funded, are not deductible as losses in the year paid. (Inland Products Co. v.
David H. Blair, commissioner. U. S. circuit court of appeals, fourth circuit.)
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Amounts representing 25% of the net income received from two partnerships
and a corporation by a father and credited on his books to each of his sons in
addition to salaries paid pursuant to an agreement entered into in consideration
of their services and efforts, to be held in trust until such son married with his
father's approval or arrived at the age of 35 years, are deductible as additional
compensation, (Louis Cohen v. Commissioner. U. S. circuit court of appeals,
fourth circuit.)

An abstract company was not entitled to personal-service classification for
1919, 1920 and 1?21, where all the principal stockholders were not regularly
engaged in the active conduct of the business and capital was a material income-
producing factor. (St. Pawl Abstract Co. v. Commissioner. U. S. circuit court
of appeals, eighth circuit.)

The taxpayer may not recover in a suit for recovery of taxes on amount of
tax based on a ground not stated in the claim for refund, a claim for refund
without specifying the grounds upon which the claim is based being insufficient,
and a statement in the brief for the government that one of the issues of fact
was whether the taxpayer was entitled to the additional deduction claimed, in
view of the general denial in the pleadings of the taxpayer’s allegations in its
declaration, not constituting a waiver of compliance with the statute and the
regulations.

The cash value of tangible assets in excess of the par of the stock issued
therefor should be included in invested capital for 1917 as paid-in surplus where
acquired in a reorganization of a company effected through the acquisition by a
reorganization committee of practically all the bonds and stock of the old cor-
poration for which the new corporation issued all its stock to the committee
which was distributed to bondholders and shareholders and the purchase of the
assets of the old corporation at a foreclosure sale by the surrender of the bonds
of the old corporation. (Arizona Commercial Mining Co. v. A. J. Casey, col-
lector. District court of the U. S., district of Massachusetts.)

A month-to-month tenant may not deduct the total cost of permanent im-
provements made on leased property to adapt it to its own use in the year made,
where the tenancy extended for a period substantially beyond the taxable year
in which the improvements were made, but may deduct reasonable depreciation
over the useful life of the improvements. (The George H. Bowman Co. v. Com-
missioner. Court of appeals of the District of Columbia.)

The filing of a tentative return on form 1031 T for the taxable year 1918 is
sufficient to start the running of a statutory period of limitation on assessment
and collection, such return amounting to more than an agreement for an exten-
sion of time since it was effective as a return for certain purposes under the
statute. (Brandon Corporation v. J. F. Jones, collector. U. S. district court,
eastern district of South Carolina.)

Payments by a corporation in 1920 to 1922 equal to 1214 % of the net profitsfor
such years pursuant to a contractual obligation entered into in 1905, in which
year the corporation acquired the business of the payees in exchange for stock
and agreed to make such payments during the existence of the corporation, are
deductible as ordinary and necessary business expenses. (George LaMonte &
Son v. Commissioner. U. S, circuit court of appeals, second circuit.)

A taxpayer in the business of taking long leases on property and subletting is
not entitled under sec. 214 (a) (8), act of 1918, to deduct an allowance for de-
preciation on buildings under ninety-nine-year leases renewable forever requir-
ing the lessee to keep the buildings up to their present condition. (Harry H.
Weiss, collector, v. J. Harry Wiener; C. F. Routzahn, collector, v. J. Harry
Wiener. Supreme court of the United States.)

A claim for refund was held not sufficient to support an action for recovery of
taxes. (Phoenix Glass Co. v. U. S. of America. District court of the U. S,
western district of Penna.)

Interest on a refund of 1919 taxes allowed by the commissioner in 1925, im-
properly withheld because offset against an amount claimed by the United
States as due for supplies sold the taxpayer which claim was abandoned after
the United States had instituted proceedings to recover the balance of the claim
over the amount of the refund, was allowed from the date of the refund. In-
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terest liability attaches to offsets made by the general accounting office just as
it formerly did to those made by the treasury department. (U. S. of America
v. LaGrange Grocery Co. U. S. district court, northern district of Georgia.)

The gross estate of a decedent dying in 1922 should include his contribution
to a trust created in 1920 by the decedent and his wife providing for the pay-
ment of the income of the trust to his wife for life and upon her death of the
whole of the trust property to the decedent, if living, or, if not living, to his
heirs at law, where the settlers reserved the right to withdraw the whole or any
part of the securities deposited by him or her under the terms of the instrument.
(William J. Dean, as administrator with the will annexed of the estate of William
B. Dean, deceased, v. Willcuts, collector. U. S. district court, third division,
district of Minnesota.)

An importer who added to inventory the amount of customs duties paid
during the taxable years 1919 to 1924 which was not applicable to goods sold
during the year, thus adding the duties paid to the cost of goods sold, may not
later file amended returns in order to deduct from gross income all duties paid
during the year, either method being allowed under the applicable regulations
and good accounting practice, and the provision of sec. 234 (a) (3), acts of 1918
and 1921 that taxes paid or accrued during the taxable year ‘'shall be allowed
as deductions” not being mandatory. (Lebolt & Co. v. United States. Court
of claims of the U. S.)

