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Investigative Procedures in Audits for Em
bezzlement » » » by Leonard B. Johnson, CPA

invitation to present this
from a bank teller, knowing the money
paper was made on the premise to be bank funds, can be sent to jail. Ob
that a former Special Agent (account

viously,
a client is not going to pay for
ant) of the Federal Bureau of Investi an investigation of a bookie accepting
gation is qualified, because of his train bets from employees.
ing and experience, to speak on the sub
The government is not restricted in
ject matter “Investigative Procedures its activities by the expense of the in
in Audits for Embezzlement.” It is true vestigation. For example, in a case in
that the training and experience ob volving a bank teller in Chicago who
tained in the Federal Bureau of Inves withheld deposits totaling $1,500, an
tigation is very helpful, but the work of agent spent approximately three weeks
the agent and that of the auditor is, in establishing his case in Chicago, and had
many ways, dissimilar. An accountant the assistance of agents in Florida who
may seldom, if ever, in making an inves located the teller, interviewed him, and
tigation in an embezzlement case, use obtained a signed statement from him.
all of the techniques and methods em In Philadelphia, a contractor doing
ployed by the Federal Bureau of Inves cost-plus work for the government in
tigation.
cluded in his costs the invoices of a sub
The auditor is interested primarily in contractor. Information was received
determining the amount of the shortage, that no such subcontractor existed, but
placing responsibility therefor and pre the contractor maintained that it was a
paring a claim for his client. He is not bona fide subcontractor who had since
particularly interested in the various gone out of business. Many agents
dates of the embezzlement, unless there spent days on days contacting per
is a question of more than one bonding sons in that field of work to determine
company being involved.
if anyone had heard of such a subcon
The FBI investigator, on the other tractor, with no success. Finally the
hand, must have the exact dates on agents resorted to locating the printing
which the offenses were committed in shop where the invoices had been
order that a proper indictment may be printed. After several months, a very
drawn. He also seeks to determine the small job printer in New Jersey was lo
disposition of the money or material, cated who admitted doing the printing
first, to furnish corroborating evidence and was able to identify the officer of
that the particular employee was re
sponsible, and, second, to determine if Leonard B. Johnson, CPA, is a part
any person or persons outside the insti ner in the New Haven, Connecticut,
tution aided or abetted in the defalca accounting firm of T. M. Byxbee Com
tion. Such persons are equally guilty pany. He was an agent of the Federal
and may be prosecuted as principals. Bureau of Investigation for more than
Thus, the bookie who accepts large bets three years.

he

T
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the prime contractor in court as the one
who had ordered and paid for the in
voices. Obviously, a client, under nor
mal circumstances, would not tolerate
such investigative expense.
We have all had experience with vari
ous types of embezzlement and from
available figures it would appear that
we are going to have substantially more
experience. The Lumberman’s Mutual
Casualty Company estimates that fidel
ity bond losses were 11.7 million in
1945, 16.8 million in 1948, and they pre
dict that in 1949 fidelity bond losses
will exceed 23 million. The United
States Fidelity and Guarantee Com
pany estimated, several years ago, that
total losses in the United States due to
embezzlement exceeded 200 million
yearly. Current estimates, by various
sources, place the total at 400 million
dollars.
When an accountant is called in on a
suspected or known defalcation, the
client is interested only in clearing the
matter quickly and inexpensively. The
three broad steps which should be of
material assistance in accomplishing
this goal are summarized as follows:
1. Build up background data as to
the manner in which the shortage could
occur and who could be responsible,
with the aim of establishing a basis for
step two.
2. Thoroughly interrogate all em
ployees who may have been responsible
for the shortage.
3. Obtain a comprehensive signed
statement from the guilty person or per
sons.
The first procedure in building a
background in an audit for embezzle
ment is logically that of reviewing the
system of internal control. By review is
meant to determine how the system ac
tually works and not how some office
manager or official believes it works.
For example, in a case involving forged

discounted notes at a bank by a usedcar dealer, the officials of the bank were
certain that upon receipt of the dis
counted note from the dealer a personal
loan passbook was mailed directly to the
purchaser of the used car. Even the em
ployees responsible for mailing such
passbooks repeatedly assured the inves
tigator that passbooks were always
mailed to the makers of discounted
notes. If this were true, some employee
or official of the bank must have been
intercepting complaints from the al
leged makers of the forged notes. By
patient questioning and requestioning,
it was finally determined that it was the
established practice to mail such pass
books, but that the used car dealer in
question, in a friendly manner, “saved
the bank employee’s time” and was
“good enough” to pick up the passbook
as he left the bank with a comment that
the borrower was at his garage having
something adjusted and he would give
it to him. Alertness for the unusual must
be your watchword.
In reviewing internal control for
weak spots and possible breakdowns,
special attention should be given to the
observation of the principle of rotation
of employees and the taking of vacations
by employees. Experience has shown
that the officials of a company believe
that every employee has taken his an
nual vacation when through question
ing it has been developed that one and
two employees have taken a day or two
here and there but have not had two
consecutive weeks vacation.
Many writers on the subject of fraud
and embezzlement suggest as a panacea
that the investigator place himself in the
position of the embezzler and presto!
solve the case. This may read well in
detective stories but, from the pinnacle
of experience, this technique has little
practical value. The person responsible
for the shortage is not thinking logically
for, if he were, there would be no short
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age. Hence, how can the investigator
who bases his entire case on logic, think
in the terms of the embezzler ? He does
not have the disturbing problems and
emotions which led the victim to his
predicament.
The Federal Bureau of Investigation
is popularly thought to have many
secret methods and devices which en
able them to be so successful in their in
vestigative activities. The FBI’s “secret
weapon” is painstaking attention to de
tail and nothing more. In the FBI every
detail is considered, studied, and its im
portance correlated. Nothing is left to
supposition. For example, in a case in
volving a payroll fraud, the persons
who were alleged to have been on the
payroll of the government contractor
were interviewed and asked if they had
been employed by that contractor dur
ing the period in question. The answer
given was always “No.” Rather than
accept that, the agents investigating the
case required the persons listed on the
payroll to account for every day of their
time during the period in question. The
memories of the men involved were not
accurate and supporting evidence from
other employers and employees had to
be obtained. It was developed that some
of the supposedly false employees had
been employed a day or two at a time
during the period in question. If this in
formation had not been developed prior
to trial, the case would have been sub
stantially weakened if the defense at
torney had been able to bring out at the
trial that some of the men were actually
employed. The investigating auditor
must employ the same painstaking thor
oughness so far as the limitations im
posed by the client will allow.
Another procedure in building a
background in an audit for embezzle
ment is to check the outside activities
of the employees. The person responsi
ble for the shortage must be using the
money for some purpose, good or bad,

9

and it is relatively simple to obtain some
leads in that direction.
One inexpensive device is to obtain a
credit report on each employee. Such a
report may disclose that an employee
is indebted to several personal-loan
companies, has substantial bills unpaid,
or is living beyond his means. Such in
formation does not stamp an employee
guilty of anything, but does furnish the
lead that the employee is under pres
sure. Recent cases in the press have re
vealed that a semiannual credit check
on employees could have disclosed the
sore spots many months or even years
before.
When the client is a bank, it is ad
visable and easy to examine the ledger
of the employees’ own accounts. For ex
ample, if an account shows substantial
deposits at various times, the investi
gator’s curiosity is aroused and he
should determine the source of such de
posits. In a recent case where a bank
teller had frequent small shortages in
his cash, little attention was paid thereto
until it was noted by the auditor that his
checking account was constantly over
drawn. An examination of his canceled
checks on hand disclosed that this teller
followed the practice of cashing small
checks on out-of-town banks so as to
obtain a float for the time it took to clear
the checks. The evidence was not in it
self conclusive, but certainly gave an in
dication that if a shortage existed, that
teller might be responsible.
Office gossip is a vicious but useful
way of determining the living habits
and problems of various employees. An
auditor, without appearing to be too in
quisitive, can obtain very useful infor
mation from this source.
A visit to a local tavern and the local
betting room during lunch hours and
right after office hours is a good source
of general background information. The
fact that an employee frequently visits a
betting room is not proof of his guilt,

10
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but it is true that an employee with a
limited income and a family to support
cannot afford the luxury of putting two
dollars on the daily double.
A great deal of interesting informa
tion may be developed by the odious
task of making a complete search of the
office facilities after hours. Clients gen
erally are opposed to this practice as an
invasion of their employees’ privacy;
however, the desks, lockers, and equip
ment are the property of the client and
should contain no personal items other
than spare clothing, cigarettes, cos
metics, etc. In a recent case, a tally of
the savings ledger cards showed that the
cards were some $3,000 in recess of con
trol. The adding machine tape was
checked, rechecked, and finally rerun
with the same result. A search was in
stituted for a lost card and every em
ployee denied any knowledge thereof.
That evening, after the employees had
left their work and with the assistance
of an officer of the bank, every desk in
the bank was searched and the missing
card was found not in the desk of any
teller, but in the desk of the general
ledger bookkeeper. The ledger card ap
peared to be in proper order with the
exception that the date of a fifty-dollar
withdrawal was not printed by the ma
chine. The total of the card was the ex
act amount needed to bring the ledger
into balance. The general ledger book
keeper, when questioned about the card
next morning, stated that it had been
called to her attention that the book
keeping machine had failed to post the
date and that she was saving the card
to show to the repairman on his next
visit. She stated that she had forgotten
that she had the card. Confirmation of
this account with the depositor showed
the undated withdrawal entry to be false
and led to the disclosure of manipula
tion of the savings accounts by the gen
eral ledger bookkeeper. It would have

been impossible to establish her guilt
had she not taken the card.
On the evening that you decide to
search the office you may be annoyed to
find that some employee apparently
has some work to do and is staying over
time to complete it. General inquiries
among the personnel may reveal that
this particular employee often works
overtime. If this is the case, you may
have one more clue to a possible em
bezzler.
In embezzlement cases involving
complicated methods, such as lapping
receipts, it is necessary for the person
responsible to keep detailed records. In
making a search of the office facilities
close scrutiny should be given to all
papers bearing mathematical calcula
tions.
The investigator, in searching an
office, should not have too much of a
sense of conscience in making his
search. He must remember that he is
looking for a criminal and that the crim
inal has not observed the normal codes
of conduct. The auditor must be careful
not to reveal any personal information
he has obtained in a search of this type
unless it is directly pertinent to the case.
The task of reading personal letters,
diaries, etc., found in desks and lockers
is not desirable or pleasant but experi
ence has shown it to be most useful.
A device that might be of assistance
in quickly closing a case is the form
which appears below.
Date----------X. Y. Company, CPAs
New Haven, Connecticut

Gentlemen:
In connection with the examination of
the books and records of------------------- ,
I submit the following certification:
That as of the close of business on

1. All monies, securities, drafts, notes
and other things of value charged to my
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custody are, to the best of my knowledge
and belief, in good and proper order and
have been made available to you for such
verification as you deem necessary.
2. I do not have in my possession,
custody, or control, any monies, securities,
drafts, notes, or any other thing of value
which are not properly in my possession,
custody, or control.
3. All records of the------------------- ,
whether or not charged to my custody, are
true and correct to the best of my knowl
edge and belief.
4. I do not have knowledge of any in
fringement of any laws, regulations, or in
structions as set forth by any government
or agency of any government having juris
diction over the assets, liabilities and rec
ords of -------------------------------------- .
I take exception to the above as follows:

11

during the evening hours when the
cleaning staff is present, you can place
methylene blue, which is a dye, on some
material which you believe may be
taken. This dye is not evident on the
material but when touched the person
will find that his hands are stained a
deep blue and that he cannot wash it off.
However, clients generally are opposed
to this type of tactic on the grounds of
entrapment.
By this point in your investigation,
you should have developed complete
background information concerning the
operations of the client’s office and the
personnel employed. You are ready to
ask questions.
A word of warning: the employees do
not have to answer your questions and
you should not bring pressure to bear
Signed--------------------to make them. Your own self-assurance
DECLINATION TO SIGN THIS CERTIFICATION
SHALL IN NO WAY JEOPARDIZE THE POSI
that they are willing to cooperate is the
TION OF AN OFFICER OR EMPLOYEE.
most effective way of overcoming op
Experience has shown that an em position.
A second word of warning: inter
ployee who has tampered with the assets
view
the employees in privacy and
or accounts of a client is not usually a
criminal in the ordinary sense of the without having any other employee or
word but has fallen into bad ways due to officer present. It may be desirable, par
pressures and weaknesses. His con ticularly when interviewing women, to
science usually bothers him. He would have another member of your staff as a
like to clear it but does not know how third party.
And a final word of warning: never
to start. He may have self-justification
for having “borrowed” a little cash, but directly accuse the person being inter
he may be unwilling to sign a statement viewed of his guilt unless you have ab
which he knows to be false. Such a state solute proof.
The interrogator must have all of the
ment when used should probably be
given to all employees in a department facts previously developed clearly in his
so as to avoid the unpleasant implica mind. He should not bluff. He should
tion that you believe a particular person be explicit in his questions and require
guilty. The government achieves a simi exact answers. Generalities and half
lar effect by placing persons under oath evasions in replies indicate that some
when questioning them concerning thing is being concealed.
The questions may well start with the
frauds against the government.
If the embezzlement appears to in person’s name, address, birthplace,
volve the actual taking of money or birthdate, marital status, wife’s name,
material, it is possible to identify the place of birth, children’s names, ages
person doing so without going into ex and places of birth, employment history,
pensive surveillances. For example, if schooling, and any other personal ques
materials appear to be disappearing tions you may care to use. The purpose

12
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is to get the person thinking about him
self and his family and the disgrace he
has brought to them (if he is guilty).
The next series of questions should deal
with his personal finances and personal
habits. Intensive and repetitive ques
tioning should be applied where any de
viation appears in facts previously de
veloped. Questions previously asked
should be rephrased and the answers
compared. The questioner should re
main cold and aloof while building up
the emotional strain of the one being
questioned. In most cases no harsh
words should be used and the entire
proceeding should be on a highly digni
fied level.
The employee usually becomes more
and more disturbed and upset and if he
knows anything about the shortage he
may, at this point, begin to talk of his
own accord in a great surge of clear
ing his conscience.
Experience has shown that interroga
tion by two investigators is very effec
tive. Under this arrangement one in
vestigator takes the lead, asks most of
the questions, and appears very unsym
pathetic. The other sits placidly by and
clucks sympathetically and suggests
that the first one is being overly harsh.
After arousing the suspect to a fever
pitch of emotion, the first investigator
leaves the room in disgust. It is often
surprising how much the suspect will
then tell his only friend in the world, the
sympathetic investigator.
In one case, the investigators had the
problem of interviewing seven possible
suspects. Knowing not with whom to
begin, they picked the head of the de
partment who may have had some ink
ling as to the identity of the embezzler.
The department head denied all knowl
edge of any shortage through very vig
orous questioning. However, five min
utes after his interview was completed
and he had returned to his department,
his assistant came and confessed.

The last and final step, if you have
been successful thus far, is to obtain a
signed statement. This should be done
on the spot with no delay. An attorney
would be the best one to prepare such a
statement but it is likely that by the
time you obtained an attorney and
briefed him on the facts, the desire to
tell all would be gone and so would good
proof of the amount of and responsibil
ity for the shortage.
The statement should begin with a
paragraph relating that it is freely and
voluntarily given, that no promises of
reward or threats have been used to ob
tain it, and that the person signing it
realizes that it may be used in a court
of law against him. Then should follow
a complete and exhaustive factual state
ment as to the shortage. In conclusion,
the statement should read that the sign
ing party has read each and every page
and that it is all true to his best knowl
edge and belief.
Clients tend to object to investiga
tions of this sort on the grounds that the
employees are one big happy family.
They are apprehensive that the investi
gation will upset morale. They say that
it can’t happen here. The facts are that
they do have a shortage or suspected
shortage. One member of the family is
not happy. Morale will be low until the
sore spot is removed. Use, or partial use,
of the investigative procedures outlined
here may save many man days work of
needlepoint auditing.
Some may contend that such investi
gative work is in the province of the law
enforcement officer and not that of the
auditor. That may be theoretically true.
But, many clients do not want to report
shortages to the authorities and they
look to the auditor for help. Then too,
in all but the largest cities, local lawenforcement officers are not capable of
making an investigation involving fi
nancial transactions.

Auditing Inventories and Receivables of
Smaller Clients » » by Clifford V. Heimbucher, CPA

the annual meeting of the
American Institute of Account
ants in 1939 at San Francisco the mem
bers approved a report of the commit
tee on auditing procedure entitled
“Extensions of Auditing Procedure.”
That report, which included definitions
of generally accepted auditing proced
ures in the examination of inventories
and receivables, became the basis for
Statement on Auditing Procedure No.
1.
During the ensuing ten years con
siderable attention has been given to
the application of these recommended
procedures in a great variety of cir
cumstances. A review of the published
papers on this subject, however, indi
cates that attention has been directed
almost entirely to the big and the un
usual, while very little has been writ
ten about the small and the usual. It is,
of course, generally true that the
smaller and the more typical the engag
ment, the more easily can standard
procedures be applied. Frequently,
however, in the case of smaller clients,
considerations of time, place, and cost
may appear to present formidable dif
ficulties.
With respect to inventories, the pro
cedure prescribed by Statement on
Auditing Procedure No. 1, as amended
by No. 12, includes a requirement that
the independent accountant be present,
either in person or by his representa
tives, at the inventory taking, and by
suitable observation and inquiry satisfy
himself as to the effectiveness of the

methods of inventory taking and as to
the measure of reliance which may be
placed upon the client’s representations
as to the inventories.
The problem with which we are con
cerned arises when an independent ac
countant has a number of clients taking
inventory at the same time, and the
manpower available to him is insuffici
ent to enable him to cover all of these
inventories at once. The problem may
be even more difficult if the clients are
located some distance from the account
ant’s office. This not only increases the
manpower needs, but some of the
clients may be reluctant to pay the
added travel expense involved in mak
ing an extra trip at inventory-taking
time.
There are certain recognized means
of ameliorating this problem, such as
recommending to clients the use of
natural business years, wider use of
perpetual inventory systems, and the
employment of correspondent firms or
other competent part-time local assis
tance.
Assuming, however, that these meas
ures are impracticable, the problem is
still more apparent than real, and arises
from a too literal interpretation of the
prescribed auditing procedures. Usu
ally the difficulty can be overcome by a

At

Clifford V. Heimbucher, CPA, is a
partner in Farquhar & Heimbucher,
San Francisco, and a member of the
American Institute committee on state
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combination of advance planning and
some inventory testing at the time the
remainder of the audit work is per
formed, after the inventory has been
taken. Statement on Auditing Proced
ure No. 1 states that the extent of the
required additional procedures will
necesarily vary with the circumstances,
because the independent auditor is
justified in giving consideration to the
effectiveness of the internal check and
control as applied to the procedure of
taking physical inventories.
Some measure of internal control
can generally be achieved by discus
sions with the client in advance of the
inventory taking. This advance plan
ning should provide for whatever
checks the independent auditor con
siders appropriate in the circumstances,
such as provision for dual counting,
competent supervision, and other rec
ognized controls. Later, at the time the
remainder of the audit work is per
formed, the auditor should satisfy him
self by an inspection of the inventory
tags and summaries, and by oral discus
sions with those who actually took the
inventory, that the planned program
was, in fact, followed. Having so satis
fied himself, he may then limit his own
verification of physical quantities to a
comparatively small number of tests.
In making such tests it is almost al
ways possible to build up a partial per
petual inventory record. The auditor
can count some of the quantities on
hand, and by a careful review of the
sales and purchases which have oc
curred since the date of the physical
inventory, satisfy himself that the quan
tities shown on the inventory actually
were on hand. This procedure may be
applied either to individual items or to
groups of items or departments, which
ever is found to be more practicable in
each case.
Such tests should naturally be sup

plemented by an adequate review of all
of the book records related to inven
tories, including, where applicable, a
comparison of gross profit ratios for
the period under review with those for
other periods. Frequently, in the case
of smaller clients, such ratios are suf
ficiently stable as to be distorted by any
material error existing in the physical
inventory figures.
The procedures outlined are not in
tended to be all-inclusive or to be ap
plicable in all cases, but are presented
merely as examples of methods which
can be used. Other adequate proced
ures can be developed to apply to spe
cific cases. The two important con
siderations to keep in mind are that
the auditor should have some physical
contact with the inventories, and he
should satisfy himself that the client’s
representations as to the inventories
can be relied upon. This satisfaction
should be based on procedures which
he has adopted in a given case because
he considers them appropriate, and not
merely because they conform to some
prescribed minimum standards.
With respect to receivables, State
ment on Auditing Procedure No. 1, as
amended by No. 12, requires the inde
pendent auditor to confirm notes and
accounts receivable by direct communi
cation with the debtors. The method,
extent, and time of confirming receiva
bles in each engagement, and whether
of all receivables or only a part, how
ever, are left to the judgment of the
auditor. Usually this problem can be
solved more easily than that relating to
inventories because of the greater lati
tude of time.
Normally in the case of smaller
clients this requirement can be met by
confirming all or a portion of the re
ceivables by the negative method, using
gummed stickers or a rubber stamp ap
plied to statements of the debtors’ ac
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counts prepared by the client. If it is
impracticable for the auditor to be pres
ent at the client’s office at the time
these statements are ready for mailing,
usually the client has no objection to
mailing all of the statements to the
auditors’ office, where the confirmation
work can be performed.
An alternative procedure is to send
out positive confirmation letters to a
selected portion of the debtors. This
can be done at the time the remainder
of the audit work is performed at the
client’s office.
Another alternative procedure is to
attach stickers or impress a rubber
stamp to statements prepared by the
client as at the close of the month or
other billing period subsequent to the
close of the fiscal period. If this method
is followed it is, of course, necessary
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carefully to review the transactions of
the intervening period, particularly to
be certain that the recorded collections
are what they purport to be.
As in the case of procedures adopted
for the verification of inventories, the
independent accountant should choose
methods which in his judgment are
adequate in view of the internal con
trol, if any, which obtains, the nature
and amount of the receivables involved,
and other circumstances discovered in
the course of the audit.
Again, as in the case of the methods
outlined for inventories, these sugges
tions with respect to the verification of
receivables are not intended to cover
all cases, but are offered in the hope
that they may be helpful in developing
adequate procedures in individual
smaller engagements.