Accrued interest on instalment-sales contracts not due and payable until
after the purchase price was paid in full, and not paid within the taxable year,
may not be included in invested capital of a taxpayer keeping books on the
accrual basis except as to such interest which it consistently set up on its
books as earned and returned as income in the year paid. (Schmoller &
Mueller Piano Co. v. United States. Court of claims of the U. S.)
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PROBLEM FROM ILLINOIS EXAMINATION
Problem:

The Hot Dog Blast Furnace Company, which has been in operation for a’
number of years, is desirous of putting out an issue of $4,000,000 6%, first-
mortgage bonds to retire an old bond issue and partially defray the cost of an
entire new coke oven plant. Bankers agree to underwrite the issue at a dis-
count of 5 per cent., and at their request you are employed to audit the books
and prepare for publication a certified balance-sheet of the company as of
September 30, 1928, showing thereon the cost of the new coke oven plant.
You are to assume for the purposes of your balance-sheet that the new bond
issue has been taken up by the underwriters as of that date and that the funds
thus made available have been used to retire the old bond issue at 102 and to
pay for, in part, the cost of the new coke oven plant, although these transactions
will not actually take place until early in 1929. The company is to issue addi-
tional stock to the public at par ($50) to provide additional funds needed to
complete the ovens and to reimburse the company for payments already made
to contractors. You are instructed to embody in your certificate a statement
of net earnings for each of the last six fiscal operating periods.

You find the company’s trial balance as of September 30, 1928, as shown
below. The retirement of the old bonds and the issue of the new bonds have
not, of course, been given effect to, and no book entries have been set up to record
contracts totaling $4,500,000 for the erection of a new coke oven plant. Con-
struction work on these contracts had been begun during 1928.

Hor Do BLasT FURNACE CoMPANY
Trial balance, September 30, 1928

Dr. Cr.
Blast furnace, railway tracks, power plants, etc. $1,800,000.00
Coke Ovens. .......coooviinninnenneennennn 1,500,000.00
Realestate. ............. ... ... .. .. ..., 325,000.00
New coke ovens (payment on account to con-
tractor)........ Pt 500,000, 00
Reserve for depreciation—blast furnace, rail-
way tracks, power plant, etc.............. $ 520,000.00
Reserve for depreciation—coke ovens. ....... 1,010,000.00
Cashinbankandonhand................. 125,000.00
Accounts receivable. . .............. ... ... 580,000.00
Notes receivable. . ......................... 105,000.00
Hot Dog Blast Furnace Company bonds in
BF@ASULY . o e eeeee e et e eeeeeaanennnns 250,000.00
Accrued interest, treasury bonds. .. ......... 8,750.00
Inventories, September 30, 1928, at cost .. ... 605,000.00
Insurance paid in advance.................. -~ 5,000.00
Unamortized bond discount and expense .. ... 30,000.00
Accounts payable.................. e 334,000.00
Régerve for local taxes. . ................... 31,000.00
Reserve for federal income taxes: 1927....... 10,328.75
1928....... 51,671.25
Reserve for bond interest................... 35,000.00
Reserve for contingencies (created December
31,1926) . ... e 125,000.00
First-mortgage 7% gold bonds. . . ........... 1,000,000.00
Capital stock (authorized 60,000 shares at $50;
outstanding, 32,000 shares)............... 1,600,000.00
Surplus. . ... .. i e 1,116,750.00

$5,833,750.00 $5,833,750.00
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An analysis of the surplus account for the six preceding fiscal periods, as
disclosed by the books, is as follows:
Hot Dog Blast Furnace Company
Analysis of surplus
Balance, May 1, 1923 ...................... $ 679,791.25
May 15, 1923, cost of relining blast furnace and

coke ovens during March and April, 1923, in
excess of accumulated reserves at April 30,

1923 . $ 70,000.00
April 30, 1924, net profit for year. ... ....... 206,000.00
May 15, 1924, dividend . . . .............. ... 190,000.00
April 30, 1925, net profit for year........... 272,000.00
May 15, 1925, dividend . . . ................. 240,000.00
April 30, 1926, net profit for year........... 195,000.00
May 15, 1926, dividend . . . ................. 175,000.00
Qctober 15, 1926, additional federal income tax

for year ended April 30, 1924............. 4,320.00
December 31, 1926, net profit, eight months. . . 263,000.00
January 15, 1927, dividend . .. .............. 200,000.00
December 31, 1927, net profit for year....... 287,000.00
January 15, 1928, dividend. .. .............. 200,000.00
April 10, 1928, additional federal income tax

for year ended April 30, 1925............. 2,300.00
September 30, 1928, net profit, nine months. . . 308,328.75

September 30, 1928, addition to reserves for

depreciation necessary to make total reserved

from May 1, 1923, to September 30, 1928,

equal to49% perannum.................. 24,000.00
September 30, 1928, cost of relining blast fur-

nace (work done August and September,

1927) in excess of accumulated reserve at

September 30, 1928 . .......... ... ... ... 78,750.00
September 30, 1928, reserve for relining coke

ovens transferred to surplus as it will not be

needed in view of new construction about to

bemade.............. .. .............. 90,000.00
Balance, September 30, 1928................ 1,116,750.00

$2,301,120.00 $2,301,120.00

The following conditions are also disclosed by your examination:

(a) You find that the plant values shown by the books are at cost and that
the provisions for depreciation during the last six fiscal operating periods are as
shown below. You find that an average rate of 4 per cent. per annum on the
book cost of the entire plant at the close of each fiscal period is a reasonable
basis for depreciation; and this rate and method have been acquiesced in by
the treasury department for income-tax purposes.

Depreciation
Plant provided on
Period ended value books
April 30,1924 . . . ... ...l $2,700,000.00 $100,000.00
April 30,1925, .. ... .. .. ... 2,900,000.00 100,000.00
April 30,1926. .. ... .. ... .. ... 3,000,000.00 120,000.00
December 31, 1926. . .................... 3,000,000.00  80,000.00
December 31,1927 . ... . ................. 3,100,000.00 124,000.00
September 30, 1928...................... 3,300,000.00 123,000.00*

* (Including surplus adjustment of $24,000.)
(b) A report of the Wisconsin Appraisal Company made as of September
30, 1928, as a preliminary to this refinancing, is presented to you which states
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that the sound value of the company’s plant, including the real estate, is in
excess of the cost, less depreciation reserves, as shown by the books of account
to the extent of $900,000 exclusive of the old coke ovens, which the appraisers
do not undertake to value.

(c) The contractors who are erecting the new coke ovens have agreed to take
over the old coke ovens and to utilize as much of the material contained therein
as possible in the erection of the new ovens, allowing therefor a salvage value of
$400,000 which is to be applied in reduction of the contract price for the new
?\97535. The process of scrapping may be regarded as complete at September 30,

(d) Blast-furnace relining reserve has been provided on the basis of 25 cents
per ton of iron produced. Coke-oven relining reserve has been provided on the
basis of 10 cents per ton of coal coked. You are to assume that this provision is
scientifically correct and is based on the company’s past experience. Produc-
tion during the past six periods has been as follows:

Iron Coal

Period ended produced coked
April 30,1924 . . .. ... .. ... 98,000 tons 176,000 tons
April 30,1925 .. ... ... 110,000 tons 175,000 tons
April 30,1926. ... ... ... 83,000 tons 149,000 tons
December 31, 1926. ... ... ... ... ... ...... 78,000 tons 110,000 tons
December 31,1927 . ... ... ................. 117,000 tons 160,000 tons
September 30, 1928 .. .. .. ... ... ... .. 39,000 tons 130,000 tons

525,000 tons 900,000 tons

(e) Your examination discloses that the market value of the inventory at
September 30, 1928, was $75,000 in excess of its cost owing to a recent heavy
advance in coal prices.

(f) You are satisfied that the only contingent liability of the company is a
suit for $5,000 breach of contract alleged to have occurred in 1928,

(g) The company’s income tax has been paid and its returns have been re-
viewed and final adjustments made through the year ended December 31,
1927. Deductions for relining costs are taken on the income-tax returns when
the expenditure is actually made and not as the reserve for relining is set up.
The 1928 tax reserve, therefore, calls for adjustment by you.

Prepare the balance-sheet and certificate which, under the condition as out-
lined, you would furnish to the banker. Write off unamortized discount and
expense of old bond issue and the premium paid on the retirement of the issue
as direct surplus charges at September 30, 1928.

Solution:
The following entries are in explanation of adjustments in the working
papers on page 462:

- Explanatory adjusting entries

1
New coke ovens (payment on account to con-
£5 2 Yex L) o 1 $ 400,000.00
Reserve for depreciation—coke ovens. . . ..... 1,010,000.00
Surplus. . ... 90,000.00
COKE OVENS. . . oo ie e $1,500,000.00

To write off old coke ovens and to record
the book loss and allowance for scrap value
of the old ovens.
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2)
Unamortized bond discount and expense .. ...
Cash in bankandon hand.................
First mortgage 6% bonds. ...............
To record new issue of bonds at a discount

of 59,.

First mortgage 7% bonds. .. ...............
Reserve for bond interest...................
Surplus (bond premium)...................
Surplus (unamortized bond discount and ex-
PENSE) . . oottt
Unamortized bond discount and expense. ..
Hot Dog Blast Furnace Company—treasury
bonds............ ...l
Accrued interest, treasury bonds..........
Cash in bankandon hand...............
To record the retirement of the old bond
issue at 102.

Newcokeovenplant......................

Contracts payable. ......................

To record the contracts for the new coke
oven plant and the liability thereon.

(5)
Contracts payable.........................
New coke ovens (payment on account to
CONtractor). . ...voviiinennin e
Cash....... ..o

To transfer the payments on account and
to record the payment of the remainder of
the cash proceeds of the new financing.

(6)

Capitalstock. ... ..... ..o,
To record the sale of 22,000 shares (par
$50) of capital stock at par to provide addi-
tional funds needed to complete the ovens and
t6 reimburse the company for payments al-
ready made to the contractors.
Cost.vviieaneneeeneenn $4,500,000.00
Payment and scrap allowance  3,908,750.00

Balancedue............ $ 591,250.00
Amount of payment made .. 500,000.00
Total.................. $1,Q91,250.00
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$ 200,000.00
3,800,000. 00

1,000,000.00
35,000.00
15,000.00

30,000.00

4,500,000.00

3,908,750.00

1,100,000.00

$4,000,000.00

30,000.00

250,000.00
8,750.00
791,250.00

4,500,000.00

900,000.00
3,008,750.00

1,100,000.00



The Journal of Accountancy

Q)
Contracts payable. ........................ $591,250.00
Cash.................................. $591,250.00
To record payment of balance due con-
tractors.
)
Reserve for income taxes. .................. 47,141.25
Surplus. . ... 47,141.25
To adjust provision for federal income
taxes.
)
Surplus. . ... 34,510.97
Reserve for relining blast furnace........ .. 34,510.97

To record accumulated reserve for relining
blast furnace.