What Are Adequate Financial Statements
for Credit Purposes? » » » by T. W. Johnson

between bankers am sure this procedure not only has
and members of the accounting been beneficial to the banks, but that
profession have been excellent. This
business has benefited greatly as a re
has been true not only on the national sult of this objective analysis under
level between our national organization taken by outside accountants.
of loan executives and credit men, the
I should like to take this opportunity
Robert Morris Associates, and the to comment on the very fine work done
American Institute of Accountants, but by the accountants as a group, and the
also the relations of our various chap very great progress that continues to
ters with the local accountants and ac be made in this field. The assistance
counting organizations have likewise given to bankers has been especially
been good. This has been particularly helpful in connection with bank loans
true since 1920, when the first Commit and credits. The banker, one of the
tee on Cooperation with Public Ac accountant’s ultimate consumers, and
countants was formed. For the past doubtless one of the largest, receives
few years, the Associates Committee far better audits today than formerly.
on Cooperation with Public Account
Accountants are doing a very com
ants has been under the able chairman mendable job, and I should like to
ship of S. Allen Pippitt, of the Chase stand up here and extol their virtues,
National Bank, New York. The mu but that’s not what the program chair
tuality of interests makes close associa man told me to do. I am supposed to
tion a natural and logical development. say what’s “wrong”; hence, that’s what
From this have sprung many advance I shall have to do.
ments in accounting and auditing tech
Perhaps it is a little harsh to say
niques, and a better understanding of what’s “wrong.” Rather, I shall en
the problems.
deavor to offer some suggestions
Within the business experience of whereby the accountant, from the view
most of us, statements and audits have point of the banker, if I may be so
become of general use. Back in the bold, might make his services of even
early twenties, a banker almost of greater value, not only to the banker
fended a customer when he insisted on but to the client as well. I should be
an audited financial statement; in fact, less than honest if I did not tell you
he was fortunate to get any statement that in several sections of the country
figures whatever. Now, it is most un
usual for a company of even moderate Theodore W. Johnson is a vice presi
size to borrow from a bank without a dent of the Security-First National
definite requirement of an audited Bank of Los Angeles and has been as
statement; in other words, an inde sociated with that institution for thirtypendent certification of the figures. I two years.
he relations
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bankers have expressed much concern
over the poor quality of some audit re
ports coming to their attention since
the end of the war. The reasons given
for such inadequacies are varied, but
I can assure you that every effort is
being put forth by our respective
groups to counteract such trend and to
meet the problem “head on.”
While attending a directors meeting
of the Robert Morris Associates at
Cleveland a few months ago, among
other things we were told that con
sideration is being given by your asso
ciation, or jointly, to try to prepare for
general distribution an outline repre
senting the thinking of both groups
with respect to the subject of this talk:
“Adequate Financial Statements for
Credit Purposes.”
It was also the conclusion of our di
rectors at the meeting in Cleveland that
much good could come from discus
sions on this general subject at the local
level, and that both groups should con
tinue to encourage meetings and, espe
cially, personal discussions between
loan officers and credit men with the
accountants in their own areas. By
these frank and soul-searching discus
sions, a common workable understand
ing may be reached with those with
whom you personally deal and have
business relations—in any event, they
are the ones to be satisfied. I am well
aware that much progress has already
been made in this direction, and in
many areas beneficial results have been
obtained from such informal discus
sions.
In speaking before the annual state
meeting of the California Certified Pub
lic Accountants held in Los Angeles
two years ago, I endeavored to develop
the thought that accountants and bank
ers were a most essential part of the
team of management, and that account
ants, along with the bankers, had a
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real responsibility in endeavoring to
cause management to do a better job.
The terrific mortality figures in busi
ness were pointed out, and I endeav
ored to emphasize the fact that these
failures were largely attributable to bad
management. It has been aptly said:
“Good management can survive bad
balance-sheets — good balance-sheets
cannot survive bad management.”
I should like to pursue the thinking
along this general line, but to tie it in
more closely to the accountants’ rela
tions with the banking profession. In
this manner, I hope to be able to point
out some of the problems that a bank
loan officer has to contend with, and
the very great contribution that can be
made by accountants in this field of
bank credit, which, it is felt, will very
greatly redound to the benefit not only
of the accountant’s client, the account
ant himself, and the bank, but, what is
more important, to our over-all econ
omy and the private enterprise system.
Frequently, when a company gets
into financial difficulties and at a time
when it may owe money to the bank,
the responsibility for the very existence
of the company, as well as the employ
ment of hundreds of people and, many
times, perhaps the preservation of the
community’s main industry, all rest in
the palm of the banker. One decision
from him, and the business might be
compelled to close forever. This is a
responsibility so profound that conclu
sions must be based on sound informa
tion and very careful and intelligent
reasoning. A bank, after all, is a trustee
of money, and personal friendship or
sentiment cannot under any circum
stances enter into any relationship.
It is recognized that all businesses
cannot be saved and, indeed, should
not be saved. Our economy is predi
cated on the preservation of the strong
est, and it is on occasion necessary that
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the weak, unsound businesses be
sloughed off. A banker’s approach,
however, must be constructive at all
times. If there is a way to save the loan
and the business, that way must be
found; if it is not possible to save both
he has the responsibility and the obliga
tion to save the loan at the expense of
the business.
The path of a loan officer is not an
easy one; he must make decisions and
hope they are the right decisions. In
order to formulate right decisions, they
must be predicated on sound informa
tion and, above all, the facts; and it is
here that a very close relationship must
exist between the accountant and the
banker.
As a result of the long, favorable
economic climate that has existed, say,
for the last ten years or more, many
business people and, I might add, bank
loan officers—and also accountants—
are not seasoned. It is hard for them to
understand that what goes up can come
down, that volume of business can
virtually drop to nothing overnight,
and backlog disappear in the twinkling
of an eye, that handsome profits one
month can turn to substantial losses
the next; and that management, of
which we felt very confident and proud
on the upswing, can turn out to be
most incapable and absolutely helpless
on the downswing, with no conception
of what to do or how to do it as the
business heads toward disaster.
I should like to impress upon you,
as members of the team of manage
ment, and as I have endeavored to im
press on other groups of bankers, to
assume the role of “financial doctor.”
Our “body”—business—needs this
professional talent very badly. Tell
your client that he is treading on thin
financial ice, go over the financial
statement with him, point out the risks
being assumed because of his unbal

anced financial condition; if permanent
capital is needed, explain why he
should get it rather than take the pre
carious road of depending on short
term creditors to furnish it. Make him
conscious of financial planning and the
danger of drifting on an uncharted sea.
Make clear to him the break-even point
and the reason why the lower the
break-even point the more sound the
business from a credit or economic
standpoint in the event of a business
decline. Also make it clear that lack of
volume is not always the reason for his
trouble; and there is grave danger in
thinking so. Many concerns have failed
by waiting for volume to increase,
rather than cutting down expenses to
meet existing volume. The break-even
point can be reduced considerably, but
it takes real courage.
I know of one particular company
which was operating at a volume of
$100,000 per month and making a fair
profit. Suddenly, volume dropped vir
tually overnight to $75,000, as the re
sult of which, over a period of several
months, the concern lost money. Out
side assistance was called in and, be
tween the bank and the outside repre
sentative, these losses were stopped.
The management had insisted that the
only way the losses could be stopped
was for the volume to pick up. We
pointed out that if this were true, the
company might not be able to last it
out, as there was no indication that the
volume could be increased, at least
within any reasonable time. Immediate
steps were then taken to reduce this
break-even point; in fact, it was re
duced so that on a volume of $50,000
this company would break even. This
required very drastic action but, now,
on the present volume of $75,000, a
good profit is shown. The impossible,
in the opinion of the management, had
been accomplished.
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Another factor worthy of remember
ing is that, in all cases, more money is
not required to improve the status of a
business that might be in trouble. This
is dangerous thinking. In many cases,
too much has already been loaned, and
the company has spread out too thin.
Let us not overlook the fact that bor
rowing, on many occasions, merely
covers up the mistakes made by man
agement. If such funds could not be ob
tained, management would be forced to
analyze its problems and take correc
tive steps to relieve its financial strin
gency. These problems might have
come about as the result of an accumu
lation of poor credit risks which were
slow in paying, and thus creating a
financial stringency; or, possibly, the
company had excess inventories, which
might be becoming obsolete or unsale
able, and which should be moved out
posthaste and the funds realized there
from. Another factor might be insuf
ficient profits due to the high costs or
excessive overhead. Many times the
trouble might be wholly inadequate
management.
My plea is that we must be business
“doctors” — not “undertakers” — and
we must study the causes of business
ills as well as remedies. I believe this
approach is not at all at variance with
the subject assigned to me, for I am
convinced that if, as accountants and
bankers, we get the facts and are able
to interpret intelligently their signifi
cance and obtain a true perspective of
the company’s operations, we shall
have “Adequate Financial Statements
for any Purpose.”
In developing some of this material,
I felt it desirable to try to express what
bankers in general thought constituted
“Adequate Financial Statements for
Credit Purposes,” and not base it en
tirely on my own thinking, so I talked
with a large number of bankers.
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One of the first bankers I asked for
a suggestion on this specific topic made
the outburst: “Balance-sheet audits
with no comments—these are the worst
things we have to contend with!” He
went on to say: “The customer paid
his money for what ? What does he get
for his money? The accountant’s cer
tificate should mean something or it
should not be signed by him.”
It is true that such a balance-sheet
audit has little value, and the banker
has no comprehension as to its accuracy
or the weight he can attach to the fig
ures in the absence of comments from
the auditor. We have frequently seen
these so-called balance-sheet statements
on the letterhead of a CPA which are
used by the business to obtain credit.
I know that within your organization
there has been considerable discussion
on such letter balance-sheets, and I as
sume that ultimately you will work it
out in your own way. For our purpose,
however, I cannot help but agree with
my banker friend who asked: “What
does a customer get for his money?”
Another troublesome condition is the
sharp increase in the so-called monthly
bookkeeping type of accounting ar
rangements. Both CPAs and other
public accountants, he pointed out, find
monthly closing of books and the filing
of routine reports a very profitable en
terprise. The figures for the fiscal year,
in skeleton detail, he added, are also
usually prepared by the same people
and in the same routine manner, and
their clients consider the figures ade
quate for credit purposes. This banker
said that he found many such account
ants generally are ignorant of what
banks need and, worse, they compro
mise accepted audit practice.
As an example, he related that re
cently they had a statement filed with
them by a CPA showing a net worth
of $80,000 and $70,000 working capi-
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tal. Included in the current assets of
this sole proprietorship, as shown by
the statement, was: “Municipal Bonds
—$35,000.” The bank, for other rea
sons in this case, requested security on
the loan and asked that the bonds or a
portion of them be brought in. About
$25,000 of the bonds were delivered to
the bank, and it turned out that they
were registered bonds, and of these
only $4,000 were in the proprietor’s
name; $10,000 in the name of his child;
and approximately $11,000 in the name
of another relative. This banker also
stated that another extreme case was
where “Automobiles Driven by Sales
men” appeared in the accounts re
ceivable.
He added, rather caustically, that
these particular practitioners were
charging fees equal to or in excess of
what capable firms would charge.
This banker also felt that definite
future commitments for fixed assets
expansion should be put into the text
of the report or, at least, footnoted.
In the event of a subordination
agreement, as the result of which one
or several creditors might have a pref
erential treatment, this should be
noted in the report, which should also
show the priority of obligations, if any.
It seems that more frequent use is
being made of subordination arrange
ments than heretofore.
Another banker told me that too
many accountants—and this includes
some large national names—take the
viewpoint that their expression of opin
ion should be sufficient, based on their
reputation. While we do not question
their judgment, the banker added, or
the integrity as such, it is the banker
who makes the loan and who must be
the judge of its goodness. Therefore,
this banker felt, regardless of the opin
ion of the accountant we must have suf
ficient detailed information so that we

may judge of the true quality of the
assets and not merely be guided by the
quantity as shown in the auditor’s re
port. They may be good accountants,
he concluded, but they are not the
credit grantors.
One item of very great importance,
particularly at this time, is inventory.
We hear, on all sides, cautions and
warnings regarding the accumulation
of inventories and, especially, their
vulnerability to possible rapid market
declines, all of which points up the
need for close control. Our question,
therefore, is: What is the true value of
the inventory? If, as an accountant,
you have not checked this item in the
statement so that you can certify as to
its reasonable value, in my opinion the
statement has no real value whatsoever
to the banker, no matter how exhaus
tive the remainder of the audit may
have been and how much detail you have
gone to in arriving at the other figures.
This is assuming, that inventory is a
sizeable item in the balance-sheet.
Let me give you an illustration: In
this case, the company had made a very
large amount of money during the war.
In the adjustment period after the war,
it had considerable trouble getting it
self back on a profit basis. The bank
had a sizeable loan, arising in part as
the result of war operations. An audited
statement had been made up each year
for two or three years past. Imagine
our surprise when, in connection with
the possible sale of the business, it de
veloped that, as of the date of the last
audit, the inventory was overstated by
$250,000, so that the net worth of the
company, which was approximately
$500,000, was reduced, roughly, by one
half. This might have been a mortal
blow had we, as bankers, not adopted
a constructive approach by giving the
going basis instead of immediately placcompany time to effect a sale on a
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ing the company in bankruptcy. In the
latter event, we probably would not
only have lost money ourselves, but
the company and the stockholders
would have lost everything. It is un
necessary to go into detail as to how
this mistake happened; the point is, it
did happen. Thus, I say, of what use is
an audit report under these circum
stances if such a thing is possible ? The
$250,000 amount was purely “fluff,”
and represented nothing but accounting
figures in the inventory.
Another instance was that of a manu
facturing concern capitalizing factory
overhead, which figure was running
350 per cent of direct labor against an
average in this industry of 150 per cent.
Accounting reports—that is, outside
certified audit reports—also followed
the procedure of the company, with no
comment as to the percentage of bur
den being used. Obviously, this inven
tory figure was misleading to the bank
in evaluating the credit risk and, I
think, misleading to top management
and directors. It finally resulted in vio
lent write-downs on the company’s
books with the resultant effect on prof
its and net worth. Very fortunately,
the company was able to absorb these
losses, running into several hundred
thousand dollars, without a disastrous
effect on the bank loans, although the
adjustments materially altered the com
pany’s balance-sheet from a credit point
of view. It is obvious that a company
cannot possibly lose money as long as
it capitalizes its expense items or
charges into work-in-process all the
costs irrespective of the proportions.
Along this line: How about commit
ments for merchandise which are dis
proportionate to the volume of business
currently being done, or call for the
payment of prices higher than current
market? Are they being shown in the
reports ? Any such significant purchase
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commitments should be definitely men
tioned; the terms should be outlined;
and it should also be noted whether or
not they are cancelable and under what
conditions. I do not know whether you
do or whether you do not, but I merely
point this out as an observation. This
could be a real factor of risk to the
banker and to the company.
There is the case of a certain manu
facturing company that heretofore
made a proprietary article selling at a
fairly substantial figure. In anticipation
of a large market for this item, it ac
quired a very sizeable inventory. This
inventory consisted of various items
used in the manufacturing of this arti
cle, and also some purchased fabricated
parts. The company has gotten into
some financial difficulty and, at least
for the time being, has suspended op
erations in so far as manufacturing
this particular proprietary article is
concerned, but is operating the plant
as a job shop. The inventory of this
company will today run possibly $500,000, according to the cost figures and,
I may add, according to the book fig
ures. I know, however, from definite
experience and having obtained ex
perts’ advice in this respect, that if
this over-all inventory were to be liqui
dated the company would be fortunate
to realize as much as $100,000. The
reason, of course, is that, to a very
large extent, the inventory represents
special parts, including fabricated units,
to go into the proprietary item formerly
manufactured. The use, therefore, is
distinctly limited and there is no gen
eral market. There is no indication that
this item will again be made in the im
mediate future; in any event, much of
the parts inventory would be obsolete.
I merely raise the question: If you
were making a report—an audited re
port on the affairs of this company—
what figure would you show in the in
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ventory, assuming, as in this case, no
adjustment has been made on the books
to reflect the current situation? Per
haps, under the circumstances and un
der accounting procedure, you may not
be required to make inquiry beyond the
figures or to reduce the value thereof
to a liquidating value; still, neverthe
less, if such a report were being sub
mitted to a bank for credit purposes,
should it not contain some reference
—some factual reference—that would
put the banker on notice so that he can
make further inquiry to the extent that
may be necessary in considering the
credit application? I know of recent
instances where no such references
were made by the accountant.
I realize there may be bulletins is
sued by the American Institute of Ac
countants covering, in a very specific
manner, some of these matters I have
mentioned. Notwithstanding, these
things happened, and are happening,
and that is the point I wish to make.
A case in the East was reported to
me by a banker, where a company had
filed an audit report for credit pur
poses. The report revealed that the
company had notes receivable, set up
as a current asset—which were due
within a year, to be sure—but these
notes had been renewed over a period
of several years. Obviously, the mere
fact that they had been renewed for
such a long period would have been a
clue that they really were not capable
of being converted into cash in any
reasonable time and, therefore, were
not a liquid asset. Nonetheless, the
CPA’s report classified and showed
these notes as a current asset. In this
instance, the amount of the notes was
fairly large and was a distinct factor in
the consideration of the credit. This
banker felt that the accountant should
have pointed out the fact that the notes
had been renewed on several occasions

because, obviously, it materially af
fected the goodness of that asset. This
particular banker, who has had con
siderable experience in his profession
and, likewise, has worked very closely
with the accounting profession in his
city, concluded his remarks by stating
that he found no cause for criticism of
accountants who present the results of
their work in their reports, clearly stat
ing the facts pertaining to the goodness
of the assets, and all the liabilities—
enough to let the banker know the true
financial position of the company.
In connection with accounts receiva
ble : How good are they ? Does the re
port contain an aging? Is there a seg
regation of any accounts receivable
from others than customers? And are
they properly explained ? If there is any
marked concentration in a few large
accounts, it would be interesting to
have this pointed out. Of course, it is
highly desirable that the auditor make
the usual test of the accounts receivable
by communication with the debtor.
If the bulk of the business is con
fined to a relatively few accounts, it
would be helpful if the principal ac
counts were listed—let us say, the top
ten accounts. In the event there are re
strictions on any receivable, such as
“Payable only from income if and when
received” (specifying the particular
source of such anticipated income),
this should be noted in the report. Such
a situation is rare, but I have seen re
ports where such items were not prop
erly commented upon, and it seems to
me that accountants should be on the
watch for such cases. Such an item
would not be a true receivable in the
general sense of the word because pay
ment could not be enforced except as
and when it was liquidated from the
particular source indicated. We re
cently had such a situation in analyzing
the receivables of one of our customers;
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the amount was quite large, and no ex
ception was noted by the accountant in
the audit.
Another observation would be with
regard to taxes. The report, it would
seem, should in every instance make
reference to the status of taxes. In all
cases, the auditor should state the date
of the last income-tax clearance, as well
as indicating any further assessment
for subsequent years. During these
days, these items are large, and they
have much more significance to bank
loan men than in the past.
Are there any tax liens of record?
As you doubtless know, when a tax lien
is recorded with the county recorder it
becomes a lien against all of the realty
or personalty of the debtor; hence, the
debtor’s inventory, accounts receivable,
etc., are all surcharged with the lien of
these taxes and, in the event of any
loan being made on the inventory or
receivables, or unsecured for that mat
ter, the position of the bank in regard
to the loan or security would be inferior
to that of the tax lien. This information
would be extremely vital to a banker.
A southern banker reported to me a
case where a partnership had been con
verted into a corporation. There were,
apparently, some $20,000 of taxes due
by the partners in connection with the
partnership, but which were not set up
in the corporation figures. The corpora
tion, as I mentioned, had taken over the
partnership assets. The bank made a
loan to the corporation; subsequently,
when pressure for payment of taxes be
came great, the bank was called on to,
make a further loan to the corporation
to pay these individual taxes. My
banker friend felt that, in view of the
nature of the situation, the existence of
these taxes should have been indicated
in the corporate statement, or men
tioned in some manner in the report, so
that the bank would know that these
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taxes were not provided for in the cor
porate setup. These taxes could have
been a disturbing factor in any credit
relationship if not paid.
Under the theory of law governing
federal taxes, you are doubtless famil
iar with the fact that the lien of the
government in such an instance would
appear to follow the assets and, under
certain conditions, it could well be that
the government, in the event of non
payment of such taxes, could assert its
lien against the assets held by the cor
poration.
If it is a partnership statement, we
should be interested in seeing some ref
erence to the status of the individuals’
taxes. We know, of course, that, tech
nically, the taxes in the case of a
partnership are an obligation of the in
dividuals themselves and not of the
partnership. While this is true tech
nically, on the other hand, and in most
instances, the only way the individual
can get the money to pay the taxes is
to draw it out of the partnership;
hence, for practical purposes, it be
comes an obligation of the partnership
and, as bankers, we should like to know
the status in every case. For this reason,
either in the text or as a footnote, it
would be extremely helpful to have in
formation as to the partners’ probable
tax liability-—how much has been paid
—and how much still remains to be
paid. Again, this may not be strict ac
counting, or it may be in violation of
accounting principles established on a
national basis, about which I know
nothing. I merely point it out as an ob
servation and as to what we should like
to see in an audit report. I know I
speak for bankers generally in hoping
that, somehow, accountants may recon
cile their thinking on a national basis
so as to include this important informa
tion in their reports.
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It is presently common practice for
some of the larger concerns to sell their
land and buildings to financial institu
tions, mainly insurance companies, en
tering into long-term leases thereon.
This, of course, is a matter of financial
policy in these companies, enabling
them, in addition to other possible ad
vantages, greatly to increase their work
ing capital. These leases, however, rep
resent considerable potential liability,
and reference thereto, certainly should
be made in any financial reports.
The expectation of still lower prices
has resulted in the slowing up of sales
on all levels. To meet this problem, some
companies are resorting to price pro
tection arrangements under which they
agree to make rebates to dealers in the
event of a further price drop within a
specified period. In some instances,
dealers pass this protection along to
their consumers. This has become
rather general practice, I am told, for
packers of canned goods and various
other manufactured items. Such an ar
rangement by any given company
could, from a credit standpoint, repre
sent a real liability. In the event that
there is no disclosure on the balancesheet in the form of reserves, etc., it
would seem that appropriate comment
should be footnoted on the statement or
mention thereof made in the report.
Similarly, in many companies, we
have noticed that the item of Service, in
connection with product manufactured
by the company, is of real significance,
and appropriate reserves would be in
order. It seems to me it should be the
accountant’s responsibility to see that
such reserves are established and are
fully adequate. This is more significant
now as a result of changes and improve
ments in engineering new products to
stimulate sales in an effort to hold up
volume. Many times, due to competi
tion, these new products are being