The cost of relining the blast furnace may be determined as follows:
Accumulated reserve at September 30, 1928 (525,000 tons

at25centsaton). . ... ... ... ... $131,250.00
Excess of accumulated reserve at September 30, 1928,

charged to surplusaccount. . ....................... 78,750.00

Total. .. ..o $210,000.00

This amount represents the cost of relining the blast furnace which work was
done during August and September, 1927, and against which a reserve was
built up over the period beginning May 1, 1923, and ending, presumably, July
31, 1927. On the assumption that no iron was produced during the months of
August and September, 1927, and that the production of 117,000 tons was dis-
tributed equally over the ten working months of that year it will be found that
cost of relining was $97,275 more than the accumulated reserve at July 31,
1927. This underprovision should be distributed over the periods beginning
May 1, 1923, as shown in the following schedule, and the profits adjusted
accordingly. (See working papers on next page).

Reserved Actual cost
Tons at 25 cents 46.57+ cents Under-

Period ended produced a ton a ton provision
April 30, 1924. . .. .. .. 98,000 tons § 24,500.00 § 45,642.06 $21,142.06
April 30, 1925. .. ... .. 110,000 tons 27,500.00 51,230.87 23,730.87
April 30, 1926.. ... ... 83,000 tons 20,750.00 38,656.02 17,906.02
December 31, 1926 .... 78,000 tons 19,500.00 36,327.34 16,827.34
July 31, 1927 (11,700

tons X 7mos.)...... 81,900 tons 20,475.00 38,143.71 17,668.71

Total to July 31,1927. ... 450,900 tons $112,725.00 $210,000.00 $97,275.00

The reserve for relining the blast furnace accumulated since the work of re-
lining was completed (presumably October 1, 1927) should be adjusted to the
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basis of 46.57 cents per ton (see adjusting entry No. 9 which is supported by the
following):

Adjusted
Reserved cost
Tons  at 25 cents 46.57-+ cents Under-
Period produced a ton a ton provision

October 1, 1927, to

December 31, 1927

(11,700 tons X 3mos.) 35,100 tons § 8,775.00 $16,347.30 $ 7,572.30
January 1, 1928, to Sep-

tember 30, 1928..... 39,000 tons  9,750.00 18,163.67  8,413.67

Totals. . ............... 74,100 tons $18,525.00 $34,510.97 $15,985.97

Computation of depreciation by periods
Deprecia-
Deprecia-  tion pro- Excess or
tion at 49, vided on deficiency*

Period ended Plant value per annum books
April 30, 1924 ...... $2,700,000.00 $108,000.00 $100,000.00 $ 8,000.00*
April 30, 1925 . ..... 2,900,000.00 116,000.00 100,000.00 16,000.00*
April 30, 1926 . ..... 3,000,000.00 120,000.00 120,000.00
December 31, 1926...  3,000,000.00 80,000.00 80,000.00
December 31,1927...  3,100,000.00 124,000.00 124,000.00

September 30,1928 ..  3,300,000.00 99,000.00 123,000.00 24,000.00

$647,000.00 $647,000.00

Computation of adjustment of federal income tax (1928)

Profitperbooks.............................. $308,328.75
Add:
Reserve for relining blast furnace............. $ 9,750.00
Reserve for relining cokeovens. ... .......... 13,000.00
—_  22,750.00

Reserve for income tax...................... 51,671.25

Total taxable income (upon which reserve for

taxes was computed at rate of 1314%). ... $382,750.00
Deduct:

Actual cost of relining blast furnace .......... $210,000.00
Losson cokeovensretired. . ................. 90,000.00
Unamortized bond discount and expense . . .... 30,000.00
Premiumonbondsretired. .................. 15,000.00

345,000.00

Taxablenetincome.......................... $37,750.00
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Reserve for income taxes—1928................ $51,671.25
Income tax (129, of $37,750.00)................ 4,530.00
Overprovision (see adjusting entry No.8) . . . ... $47,141.25

Hot Doc BLasT FURNACE COMPANY

Statement of surplus account for the period, May 1, 1923, to September

30, 1928
Balance, May 1, 1923........ ... .. ... .. ... $ 679,791.25
Deduct:
Cost of relining blast furnace and coke ovens in excess of re-
serveat April 30, 1923. . ... . ... ...l 70,000.00
Adjusted balance, May 1,1923.......................... $ 609,791.25
Add:
Adjusted profits—for periods ended—
April 30,1924, ... ... ... ... ... ... $ 172,537.94
April 30,1925. . ... ... ... ... .. 229,969.13
April 30,1926. .. .................... 177,093.98
December 31, 1926........... ... ... 371,172.66
December 31, 1927................... 261,758.99
September 30,1928 .. ............... .. 347,056.33  1,559,589.03
Total. . ... ... . $2,169,380.28
Deduct:
Dividends paid........................ $1,005,000.00
Discount and premium on bonds. ........ 45,000.00
Lossonoldcokeovens.................. 90,000.00
Reserve for contingencies................ 125,000.00 1,265,000.00
$ 904,380.28
Add:
Excess of reserve for relining cokeovens (old) . . . .......... 90,000.00
Adjusted balance, September 30, 1928. ... ... .. ... ....... $ 994,380.28

Hot Doc Brast Furnace CoMPANY
Balance-sheet, September 30, 1928

After giving effect to the cost of the new coke oven plant and the retirement
of 7% bonds by issue of new 6%, first-mortgage bonds and the sale of 22,000
shares of capital stock.