marketed before they are adequately
engineered or field tested.
Several bankers have expressed their
conviction that they have the feeling
that many CPAs have been negligent in
determining and reporting on contin
gent liabilities in general.
“Good Accounting Practice”—these
words, many times, may be an alibi or
an excuse for not using one’s own im
agination and judgment.
In talking with an investment banker,
he said that they had an employee who
had originally been trained as an ac
countant. This particular chap had not
progressed very far and, in discussing
his deficiencies, his superior indicated
that perhaps he did not have the proper
opportunity for training; in fact, the
office man over him for a good many
years was one that discouraged inde
pendent thinking. He said that he was
concerned about this man because he
felt that he had gotten into a rut and
had almost ceased to think for himself.
As evidence, he said that this man
had considerable to do with analyzing
certain statements. He always persisted
in classifying an item on the balancesheet in a certain manner and, on sev
eral occasions, he was challenged by
this particular investment banker as to
his judgment and reasoning in this re
spect, the banker pointing out that there
could be no question as to the fact that
it should be classified differently and
that, if he just used a little common
judgment, he would see why it was so.
The employee consistently refused to
discuss the question, brushing it aside
with the comment: “All I know is that
it is ‘good accounting practice.’ ”
In the banking field, and particularly
the lending or credit phase of the busi
ness, there is an old bromide: “The
first loss is the smallest.” I shudder to
think how many times that slogan has
been used as a substitute for thinking.
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Many businesses might have been saved
had not the loan officer accepted this
palliative, making it unnecessary to
reach conclusions the hard way by using
his mental processes. Obviously, there
are times when “The first loss is the
smallest,” and when it is “good account
ing practice,” but if, as I have no
doubt, many times it is used as a sub
stitute for thinking, then, I am sure you
will agree with me, often unintelligent
decisions are made as a result of it. We
must be sure not to give such words or
slogans more meaning than originally
intended.
In discussing this subject with him,
a Southern banker friend of mine said
that in talking with an accountant about
the insufficiency of an audit report he
had turned in, he was very much sur
prised when the accountant told him:
“I don’t have time to do all that detail
—I let my client make up the working
papers—I have an honest client.” Irre
spective of how honest a client is, this
banker said, it did not seem to him
consistent with the obligation of the
accountant to issue a certificate in such
an instance. He added that he had had
several audit reports submitted to him
which, in his opinion, were not at all
complete, and that he has made it a
practice to call in the accountant on
each occasion, discussing the report and
giving him the benefit of constructive
criticism on points which were left out
and which, he felt, from the bank’s
standpoint, should have been in the re
port. This, obviously, is constructive
action on the local level.
I have known numerous instances
where a banker has been severely crit
ical of an accountant as a result of the
incompleteness of a certified statement
submitted for credit purposes. The
banker has gone so far as to call in the
accountant and severely criticise him
for making up and submitting such an
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incomplete, and, in the banker’s mind,
valueless report. I am afraid, however,
that in at least a few of these cases the
banker did not realize that perhaps the
bank’s client is the one responsible in
the final analysis. I can easily envision
that some bank customers, fully mind
ful of the fact that the bank would re
quire an audited statement, nevertheless
would seek to obtain as cheap a ticket
as possible and either directly limit the
scope of the audit in their discussions
with the accountant, or—the same
thing—by agreement so limit the cost
that nothing else could be furnished. It
is trite to say that the scope of the audit
would naturally be limited by the time
available therefor, which is entirely
dependent on the amount of fee the
customer is willing to pay.
If the accountant knows the report is
for credit purposes, it is open to ques
tion as to whether or not he should
seek to define to the client at the time
of his employment the scope of the re
port as may be desired by the banker. It
would not be difficult to imagine that
some clients and particularly a new
client, might resent such suggestion.
There might be a stronger basis for
such contention in the event that there
was some definite understanding or un
animity of opinion with bankers as to
the minimum scope of a report which
would be acceptable for credit purposes.
There is no such agreement, and it is
conceivable that some banks on occasion
might accept a very cursory examina
tion of the type I mentioned without
any adverse comment whatever by the
banker. I am sure that this would not
be generally true, but I am also aware
of the part that competition sometimes
plays in this respect. I fully agree, how
ever, with Ralph L. Stauffer, of Phila
delphia, who, in an excellent talk be
fore the recent conference of the
Robert Morris Associates, in Savannah,
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Georgia, made the statement: “Com
petition should not make it a reason for
banks to accept inferior audits.” Mr.
Stauffer is chairman of the American
Institute of Accountants committee on
cooperation with bankers and other
credit grantors.
As mentioned, I understand that
your Association representatives and
committees are giving considerable at
tention to this question at this time,
and it might well be that in the future
some definite agreement may be had,
although it presents many complica
tions. We must continue to strive for
this objective, although its final realiza
tion might appear obscured.
In the meantime, is it not the banker’s
responsibility to advise his client as to
the scope of the audited report that he
will require in connection with either a
new credit application or a continuation
of the existing credit relationship? A
conference with the client, the account
ant, and the banker, at which agree
ment is reached on the scope of the pro
posed audit, would clarify such mis
understanding. It not done in advance,
the banker might refuse to accept a re
port that, for all practical purposes,
proved not to be an audit and might be
of little more value than a statement
submitted by the company’s bookkeeper.
Obviously, an audit implies an inde
pendent review by a third party, and
is a degree of assurance that the affairs
of the business are in the condition as
set forth in the statement and as may be
qualified by the certificate. In this certi
ficate, the scope of the audit should be
clearly set forth. I am sure that if the
banker would take the affirmative posi
tion with respect to the scope of the
audit, it would more likely be in line
with what he desires. At the same time,
it would be of very great assistance to
the accountant in enabling him to do a
more complete job, for which he would

be properly compensated and save him
considerable embarrassment.
May I in conclusion say that, as
bankers, we are well aware of the
myriad of problems you in the account
ing profession have to contend with
(other than bankers, of course), and
how easy it is to stand here and com
ment on exceptions. We also want you
to know that we take our hats off to
you for the great progress made toward
your ultimate goal. Excellent results
have been obtained in the field of busi
ness and credits, resulting from the
close working relationship and coopera
tion between accountants and bankers.
I need not mention that we stand will
ing, as a group, to assist you in any
way we can. I am confident that this
grand spirit of helpfulness and camara
derie will continue on even a more ex
panded basis. The goal is worth it.
Great inroads toward socialism have
already been made in this country—and
that is the Number One threat in the
nation at this hour. It is not an aca
demic question, but a real threat—and
right now! The time has arrived, when
we must all stand up and be counted!
This is vital because it has a very
definite bearing in connection with this
subject today. If, as the result of intel
ligent action, by being sure of our facts,
the bankers, ably assisted by you in the
accounting profession, are able to do an
intelligent job in assisting to keep busi
ness “on the beam” and on the right
track, to be sure they can borrow money
when they need it and are entitled to
such credit, and to nurse sick businesses
back to health if they have a chance,
and to aid management to follow sound
business principles at all times—if we
can do these things, we shall have made
a very considerable contribution to our
way of life. That should be our goal.
“Adequate Financial Statements” are
a very vital factor in reaching that goal.

Significance to Accountants of Fundamental
Changes in Government » by Norris Poulson, cpA

the opportunity of ad
dressing the annual meeting of the
American Institute of Accountants a
distinct honor. Your program commit
tee suggested that I take for my sub
ject, “Fundamental Changes in our
Form of Government and Their Sig
nificance to the Accounting Profes
sion.”
Actually I could wind this subject
up in very short order. To describe the
fundamental changes in our form of
government, all I need to do is to quote
Ex-President Hoover’s recent state
ment that we were drifting toward So
cialism: or the statement of former
Secretary of State and Supreme Court
Justice, Honorable James F. Byrnes
(distinguished Democrat) to the effect
that the present Administration is ad
vocating welfare-state policies which
threaten to take this country “down the
road to statism”; and then, as to the
significance of these trends to the ac
counting profession, I could merely
refer to a speech made before the 1949
annual meeting of the California Certi
fied Public Accountants here in Los
Angeles on June 2nd, when Harry J.
McClean, president of the State Bar of
California, told us, in commenting upon
the danger of statism and communism
—and I quote—“The importance of
this common cause to our respective
professions is that without the continu
ance and preservation of American con
stitutional government, with its system
of free enterprise, certified public ac

I

consider

countants become government book
keepers and attorneys become govern
ment clerks.”
Now, that probably covers my sub
ject, but as a public officeholder, I
would be a traitor to my group were I
not to continue and use the time allot
ted to me.
Realizing that this was a very com
prehensive subject, I promptly called
upon the Research Division of the Li
brary of Congress to prepare for me
some data, and I assure you that when
I received it I found it to be both com
prehensive and voluminous. I might
generalize to the extent of saying that
every piece of legislation this year, ex
tending a government agency, included
new powers on a wider scope. Our freeenterprise system is not being destroyed
in one blow. It is being torn down brick
by brick.
A salesman attempting to sell his
product would indulge in glowing gen
eralities and pretty word pictures. An
attorney would no doubt resort to our
Constitution to support his arguments.
But as an accountant speaking to ac
countants, I shall attempt to present
my case as an accountant would, by
sticking to a few factual illustrative ex
amples.
First, I want to show that funda
mental changes are being made in our
Norris Poulson, CPA, is now serv
ing his third term in Congress as Rep
resentative from the State of Cali
fornia.
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form of government, and that this trend
is accelerating; and, furthermore, that
this is being accomplished in part
through the lack of adequate and clear
accounting records; and, finally, that
we can’t fight this trend on an ideo
logical basis but only on the basis of the
true results being presented to Congress
and the people. And therein lies the
challenge to the accounting profession.
Our Constitution calls for the three
separate branches of government: ex
ecutive, legislative, and judicial, with
equality and independence, but working
toward the one goal. Today the execu
tive absolutely dominates the govern
ment. Ever since the Supreme Court
packing bill we have seen the subservi
ence of that Court to the political think
ing of the current Administration. With
a ratio of eight Democrats to one Re
publican, and with the last two appoint
ments, as well as others, patently based
on political loyalty and performance, do
you believe these justices have been or
will be unbiased in their thinking and
decisions ? Do you think they were ap
pointed for their legal acumen ? I don’t.
Their decisions are the answer.
Now as to the legislative branch of
the government. Yes, without searching
the records you might easily come to
the conclusion that Congress is inde
pendent because we didn’t repeal the
Taft-Hartley law or pass the Brannan
Farm Plan, or certain civil rights legis
lation. That was not due to our great
independence or courage, but rather
because the people back home had been
alerted to the menace of such actions
and let us know and backed us up. That
is the only hope left. If only the people
knew their power; but, no, in most cases
they are too busy and too indifferent,
while the minority groups and special
interest groups working through the
Administration, dominate the picture.