Assets
Current assets:
Cash in bankandon hand. ............. $ 633,750.00
Accounts receivable. ... ................ 580,000.00
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Notes receivable. . . .................... $105,000.00
Inventories at cost (market value $680,000) 605,000.00
$1,923,750.00

Unexpired inSUrance. . ............ourrinenennnnnnnnann.. 5,000.00
Unamortized bond discount and expense .................. 200,000.00
Fixed assets (see note):
Reserve for Book
Particulars Cost depreciation value
Coke ovens (under
construction) .... $4,500,000.00 $4,500,000.00
Blast furnace, rail- .
way tracks, power
plant, etc........ 1,800,000.00 $520,000.00 1,280,000.00
Land............. 325,000.00 325,000.00

$6,625,000.00 $520,000.00 $6,105,000.00 6,105,000.00

$8,233,750.00

Liabilities and net worth
Current liabilities:
Accounts payable. ..................... $334,000.00
Reserve for local taxes. . ................ 31,000.00
Reserve for federal income taxes:
1927 . . $10,328.75
1928, .. 4,530.00 14,858.75

$ 379,858.75
Contingent liability

on suit for breach of

contract.......... $5,000.00

First-mortgage 6% bonds. .. ............. ... .. ... 4,000,000.00
Reserve for relining blast furnace......................... 34,510.97
Net worth: :
Capital stock—
Authorized 60,000 shares of a par value of
$50.00 each
Outstanding 54,000 shares. ............ $2,700,000.00
Surplus. .. ..o 994,380.28
Reserve for contingencies................ 125,000.00
3,819,380.28

$8,233,750.00

NoTeE.—The sound value of the company’s fixed assets, exclusive of coke
ovens, as shown by the report of the Wisconsin Appraisal Company was
$2,505,000 at September 30, 1928.

We have examined the accounts of the Hot Dog Blast Furnace Company
for the period from May 1, 1923, to September 30, 1928; the corporate records

468



Students’ Department

and agreements relating to the erection of a new coke oven plant, the retirement
of the 79, first-mortgage bonds ($750,000 outstanding), the new issue of 6%,
first-mortgage bonds ($4,000,000), and the sale of 22,000 shares of capital stock
at par ($50.00).

We certify that, in our opinion, the above pro-forma balance-sheet fairly
presents the financial condition of the Hot Dog Blast Furnace Company as at
September 30, 1928, had the coke oven plant been erected and the financial
transactions been completed at that date.

We further certify that, in our opinion, the amounts shown below fairly
present the net earnings of the company (after providing for federal income
taxes) for each of the past fiscal operating periods ended:

April30,1924. ... .. ... ... ... $ 172,537.94
April30,1925. ... ... . ... ..... e 229,969.13
April30,1926.......... ... ... 177,093.98
December 31, 1926. ... ................. 371,172.66
December 31,1927............. ... ... .. 261,758.99
September 30, 1928 . .. ... .. ... ... ... ... 347,056.33

Total........... ... i $1,559,589.03
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FEDERAL TAX PRACTICE, by RoBertT H. MoONTGOMERY. The Ronald
Press Co., New York, 757 pages.

With the publication of Federal Tax Practice Mr. Montgomery adds ma-
terially to his valuable contributions to the practical aspects of federal income
taxation. His earlier publications, dealing with income-tax procedure under
various income-tax laws, have been perhaps the most widely used of the text-
books on the subject. These books have always had a strong appeal, particu-
larly to those whose interest in tax problems was of the practical variety, be-
cause he has consistently dealt with the subject with directness and simplicity.
The present book is an excellent example of Mr. Montgomery'’s ability to deal
with a complicated and often irritating situation in a clear, simple and orderly
manner, readily understandable by the merest tyro.

In his preface Mr. Montgomery disclaims any intention to attempt the
education of the layman and it is all the more to his credit that he has made the
book simple, even though, as he states, it is primarily intended for the consump-
tion of lawyers and professional accountants. Heaven knows, most of us,
however expert we may believe ourselves to be, frequently end up in a maze
when attempting to discern for ourselves the meaning of many of the provisions
of the law, the regulations and the rulings of the bureau.

The book is divided into three main parts, as follows: (1) procedure in the
treasury; (2) procedure in the board of tax appeals; (3) procedure in the federal
courts.

Accountants will be primarily interested in part I because it is in the practice
before the treasury that problems of a purely accounting nature can be ironed
out, and in that practice the accountant may properly occupy a leading réle.
While their assistance may be invaluable to counsel in proceedings before the
board of tax appeals and before the courts it is the opinion of the reviewer that
accountants should not themselves attempt to represent their clients before the
board. Before the courts they may not.

Mr. Montgomery in his introductory chapter suggests that accountants
should practise before the board only if they have become fully acquainted
with the rules of evidence and procedure, but even if so fortified he points out
that they lack the training and experience necessary to protect the interests of
their clientsin a proceeding which has become as technical as is a hearing before
the board. Without such training and experience he says they will not “be
able to apply their knowledge from memory, on their feet, and without special
notice regarding the legal questions which will arise.”

It is worthy of note that part I, dealing with procedure in the treasury, occu-
pies some 210 pages; part II, dealing with the U. S. board of tax appeals, 168
pages, and part III, dealing with the federal courts, only 51 pages.

In addition to the introductory chapter there is, preceding part I, a chapter
on statutory construction.