To be sure, this is partly a condemna
tion of myself, but you want the truth.
Even popular laws can be neutralized
by their administration. For instance,
the failure or misuse of the Taft-Hartley
law, and the unfair and dictatorial ad
ministration of rent control. The Chi
nese situation might even have been
different had not the Administration
deliberately delayed fourteen months in
the sending of help as authorized by
Congress.
As you probably know, when a law
is passed it is generally a grant of
power, or authority to perform a gen
eral job. The Administration writes the
rules and regulations. An automobile is
no better than its driver.
Now let me explain how they have
obtained and are still getting this
strangle hold around Congress. You
have all worked on a jig-saw puzzle.
The complete picture is originally made
and then it is cut into odd shapes, each
one looking unimportant, but necessary
to the completion of the picture. Just
so, there is continually going through
Congress a stream of so-called simple
little amendments, but when they are
all pieced together they form a definite
pattern, and I say it is a definitely
planned pattern. Ninety-nine per cent
of these amendments are sponsored by
the interested department of the gov
ernment.
Thus far I have been generalizing.
Now let me get down to some specific
cases. I might take any government de
partment as a good illustration, but
inasmuch as I am a member of the
Public Lands Committee which deals
with all of the problems coming under
the jurisdiction of the Interior Depart
ment, I shall confine my remarks to
cases with which I am personally famil
iar.
Late in August of this year we had
before our Committee legislation spon
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sored by the Department affecting the
Oil and Mineral Leasing Act, in regard
to certain lands in Mississippi and Lou
isiana. The Committee refused to pass
any of these bills and, therefore, immedi
ately thereafter, Mr. Davidson, Assist
ant Secretary of the Interior, issued a
directive which would accomplish what
the proposed legislation was intended
to do. This was done contrary to the
actions of the Public Lands Committee,
which had fifteen Democrats and ten
Republicans. The Secretary claimed he
had powers granted him in previous
laws. Now the only recourse is the
Supreme Court, and I have already dis
cussed that.
The printed record of the Public
Lands Committee will show that not a
single bill came before this Committee
but that one of the first questions was:
Does the Department favor or oppose
it ? The only bills we passed out of the
Committee, which were opposed by the
Department and finally passed through
Congress, were vetoed by the President.
The Department’s influence amended
every bill to its satisfaction, or the bill
just didn’t pass. In fact, the record will
reveal that one prominent member of
our Committee actually stated that he
wanted to know whether the Adminis
tration was for it even before he would
listen to the bill. He, of course, was a
staunch Administration supporter, but
his attitude sustains what I have been
telling you. To be sure, there are some
justifiable reasons for this, one of them
being that many of the bills contain
highly legal or engineering technicali
ties on which we Committee members
are unable to pass.
Before delving into the problem of
public power and reclamation develop
ments, let me state that my public rec
ord will reveal that I am one who be
lieves that only the government can
build a Hoover Dam, a Grand Coulee
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Dam, a Bonneville Dam, and similar
projects, developing both power and
irrigation. But I also believe that there
should be a limitation to the govern
ment’s activities beyond that point. I
mention this to show that I am not
an anti-public power man, providing
such projects can be proved feasible.
First, let us discuss the one big move
ment known as the Valley Authorities.
Legislation is being sponsored and
pushed to include the Central Valley of
California in an authority; also to set
up the Colorado River Authority, the
Columbia River Authority, and the
Missouri Valley Authority. Now, what
is an “Authority?” Our Constitution
specifically states that Congress cannot
delegate its authority to appropriate
money or to levy taxes. The Authority
is a clever concoction to circumvent the
Constitution. When this huge govern
ment corporation, the Valley Authority,
is once set up, it is unbelievable how
little control Congress has over it.
Congress originally appropriates the
money to start and build the project.
Then, when all the needed capitalization
is appropriated, the Authority with its
power to collect and disburse funds re
sulting from its activities can thumb its
nose at Congress. In fact, the only con
trol lies in the Senate, which has to con
firm the appointment of the directors.
This huge subsidized government cor
poration, unrestrained as it is, natu
rally soon takes on activities other than
those for which it was originally in
tended. The directors of the Authority,
instead of being content with gener
ating only electrical power, eventually
aspire to generate “personal power.”
To illustrate, let us briefly examine the
Tennessee Valley Authority.
First, TVA has undisputed control
of the water resources of the Tennessee
watershed and in large measure its land
resources. TVA is in absolute control
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of the manufacture and distribution of fornia, in the Colorado River Basin,
power for 5,000,000 people. TVA is in in the Columbia River Basin, and in the
the fertilizer business in a big way— Missouri River Basin!
And the so-called Authority is not
$16,000,000 a year. It’s one of the big
gest manufacturers and distributors of the only method by which the govern
phosphate fertilizers in the world. It ment gets into business. It can be done
isn’t worried about costs. And it con through regulations and control. As an
trols its distribution to test-demonstra illustration, the Department of the In
tion farms, which it supplies with free terior has presented a model contract to
fertilizer, and selects the cooperatives all of the large concessionaires in all of
which get it at cost and pass it on under the national parks. Let me quote from a
letter written by our fellow accountant,
TVA rules.
TVA is in all the land-grant colleges, John F. Forbes of San Francisco, to
their extension services and the offices the Yosemite Park Company, com
of their county agents. It is in the bank menting on this proposed contract.
ing business. It may issue bonds up to Here is what he says:
$100,000,000 for its own use or to fi
“Nearly every subdivision of the con
nance its public power distributors. It
tract contains provisions making it dif
competes with the private contractors
ficult, and in some instances impossible,
by doing all its own construction work.
for the concessionaire to conduct busi
It quarries limestone and marble. It
ness. Indeed, one is forced unescapably
does engineering work both inside and
to the conclusion that the entire con
outside the valley. It is in the recreation
tract was framed for the purpose of
business, either on its own or through
creating a situation wherein govern
contracts with private operators. It
mental ownership and operation of the
builds and operates river terminals,
concessions in the National Parks will
docks, and piers. It promotes food
become imperative.”
processing and marketing associations
I think I need not further enlarge
and cooperatives to handle TVA ferti
lizer. It engages in widespread research on the first part of my subject, “The
and development projects, such things Fundamental Changes in our Form of
as deep freeze, wood products, agricul Government.” As to how these changes
affect the accounting profession, let me
tural machines.
TVA is in everything—all within the say that first of all we are Americans,
broad terms of the TVA Act, all on a secondly accountants; and, as Ameri
coöperative, grass-roots basis, all very cans, we should be greatly concerned
smoothly handled. TVA doesn’t engage about these changes and trends. I am
in personal politics. TVA doesn’t inter going one step beyond the program
fere with state and local governments committee in my paper to show,
of the Tennessee Valley. TVA doesn’t through the medium of the accounting
have to. For TVA is the government profession, that we can find the method
in Tennessee Valley. There is nothing, of either helping to check these trends
or to change them to the right direction.
no one above it.
Let us look at the government’s ac
I leave it to you to decide the effect
of such an Authority not only on CPAs counting practices. My research experts
gave me volumes of statements by dif
but on all other small businesses.
Gentlemen, that is what they are ask ferent authorities, calling attention to
ing for in the Central Valley of Cali the variances in the accounting proce
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dures of the Departments. Interpreting
these statements into plain English, I
would say that the Departments use the
system of accounting which will prove
what is most advantageous to them,
and in some cases to cover up rather
than to reveal the true picture. To go
back to TVA, I will state that there
have been many articles written about
its accounting practices. While it is re
quired by law to follow the uniform
system of accounts of the Federal
Power Commission, most authorities
agree that there has been a divergence
not only from the treatment allowed
by the Federal Power Commission’s
uniform system of accounts, but from
the treatment which would conform to
generally accepted accounting prin
ciples. In the Government Corporation
Audits Division report on the audit of
TVA for 1945, it criticized the amount
stated to represent investment on the
ground that an inadequate portion of
the total investment in multiple-purpose
dams had been allocated to power;
then, in this same audit, it is stated
that both investment, and the operating
expenses which are allocated on the
basis of investment, are smaller than
those for comparable power facilities of
a private utility enterprise in which the
facilities could have only a single use.
In the TVA the facilities have power
uses, and also flood control and naviga
tion uses. These secondary uses are
made to bear a portion of the total
investment (and related operating
costs) that is determined as equaling
the cost of a single-purpose project
which would provide equivalent naviga
tion and flood-control results. The al
location to power is a residual amount,
after the navigation and flood control
costs have been allocated to the federal
government.
What they accomplish by this ac
counting method is the opportunity to

31

make a better showing on power de
velopment than privately-owned power
costs, realizing that there is no com
petition on navigation and flood con
trol and that, therefore, the costs can
be higher on those. Of course, we all
realize that while TVA pays in lieu
taxes to the city, county, and state,
it pays no federal tax or interest on the
money advanced by the taxpayers of
the United States. So it is on this basis
that I make the charge that they keep
their records in such a way as to prove
what they want to prove, and cover up
what they don’t want to disclose.
Therefore, I claim that only through
the medium of proper accounting can
we truly bring out the facts and prove
whether these trends are beneficial to
the people of the country or to the bu
reaucrats alone. We cannot fight this
issue on an ideological basis. We must
fight it on a factual basis and only
through adequate accounting can that
be done.
In this connection may I discuss
briefly some of our multiple-purpose
reclamation projects. You hear on all
sides that these projects pay back to the
taxpayer every cent with interest. That
is a 100 per cent falsehood. When a
multiple-purpose project is built, the
costs are allocated to power, irrigation,
flood control, recreational benefits, silt
control, fish and wildlife, and other
concocted hypothetical benefits. On that
portion of the cost allocated to power,
the rates for electrical energy sold are
fixed so that over a given period of
years (approximately fifty to seventy)
the revenue so derived will pay the
operational and maintenance costs and
amortize the power portion of the cost
of the dam with interest. Here is the
catch. While the principal on the power
cost is paid back into the Treasury,
the interest collected is not paid back as
interest. It is used to subsidize the prin-
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cipal payments on the irrigation portion and approximately fifty top-notch con
of the dam. The balance of the cost al sultants from a cross-section of private
located to irrigation is paid by the ir business and strictly on a non-partisan
rigators over a long period of time, basis. These men included top certi
running up to eighty years. Now, the fied public accountants recommended
other costs, such as for flood control by the American Institute, and other
and the others I mentioned, are non specialists in various lines acquainted
reimbursable and are direct contribu with the problems of the government.
With the assistance of these experts the
tions by the federal government.
To illustrate. The last project before Eightieth Congress was able intelli
the Public Lands Committee of which gently to cut the budget over nine bil
I am a member was a project in Idaho lion, eight hundred million dollars in
and it is considered among one of the two years. Now, that is a broad state
good projects. On this project only 58½ ment of fact, but when you analyze the
per cent of the money invested was ever operations of the Appropriations Com
to be paid back on the principal, and mittee you can readily see that that
the balance—41½ per cent—was non is possible. When you stop to realize
reimbursable, or a direct gift by the tax that forty-five members of the House of
Representatives Appropriations Com
payers of the United States.
The Administration is attempting to mittee have to pass on a budget within
promote the Central Arizona Project, a period of four months, then you must
which we in California are so greatly admit that their judgment and actions
concerned about and which would cost must necessarily rely upon guesswork
over a billion dollars. The interest on or upon the testimony and evidence of
that portion alone, which is repayable other persons. You must also recognize
over an eighty-year period, figured at that these Departments asking for
2 per cent rate, would cost the govern forty-seven billion dollars have had
ment (since it has to borrow the probably 1,000 men preparing the
money) $465,600,000. Since none of budget throughout the year, men who
this interest is repaid, it is a direct are conversant with the problems of the
subsidy by the government. This respective Departments, so that they
amount, of course, does not include the know where to pad the budget. Re
other non-reimbursable items in that member, too, that these Congressmen
project. Now, the report prepared by have other things to do beside working
the Department of the Interior did not on appropriations. So you can readily
disclose any of these facts, and it was understand why, in order to cut the
only through the assistance of engineers budget intelligently, they had to have
and accountants that they were brought their own staff of experts.
I am sorry to state that the Eightyto light.
Here let me illustrate how account first Congress has dispensed with this
ants, and the science of accounting, expert help and has relied solely upon
have helped to save the government the testimony of the Budget Bureau
millions and even billions of dol and the various Departments. Of
lars. The House Appropriations Com course, you know that the Bureau of
mittee of the Eightieth Congress, in the Budget is the right arm of the Presi
its good judgment, under the bene dent, so this is but another example of
fits of the Reorganization Act obtained the domination of the Executive.
There has been much testimony to
the services of eight permanent experts
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the invaluable assistance of those ex our fellow accountant, the facts were re
pert accountants employed by the vealed that they had more than enough
Eightieth Congress in ferreting out hid money to operate this project and need
den or padded reserves. A cut of $9,- not have shut it down, but the juggling
800,000,000 by the Eightieth Congress, of the accounts had confused the pic
against practically no cut by the Eighty- ture.
When Mr. Straus, Chief of the Bu
first Congress, is sufficient evidence.
Let me come to California and recite reau, and others were on the witness
one specific instance. There was a great stand they, of course, denied the politi
political issue over the fact of whether cal implications but had to confess the
or not we had appropriated sufficient inadequacy of their accounting records.
money for reclamation projects. The The proof of these inadequate records
Bureau of Reclamation, which has one is evidence in the Interior Department
of the greatest propaganda machines in Appropriations bill for this year (HR
any Department, assailed Congress for 3838) wherein there is an appropriation
its niggardly appropriations, although of $794,699.93 for the payment to the
we exceeded the appropriations by any “following named contractors in the
prior Congress for reclamation. In the following designated amounts in full
great Central Valley of California in settlement of their claim, legal or equit
the late fall of 1947 the Bureau closed able, of any nature whatsoever arising
down the Central Valley project for out of or connected with the notice of
lack of funds. The Appropriations the Bureau of Reclamation of the ex
Committee claimed they had enough haustion of funds for payments of con
money. Senator Downey, a Democrat, tractors earnings in connection with
started an investigation, knowing that the construction of the Friant-Kern
the Bureau had issued so-called confi Canal, California.” In other words, this
dential memoranda to spend the money is an absolute proof of the results of
before Congress could convene, and their inadequate accounting, or dema
thus through demagoguery blame Con goguery.
Now, the question is: what are we
gress. The Committee on Expenditures
in the Executive Departments investi going to do about it? The welfare of
gated this situation and hired as a this country is far beyond the welfare of
special consultant none other than any political party. I think the time is
Major Albert J. Watson of San Fran fast approaching when the sound-think
cisco, for many years a member and ing people of both parties must recog
former President of our California So nize this fact. The Hoover Commission
ciety. The investigation disclosed unbe had made a forward step in its sugges
lievable discrepancies in the bookkeep tion for reorganization of the govern
ing. In fact, the man in charge of the ment.
budget and accounting of this 400-milThe American Institute of Account
lion-dollar project had never had any ants and the American Bar Associa
experience in accounting. The private tion have a opportunity to sponsor a
contractors, as a result of this shut program as far-reaching as that. Let me
down, suffered losses of approximately say here that the history of all such
a million and a half dollars. Of course, movements has been that they start at
the Bureau of Reclamation refused to the grass roots and after they have
admit it but, as result of this investiga gained momentum, that then they take
tion, and particularly of the work of form through legislation in Congress.
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To be specific, here is one proposal.
Accurate information is the only
weapon by which we can stem this tide.
We have a branch of the government
known as the General Accounting Of
fice (GAO) set up as the right arm of
Congress to audit the various depart
ments of the government and to furnish
the resultant information. The true
value of the GAO has not been utilized
to any extent. Auditing of private busi
ness in the not too distant past was
publicly considered only as a means of
detecting defalcations. However, its
real purpose has been to present infor
mation and data necessary to enable the
management to use these audit reports
in formulating future policies. Like
wise, the GAO should be utilized by
Congress to obtain a true picture of
the operations of the various Depart
ments, not only for the purpose of de
termining past results but as a basis
to rectify errors and formulate correc
tive laws. In this way and only in this
way can Congress determine whether
TVA and other government operations
are actually doing the things they claim
to be doing.

The GAO has been stifled by inade
quate appropriations due to the fact
that the Congress does not fully ap
preciate the extent to which their ser
vices could be utilized. In fact, they are
years behind in their audits. Then, too,
they are forced to operate under anti
quated systems due to the law. The per
sonnel of the GAO is made up of at
torneys and accountants. Hence, the
professional men of the country should
formulate committees and offer recom
mendations for changes in the laws gov
erning the General Accounting Office
and the methods of accounting proce
dure.
This suggestion, of course, is not the
entire answer. Maybe it would only
scratch the surface. But if we made this
contribution to the cause, added to
other contributions made by other
groups, the sum total could be produc
tive. This would be a 365-days-a-year
job.
Not as accountants but as citizens I
say our personal and combined respon
sibility is to arouse the public, and
especially the middle classes, to these
dangerous threats against the funda
mental structure of our government.

The Hoover Commission and Economy in
Federal Government » » by John W. Hanes

N

talking

to you about the Hoover

politicians’ talk, or, even worse, just
small talk.
There is a tendency, in discussions
of Big Government and its perils, to
think selfishly in terms of the imme
diate personal effect. To a corporation
executive, Big Government might be
Section 102 of the Internal Revenue
Code; to a union member it might be
the Taft-Hartley Act; to a farmer,
government crop allocations.
At the same time, on this limited
personal basis, Big Government be
comes Good Government for the busi
nessman when he gets an RFC loan,
or for the farmer when he receives a
crop subsidy, or for the union mem
ber when a fact-finding board says he
should receive a wage increase.
Carried to its logical extreme, an
attitude typified by these reactions can
end only in a completely regimented
welfare state, or what Sumner Slichter
has called more accurately “the handout
state.” That eventuality is not only pos
sible, it’s probable—a good bet—if we
persist in believing, as someone has
said, that “the state is my shepherd, I
shall not want.”
In a strongly political speech earlier
this month, President Truman came
out flatly for the welfare state. He in
voked the general welfare clause of the
preamble to the Constitution and

I Commission, I feel somewhat in the
position of the man carrying coals to

Newcastle. I am certain that every
member of the American Institute of
Accountants knows what the Commis
sion stated without qualification: that
accounting weaknesses in the federal
government “penetrate into the heart
of every governmental transaction.”
In addition I have personal knowl
edge of the extraordinarily fine job
done on the Commission’s budgeting
and accounting task force by my good
friend Coleman Andrews and others of
your group. I do not overstate the case
when I say that, without the contribu
tion of your members, the Hoover Re
port would not have had the stature
and usefulness which have brought it
so much widespread public support.
Nevertheless, I believe there are cer
tain considerations implicit in the
Hoover Report which need develop
ment and more general understanding
if we are to extract full value from the
Commission’s magnificent work. I am
going to talk about several of those
considerations. My subject is “The
Hoover Commission and Big Govern
ment.”
There is a great deal of loose talk
these days about Big Government,
statism, and “centralization of power.”
It is good that more people are think
ing about their individual freedom as
Americans. But too much of the talk
about Big Government strikes me as
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added: “The general welfare is the
sum of the welfare of all the groups
in our country.”
The trouble with this kind of fuzzy
thinking is that a few extremely articu
late groups—labor, farmer, veteran,
even some business groups—do not,
merely by the amount of noise they
make in seeking special favors, add up
to all the groups in the country. In
other words, though the general wel
fare of the country may in fact be the
sum of the welfare of all the groups in
our country, the general welfare cer
tainly is not the sum of the welfare of
all pressure groups.
It should be equally obvious that
when the founding fathers wrote about
the necessity of promoting the general
welfare, they did not mean putting
everyone on government payrolls of
one kind or another.
In addition, for citizens of this re
public, there is an even more important
consideration in relation to the welfare
or handout state. It lies in the fact that,
by its nature, government cannot stop
at being merely a capacious wet nurse.
For there is a basic difference between
public and private activity. One of the
best descriptions of that distinction was
given by Dr. Harold W. Dodds, presi
dent of Princeton University. Here is
what Dr. Dodds said recently, and I
quote:
“When one tries to decide what the
scope of government should be, he im
mediately becomes involved in the ageold problem of the part that force is
to play in human affairs. The state is
the sole agency with the legal or moral
right to use unlimited force to effec
tuate its will. The state has a legal and
moral monopoly on force. This sets it
apart from all other forms of human
association, for it is force organized,
and it tolerates no competition. In inter
national affairs, its right to exert force

is expressed ultimately in war; in do
mestic affairs, its force culminates in
its power of imprisonment and death.”
Dr. Dodds was speaking to all of us,
and especially to those who become in
dignant when a manifesto of Big Gov
ernment inconveniences them person
ally but who forget all their principles
when “Good Government” offers an
opportunity to gain something for
themselves.
We had better pause and study care
fully the gifts these new Greeks are
bearing. We had better face the fact
squarely that Mr. Truman’s Fair Deal
follows the identical pattern of the So
cialist program which has been saddled
upon England. This program has de
stroyed the British Empire. It will de
stroy us, if we let it.
All this relates directly to the mag
nificent work of the Hoover Commis
sion, and to the continuing effort of
the Citizens Committee for the Hoover
Report. This Committee is attempting
to spur action on the vast plan for gov
ernment reorganization fashioned so
ably by Mr. Hoover. Under the lead
ership of this national committee, citi
zens groups in thirty-four states and
scores of municipalities are promoting
the doctrine of “better government at
a better price,” as enunciated by the
Hoover Commission.
This concerted effort brings up the
question of how much we can expect
the Hoover Report to accomplish—how
much it will influence the problem of
Big Government.
There are those who seem to believe
the Hoover Report is an Aladdin’s
Lamp which needs only a rub and a
command to accomplish any results
desired. The opposite reaction is that
it is a mirage, ending in frustration
and disappointment. Neither estimate is
correct. The Commission has made
clear that its recommendations are not
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self-executing. The observation of Wil
liam Penn that “governments are like
clocks; they go by the motions men
give them” is still realistic and sound.
To make the Commission’s recom
mendations produce results requires,
not just executive orders, Presidential
reorganizations plans, and legislation by
Congress; an additional vital ingredient
is zealous, able personnel in the Execu
tive Branch of the government.
In this connection, Mr. Hoover has
said, and I quote:
“Faulty structure and organization
hinder able personnel in doing their
best, and, while good structure does
not, of itself, guarantee competent per
sonnel, it aids in attracting such.”
In this light, the Commission recom
mendations are neither an Aladdin’s
Lamp nor a mirage. The recommenda
tions can be substantially productive if,
first, they are adopted, and second, if
they are administered competently.
Given sincere and competent leader
ship, essentially there are just two ways
to reduce the scope and cost of govern
ment:
First, by better organization and
more efficiency in government opera
tions.
And, second, by cutting down gov
ernment functions.
In other words, we can insure that
government performs its functions bet
ter, and we can also insure that gov
ernment does fewer things.
In the long run, the area of cutting
down federal functions is the more im
portant. For example, the fact that the
federal government might eventually
assume control of our school systems
through a program of so-called “federal
aid” is more important than that such
a federal aid program be run economi
cally and efficiently.
The Hoover Commission, however,
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has scored its major success, as you
know, in the field of reorganization and
increased efficiency. This in itself was
a tremendous achievement. Without
going into great detail, let me briefly
point out to you what the Hoover Com
mission has accomplished.
In my judgment, first and fore
most, it has created the atmosphere for
governmental economy and efficiency.
Never before has there been such gen
eral agreement, in and out of govern
ment, that strong steps must be taken
to eliminate waste and inefficiency in
the federal establishment. On this gen
eral conviction rests the success of the
entire Hoover Report.
And there are more material accom
plishments. The Citizens Committee for
the Hoover Report estimates that
Hoover recommendations now in effect
will permit annual savings of a billion
and a quarter dollars, out of total
potential annual savings estimated at
from three to five billion dollars.
Major measures so far approved by
Congress include the Tydings bill for
military unification, the general ser
vices bill on supply and records man
agement, and the State Department
reorganization bill.
In addition, under powers granted
him by the Reorganization Act of 1949,
President Truman submitted a series
of seven plans for reorganization and
realignment of government agencies.
Six became law on August 19. Never
before in our history have so many
Presidential reorganization plans been
adopted in one year. The only plan de
feated would have created a Depart
ment of Welfare without carrying out
most of the other Commission recom
mendations in that field. To remedy
that defect, a new bill—not a Presi
dential plan but a bill—incorporating
most of the Commission recommenda
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tions on welfare is being introduced
next January.
Although the Hoover Report has met
with unprecedented success to date,
there is no hope that the entire blue
print drawn by the Commission can be
applied to the federal machinery this
year. On the contrary, in organizing the
national and state committees, we as
sumed the job would take at least two
years—possibly longer.
With that timetable in mind, the Citi
zens Committee already is preparing its
program for the next session of Con
gress. First priority will be given to
bills calling for post office reform, for
an improved system of personnel man
agement, and for better methods of
budgeting and accounting.
I am sure you have noticed that the
success of the Hoover Report so far
has been entirely in the area of doing
things better. Nevertheless, in the work
of the Commission’s task forces, we
have been provided with important data
on cutting down government functions.
For instance, the task force on federalstate relations came to grips with such
subjects as the “allocation of functions
between the national government and
the states,” and “modification in the
nature, bases and amounts of grantsin-aid to the states.” This task force
headed by Thomas Jefferson Coolidge
also studied the coordination of taxing
powers and suggested which taxes the
federal government should relinquish to
the states.
Although this area of reduced federal
functions is the more important, it is
also the more difficult. You have seen
how the Administration has eagerly
seized on the present deflation as a
“mandate” for deficit federal spending,
for more federal functions—for pump
priming and wholesale welfare pro
grams in the fields of education, hous
ing, and health. In other words, no