In reading part I the impression is gained that Mr. Montgomery has come to
the conclusion that, while there may still be room for improvement, the treasury
on the whole has done a good job in the administration of the tax laws. In
various places he is complimentary. On page 22, for instance, he says of the
special advisory committee, ‘‘ It is to be complimented on being the first body in
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the organizaton of the treasury department which has whole-heartedly and
successfully codperated with taxpayers in reaching a solution of problems which
theretofore had been thought to require the attention of the courts or of the
board of tax appeals”. He points out that there is still ““a tendency . . .
toward too much review’, and says, ‘Too many reviews, like too many
medicines, are inclined to kill and not cure’’. Most tax practitioners will
heartily agree with this good-tempered criticism.

Mr. Montgomery stresses the importance of laying the foundations, in the
earlier proceedings, to comply fully with the procedural necessities at present
in vogue in the trying of cases before a court. Why this should be essential will
always be a mystery to the layman and perhaps this necessity is partly, if not
primarily, at the back of the seeming stupidity of court procedure. One
gathers from the utterances of President Hoover that his proposal to cause a
review of court practices and procedure in general had its origin in just such a
necessity. Why in the name of all that is high does the appellate court in
New York state refuse to review rulings on evidence where the lawyer has used
the word “‘objection’’ in the lower court when the procedure in this state re-
quires the use of the sacred word ‘‘exception” in addition? Mr. Montgomery,
of course, is dealing with procedure as it exists, but the very fact that he recom-
mends that, from the ground roots up, tax cases, no matter how simple, should
be tried not only with the object of winning them, but of laying the necessary
foundation for a court trial (that may never take place) in itself shows a justifi-
cation for President Hoover’s recommendation.

In happier vein Mr. Montgomery mentions the existence of a disposition on
the part of the treasury to meet taxpayers half way in the compromise of con-
tested cases. Heis doubtless familiar with the fact that this spirit has grown up
in the last year or so under the inspiration and direction of Assistant Secretary
of the Treasury Henry Herrick Bond. Most practitioners during this period
must have felt, consciously or unconsciously, the gradual improvement in atti-
tude on the part of bureau officers, extending even to general counsel’s office.
Since Mr. Montgomery’s book was written the review division of that office has
been remodeled by Mr. Bond and is now making a real effort to settle cases by
compromise. What Mr. Montgomery says about the special advisory com-
mittee is equally true of the review division of general counsel’s office as it now
operates.

Federal Tax Practice is a welcome addition to income-tax literature and will
doubtless be as widely read by tax practitioners as Mr. Montgomery’s several
editions of Income-tax Procedure.

In the preparation of Federal Tax Practice Mr. Montgomery acknowledges
the assistance of J. Marvin Haynes, Roswell F. Magill and James O. Wynn.

DoNALD ARTHUR.

LEGAL ACCOUNTING AND COURT AUDITING, by HErBerT L. Davis.
Vernon Law Book Co., Kansas City. 796 pages.
The brief title on the cover of Legal Accounting and Court Auditing is ampli-
fied on the inside title page, indicating its contents and intended scope to bea
treatise on

*“Legal accounting and court auditing—federal and state practice in law,
equity and kindred proceedings—respecting the duties of masters in chancery,
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court auditors, referees and fiduciaries—together with analyses of cases involv-
ing the application of principles respecting accounting, patent infringement
suits and legal precedents pertaining to trust estates, proceedings in partition,
contracts, banks and banking, by Herbert L. Davis, L.L.M,, former referee and
court auditor, supreme court of the District of Columbia, member of the bar
of the supreme court of the United States.”

If thereto be added, by way of perhaps unnecessary further qualifications
of the author, ““instructor in legal accounting and court auditing, National Uni-
versity Law School, Washington, D. C.,” the first impression one gains is that
this book covers a special field of accounting by an experienced and trustworthy
authority, and when one has become familiar with its contents and their ar-
rangement, this first impression will broaden to a conviction that this impor-
tant field and its various branches have been completely and instructively
covered and that the volume is well deserving of a readily accessible place in
the office, library and file records as a much needed, compact source of infor-
mation, guide and reference.

The descriptive title page presents the broad scope of the volume. Of its
contents some 590 pages are devoted to twenty-one chapters classified under
various legal subjects, in relation to which accounting requirements may and do
arise. An appendix of some 130 pages contains the revised rules of the supreme
court of the United States (effective July 1, 1928) and rules of practice for the
courts of equity of the United States, and these are followed by a subject index
and a table of cases cited. The various chapters are devoted to the broader
legal subjects, such as law of contracts; patent causes; constitutional law and its
relation to the work of court auditors, masters and referees; provability of
claims; hearings and procedure; testimony and evidence, trust estates; fees,
commissions and allowances; corporate and individual fiduciaries; debts and
legacies, and numerous others. These broader subject matters are again sub-
divided and grouped into more specific classifications or sub-sections, all pre-
ceded by a descriptive table of contents.

A further subject index then points to the treatment of such special subjects
asaccountants; accounting suits; bankruptcy proceedings; distribution of funds
under accounting; fiduciaries; legal accounting; accounts stated; realization and
liquidation accounts, etc., etc., as they respectively relate or apply to the
broader covering sections on the laws, practice and procedure. This very com-
prehensive detailed arrangement proves decidedly practical and helpful in
facilitating convenient and ready reference.

The chapters are interspersed with a number of illustrative reports, state-
ments and schedules, as submitted in actual cases by auditors or referees, and
accepted and approved by the court. Of interest and importance will be found
the cases and the decisions rendered therein, cited by the author for the avowed
purpose of making readily accessible in such instances the leading precedents
and guiding cases of the numerous jurisdictions. The cases relate variously to
principles and procedures in the numerous branches of legal accounting; to the
guiding principles in the interpretation of written instruments; to approved
services by professional accountants employed under court orders; to the duties,
limitations and restrictions of fiduciaries, etc., etc. Under the latter subject, as
one of various instances, the report of the Hon. Jas. A. O’Gorman, referee in the
action of Gould v. Gould, for the judicial settlement of the accounts of the execu-
tors and trustees of the Jay Gould estate, is cited in full. Thesectionsdevoted,
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among others, to the administration of trust estates, differentiation between in-
vestments and speculation, the commingling of trust funds constituting a crim-
inal offense in New York state, and various other features of the obligations and
accountability of such fiduciaries constitute subjects of vital and absorbing
interest.

Following largely the practical case method, the book thus covers along lines of
actual experience the practice and procedure under which matters of accounting
arise and are referred by the courts to referees, masters, auditors or similar ap-
pointees, and the rules or principles of law and precedent which are to guide and
control them in their duties. The author offers wise counsel in matters affect-
ing both lawyers and professional accountants. He advises a clear division of
responsibilities and duties, with due regard to questions of law and fact for the
purpose of effective coérdination and complete understanding and cobperation.
There are also various helpful and interesting sections on fees and compensa-
tion, and the value and measures therefor of professional services.

In its initial paragraphs the book informs us that it is not intended to cover
instruction in commercial accounting, but that it is a comprehensive explora-
tion in a heretofore practically unsurveyed field and that it is an endeavor,
without sacrificing clarity to set forth tersely definite statements of policy, pro-
cedure and method to be pursued, with a minimum of theory.

It is pleasant to note in this volume that the author is a persuasive and con-
vincing exponent of the character, scope and value of the servicesof accountants
and of the gratifying increase in the value placed on their services by clients.
He refers to the trend on the part of the courts to select qualified accountants as
receivers, assignees and trustees, especially in the active management of going
businesses, and staunchly asserts that this admirable plan has worked to the de-
cided advantage of trust estates. His book is thus in perfect accord with his
sentiments, in that it constitutes a valuable and instructive contribution
towards increased proficiency in the science and practice of legal accounting
and court auditing. As such it is deserving of a warm and appreciative

welcome. W. F. WEerss.

HOW TO ANALYZE COSTS, by CoLEMAN L. MazE and JoHN G. GLOVER.
The Ronald Press Co., New York, 1929. 402 pages.

The purpose of How to Analyze Cosis is to present “a detailed analysis of
the major elements of manufacturing, selling and administrative costs and set
forth a procedure for determining the causes of their variation from the figures
of previous periods or from predetermined estimates.” It is designed primarily
a9’z text for collegiate schools of business.

The first chapter presents the subject of standards, to which constant ref-
erence must be made in later pages of the book, inasmuch as standards serve as
criteria for comparison with analyzed costs.

Chapters two to seven, inclusive, set forth a general description of ideas and
facts with which a reader should be at least superficially familiar in order to
understand fully the cost analyses that follow.

Beginning with the eighth chapter and continuing through part of the
eighteenth there is a description of all the kinds of factory costs customarily
shown by the accounting system, the description of each such cost being fol-
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lowed by detailed analysis of the causes for variations in that cost and by ex-
position of the ways to ascertain such causes. The first of these chapters, the
eighth, describes the analysis of direct material costs; the next, analysis of
direct labor costs, and the others, overhead costs.

The latter part of the eighteenth chapter and the nineteenth and twentieth
chapters discuss analysis of selling and administrative costs. Chapters
twenty-one and twenty-two describe standard-cost systems; chapter twenty-
three, the budget as a set of standards for current costs; and the final three
chapters, ways of making cost information more understandable and more
useful to the executives and accountants who can profit by it.

The general method of ascertaining the reasons for variations in costs, as
presented in this book, is one that common sense would prescribe. A typical
illustration of this declaration is to be seen in the enumeration (p. 106) of
twenty causes of increased direct-labor costs, among such causes being the fol-
lowing: wage increases, poor supervision, idle time, defective equipment,
labor turnover, and others equally obvious to any one able to visualize ordinary
labor conditions in a factory. The value of the book lies, however, in system-
atic, comprehensive classification and discussion of the causes for increases or
decreases in almost all the kinds of costs likely to be found in most concerns.

The descriptions and discussions are concise—perhaps, in some cases, too
concise. The description of line, functional and staff plans of organization in
the first chapter seems, for example, too brief to do anything but confuse
a reader, perhaps the representative business-man type, not already familiar
with such technical nomenclature. Writers of scientific treatises are, of course,
always faced with the difficult problem of properly apportioning space to
incidental explanation not closely related to the main thesis.

Some statements made presumably for the sake of brevity may give a stu-
dent false ideas about the simplicity of really complex conditions. The
authors declare, for instance (p. 225), that the amount in a depreciation re-
serve should equal the cost of a fixed depreciable asset when the asset is retired
from service, so that funds for replacement of that asset will be available.
Unfortunately, however, for the sake of verity in the accounting postulate
that a dollar has always the same value and that, therefore, prices remain
unchanged, the ability to replace a depreciated asset may bear only a haphazard
relationship to the amount of funds reserved by a depreciation reserve that was
built up by basing depreciation on original cost. That the authors sub-
consciously realize all this, of course, is shown by their subsequent assertion
(p. 228) that future replacement cost “should be given some weight in setting
rates of depreciation.” Incidentally noticeable in this particular discussion
is the cautious participation by the authors in a controversial matter (de-
preciation on original cost vs. depreciation on replacement cost). In most
cases they wisely refrain from taking sides in unsettled accounting disputes—
and this their subject permits them to do inasmuch as the purpose of the
book is to analyze costs already incurred and not to set costs, such as depre-
ciation.

Throughout the volume proper emphasis is placed upon the relative position
of accounting in the organization and management of an enterprise. Recur-
rent reference is made to accounting as the tool of management and not as an
end in itself. And emphasis is continually laid upon the necessity for con-
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structive use of cost analyses after such information has been obtained and
compiled for executive guidance.

The viewpoint is a practical yet scientific one. The statements are frank.
The declarations are sound, if occasional allowance be made for exceptions to
statements that the authors doubtless meant to be mere generalizations. The
style is quite readable, although perhaps the occasional use of actual figures
would have made the page after page of technical printed matter, account
classifications and blank forms somewhat more interesting and more tangibly
related to the actual accounting use for which the book is intended.

Authors can not, of course, please everybody, especially when no two opinions
tend to agree in details. Nevertheless, the book seems well worth reading and
keeping available for reference—a good job on a subject not comprehensively
and systematically treated previously.

HENRY SWEENEY.

EXECUTIVES’ BUSINESS LAW, by H. A. TouLMIN, JR. D. Van Nostrand
Co., Inc., New York. 786 pages.

It is pretty generally agreed among accountants that their functions and those
of the lawyer are supplementary; that members of both professions should be
consulted in situations which involve elements of both law and accounting, and
that few practitioners are capable of being thoroughly proficient in both.
However, because of the close relationship of law and accounting in many
business affairs it is also commonly believed that the accountant and the lawyer
each should know something of the other's subject—enough, at least, to
recognize the necessity for the other’s counsel in certain situations.

Executives' Business Law is a book which should be of value to accountants
who wish such an acquaintance with legal matters. It emphatically disclaims
any attempt to provide information which will make legal assistance dispen-
sable, but it does profess to cover, in skeleton form, the whole field of American
law affecting business. It is easily conceivable that regular reference to this
book might keep a business man out of many troublesome situations,

It seems paradoxical to say that a book of 786 pages has the great merit of
brevity, but the statement is perfectly true in this case. The chapter on con-
solidations and reorganizations, for instance, contains a little less than five
pages of printed matter, but it nevertheless includes much information.
The bulk of the book is caused by the breadth of the subject which it covers,
not by any unnecessary discursiveness on the part of the author. The form of
presentation, indeed, is hardly more than an outline, with brief, explanatory
comments. Abundant sub-headings in bold type make it easy to find the
particular topic on which enlightenment is desired.

Each new section is indicated by the tiny-design of an acorn, which may be
either an expression of botanical predilections on the part of the printer or a
reminder to youthful readers that “parvis e glandibus quercus.”

J.L.C.
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A Solution of the Tax Problem
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“CALIFORNIA
TAX LAWS OF 1929”
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(member of the firms of Pace, Gore & McLaren,
and McLaren, Goode & Co.) and VincenT K.
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WEEPING changes in California tax laws are
explained in this book — the only one in its
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legislation. The new Franchise Tax Act, provid-
ing for a tax measured by net income, contains
many innovations. It is considered in every phase,
including a comprehensive statement of the
difficult problem of allocation of income within
and without the State.

The new system of taxing intangible personal
property in California is also carefully analyzed,
with numerous citations and annotations.

Timely, accurate, authoritative, this volume of
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corporations ‘‘doing business”’ in California.
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Price $7.50 postpaid
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Help Wanted

If you are open to overtures for new connection and qualified
for a salary between $2500 and $25,000, your response to this
announcement is invited. The undersigned provides a thor-
oughly organized service of recognized standing and reputation,
through which preliminaries are negotiated confidentially for
positions of the calibre indicated. The procedure is individual-
ized to each client’s personal requirements, your identity cov-
ered and present position protected. Established nineteen
years. Send only name and address for details. R. W. Bixby,
Inc., 125 Downtown Building, Buffalo, New York.

Certified Public Accountant

Member American Institute with well established practice in
Ohio, Kentucky and Indiana has exceptional opportunity for
certified accountant of broad practical experience.

The required qualifications are: college graduate, 30 to 36
years of age; at least four years professional experience; protes-
tant; good character, pleasant personality; good health and
ability to command the respect of and effectively direct staff
assistants.

The immediate requirement is a man who can be rapidly de-
veloped into a chief of staff; the future is much broader.

Replies will be held confidential and should contain an outline
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of Accountancy.
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rience includes supervision of accounting and cost engineering
engagements also report writing and editing. Industrial experi-
ence embraces direct executive control of production, finances
and selling. Can show a record of definite results. Age 35.
C. P. A.in Mass. and N. H;, Assoc. A. I. A,, Mem. N. A. C. A.,
Assoc. Mem. A, S. M. E,, also hold LL.B. Degree. Location in
Boston or New York preferred. Box No. 23, Care of The
Journal of Accountancy.
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Comptroller, Treasurer or Auditor for large corporation. Best
of references. Box No. 22, Care of The Journal of Accountancy.

C.P. A.—(La.) Lawyer

Desires position with large industrial or financial corporation
preferably having Louisiana connections. American Institute
examination C. P. A., University graduate in Law. Taxation
experience. Age 36, now employed. Box No. 24, Care of
The Journal of Accountancy.
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