sooner has the U. S. capitalistic system
demonstrated its strength and resiliency
by halting inflation before it reaches a
disastrous peak, than the federal gov
ernment seeks to ignore its own poor
fiscal condition and begin an extrava
gant and dangerous spending program.
But it does no good merely to berate
the Administration, which is giving to
the public what it thinks will bring the
greatest political returns. In truth, the
fault lies with you and me and the rest
of the American people—in those who
are willing to scuttle their principles
about Big Government in return for a
federal “grant” or some other govern
ment handout.
The big question is this: Can Big
Government buy the independence of
the American people with a wide as
sortment of so-called benefits leading
eventually to some form of statism ?
If the answer is “yes,” you and I
might as well throw in the sponge.
But I don’t believe the answer is
“yes.” I believe the answer is “no,” if
the American people are made aware of
the issues.
Let me give you an example of what
I mean.
On August 24, the American people
got the first concrete evidence of what
Hoover recommendations can accom
plish when Secretary of Defense Louis
Johnson announced that 147,000 per
sons would be laid off in his depart
ment. This was a courageous action by
a forthright man. If successful, it would
have reduced the military budget by
$200 million in 1950 and by $500 mil
lion in subsequent years.
As you know, there was an imme
diate flurry of protest. A number of
Congressmen, including some of those
who had loudly professed concern for
economy, sought to save military instal
lations in their own areas; office-hold
ers in their own interest claimed that
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the step would give a great impetus to
deflation; there was pro and con com
ment in the press and radio.
Nevertheless, the stroke for economy
very nearly came off. Its effectiveness
is not entirely vitiated yet. But, at last
report, 50,000 or more of those laid off
were to be rehired. Secretary Johnson
was in retreat, a fighting retreat, but
a retreat nevertheless.
Why was this almost, but not quite,
a victory for the forces of economy and
good government ? I believe the answer
is clear. When Secretary Johnson made
his gesture, the Citizens Committee for
the Hoover Report was not strong
enough, had not been in action long
enough, to overcome political protests.
Here was the situation: For months
the people had been hearing and read
ing about the Hoover Commission find
ings. For many months before the
Hoover Report went to Congress, we
had been laying the background. Even
before the Report was made to Con
gress last winter and spring, it was
clear that a concerted effort would have
to be made, following presentation of
the Report, to gain public support.
So the national and state committees
to support the Hoover Report were or
ganized. Public opinion for the Hoover
Report, already germinated, was culti
vated and nourished. But time was too
short for this public support to reach
its full strength and the political pro
tests were therefore effective.
It is my firm conviction that, if the
Citizens Committees had been strongly
entrenched when Secretary Johnson
made his move, the subsequent political
protests would have been subdued at
once by the sledgehammer of informed
public opinion.
I’d like to point out also that there
are thousands of volunteers directly
involved in the work of the Citizens
Committees for the Hoover Report—
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representatives of farm groups, labor
unions, women’s groups, business or
ganizations—who are casting aside self
ish considerations for the sake of better
government. To them, the general wel
fare is more than the sum of the wel
fare of different groups; it is a patriotic
concept of the welfare of the nation as
a whole.
Here, then, is the key to victory, not
only in the effort to put into effect the
Hoover recommendations on reorgani
zation, but also in the struggle to re
duce the functions of Big Government
—an informed public imbued with an
unselfish concept of the welfare of the
whole nation.
The challenge is plain before us.
The Citizens Committees are the
first step.
I have no pat answer as to how the
entire job can be done. But I am con
vinced that it can be done. And it must
be done soon. I believe utterly that this
is a period of unprecedented domestic
crisis, that our political and economic
decisions within the next year or two
will determine, for generations, whether
Americans are to have an authoritarian,
spendthrift welfare state, or the strict
conservation of individual liberty and
of fiscal resources implicit in our capi
talistic system.
The story of the Hoover Report will
demonstrate, I hope, that economy and
moderation can win a battle in the war
against Big Government, but the war
itself is not yet won.
There is a story they tell about Ben
jamin Franklin. When the Constitution
was adopted in Philadelphia on Sep
tember 17, 1787, a crowd gathered out
side Independence Hall and met Frank
lin with these words: “What kind of
government have you given us ?”
Franklin answered, with wisdom:
“A republic—if you can keep it.”
I believe we can keep it!

Some Trends in the Interpretation of Busi
ness Profits
» » » »
by Neil H. Jacoby

the theme of today’s session its; next, point to specific evidences of
is “Government, Industry, and popular misunderstanding of these mat
Accounting in the Fifties,” we are conters
 ; and finally, advance some sugges
cerned with long-term trends and where tions for clarifying the meaning and so
they are leading us. We seek to learn cial value of profits in the public mind.
how we may adjust ourselves to these These tasks are important public re
trends, if they are desirable. We need sponsibilities shared by economists and
also to inquire how we should act to accountants.
change them, if they are undesirable.
Concepts of Profit
Presumably, none of us is an economic
Economists have universally recog
determinist, who holds that the future
nized
the necessity of profits in any pro
of American society is foreordained. As
gressive
society in which the major part
responsible citizens of a democracy, we
of
economic
activity is performed by
have an opportunity and a responsibil
ity to use our intelligence to mold the private enterprises competing in open
future, and to help determine the shape markets. Perhaps the most penetrating
systematic exposition of profit theory
of things to come.
in
American literature was made by
I shall attempt to show that current
Professor
Frank H. Knight many years
tendencies in the popular understanding
ago
in
his
classic monograph entitled
of, and attitude toward, business profits
Risk,
Uncertainty,
and Profit.1 This
are unfortunate and potentially damag
theory
has
recently
been restated and
ing to the progress of our economy.
clarified
in
certain
respects
by Professor
Fundamental changes in the public atti
J.
Fred
Weston
in
a
series
of articles in
tude toward profits are necessary, if the
and
business
journals.
2 These
economic
United States is to maintain that high
writings
merit
close
study
by
account

rate of growth necessary to economic
ants
who
are
concerned
with
the
more
leadership and to national security in a
free world. Such changes entail both profound aspects of their profession.
It is unnecessary to develop here in
more meaningful measurements and re
detail
the abstract economic theory of
porting of profits, and better popular
profit.
For present purposes it suffices
education in the role of profits in
to
point
out two fundamental character
our private-enterprise, competitive eco
istics
of
profit, according to the eco
nomic system. Let us first review
briefly the theory and functions of prof- nomic concept. In the first place, eco
ecause

B

1 New York: Houghton, Mifflin and Company,
1921.
2 Cf. “Enterprise and Profit,” Journal of Busi
ness, Vol. XXII, No. 3 (July, 1949) ; “Profit as
the Payment for the Function of UncertaintyBearing.” Ibid., No. 2 (April, 1949) ; “A Gen
eralized Uncertainty Theory of Profit,” Ameri
can Economic Review (Scheduled for publication
in March 1950).
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nomic theory regards profit as a residual
type of income, received by the owners
of a business enterprise (the entrepre
neur) after payments of amounts fixed
by contract have been made to workers,
property-owners, creditors, and other
agencies that have advanced productive
assets or services to the enterprise. The
profit of the entrepreneur is what re
mains, if anything, after he has paid the
contractual amounts of wages, rents,
and interest; and it is typically a highly
fluctuating type of income.
In the second place, profit arises as a
result of the uncertainty which is inevi
tably present in a dynamic, progressive
economy. If there were no unpredictable
economic changes, there would be com
plete knowledge of all relevant eco
nomic facts, no doubts about the nature
and behavior of future events, and the
economic abstraction of “perfect com
petition” would prevail. In such a situa
tion there would be no uncertainty;
and therefore no entrepreneurial uncer
tainty bearing function to perform.
Each factor of production would be paid
the value of its marginal product, and
there would be no residual element of
business income, that is, no economic
profit. According to the economic con
cept, therefore, profit is indissolubly
united with advancing production tech
niques, changing public tastes and hab
its, and shifts in public policies. These
two features of economic profit—its re
sidual and fluctuating character, and its
origin in the uncertainty of a dynamic
economy—should be kept in the fore
front of our minds.
The popular concept of profit is “net
income available to common stockhold
ers” as determined by accountants. For
convenience we shall term this “ac
counting profit,” although not all ac
countants would agree with this defini
tion. Like economic profit, accounting
profit is a residual form of income. But
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accounting profit almost invariably con
tains a number of elements which eco
nomic theory does not identify as pure
“profit.” These elements may be sepa
rated for analytical purposes as follows:
(1) Payments for managerial or
other services performed by stockhold
ers for the business corporation, an ele
ment that is frequent among small
closely held corporations.
(2) “Pure interest” on funds in
vested in the corporation by stockhold
ers, measured by the amount of income
stockholders would derive from invest
ment of equal amount in “riskless” me
dia such as long-term government
bonds.
(3) Premiums paid to stockholders
to compensate them for their current
aversion for bearing the uncertainties
associated with investment in a business
on an equity basis. (Conceivably this
could be a negative quantity, but for
many years it has been a positive quan
tity of growing size.)
(4) Most important of all, temporary
differential incomes realized on account
of innovations or unusual managerial
efficiency, which have not yet become
capitalized into higher values of assets
used by the firm or transformed into
higher prices for management skills and
other productive services hired by the
firm. (Such incomes are known as
“quasi-rents” in economic theory.)
The concept of economic profit ex
cludes all business net income derived
from the above-described source. It re
gards economic profit as a non-func
tional return arising from the influence
of non-insurable (non-transformable)
uncertainty which causes actual income
to differ from expected income. It is
purely a random type of return. Such
windfalls as profits arising from unex
pected increases in price levels or a gov
ernment subsidy illustrate pure eco
nomic profit. In times of rapidly rising
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or rapidly falling prices, aggregate eco
nomic profit may obviously be very
large, either as a positive or a negative
quantity.
Economic profit and accounting
profit are partly reconciled by taking
into account the factor of time. A large
part of accounting profit is subject to
constant erosion through time, by the
capitalization of unusually large net in
comes into higher values for assets used
by the firm, or into higher prices for
the labor, management, or other serv
ices hired by it. Therefore, the mainte
nance of a high accounting profit-rate
requires continued innovation and re
current manifestations of managerial
superiority over competitors. The busi
ness with a high profit-rate must, like
Alice in Wonderland, “run as fast as it
can to stay where it is”—which is, of
course, exactly the type of conduct that
will serve society best.

Social Functions of Profit
What social functions are performed
by accounting profit? There can be no
denial of the fact that hope of monetary
gain is a most powerful incentive to
nearly all men, leading them to exercise
their energies and imaginations in de
vising new products, new processes, and
new ways of doing business. To assert
the great power of the “profit motive”
is not, of course, to deny that business
men also respond to many other mo
tives than material gain. Nor is it to
hold that “profit maximization” consti
tutes an adequate formulation of the ob
jective of the business enterprise.3 It is

merely to say that men will put forth
more effort when the “profit prospect”
(in the accounting sense of the word)
is favorable than when it is unfavor
able. The realization of profit provides
public confirmation of the demand for
the product of the firm. It is social rati
fication of the entrepreneur’s decision
to direct economic resources into a par
ticular use.
The primary social functions of profit
are these:
(1) To induce people to refrain from
consuming and to save and invest on an
equity basis in order to expand the na
tional stock of producer goods (the eco
nomic progress function).
(2) To allocate economic resources
into those industries which, because
their profit rates and prospects are
highest, are producing commodities or
services for which society’s demands
are relatively most urgent: and, within
a particular industry, to allocate eco
nomic resources to those firms whose
managements have demonstrated great
est ability, by achieving the highest
profit-rates (the resource allocation
function).
(3) To induce all business manage
ments to organize and conduct opera
tions with the utmost efficiency, by re
warding superior performance with
extra returns and by penalizing inferior
performance with subnormal returns or
losses (the incentive-to-efficiency func
tion).
Profits also provide an income to
those who own business enterprises—a

3 The conventional economic doctrine that the
entrepreneur aims to “maximize” his profits in
volves, in fact, a misconception of the nature of
profits and a superficial view of entrepreneurial
behavior. In a world of uncertainty, the business
firm is usually confronted with a number of al
ternative courses of action, with each of which
is associated a particular probability distribu
tion of profit rates. Indeed, an important entre
preneurial activity is discovering or developing
situations, opportunities, and strategies provid
ing favorable net receipts possibilities. The man
agement is obliged to adopt one course of action
or “strategy,” which commits the firm to a par-

ticular set of decisions for a material period of
time. There is no empirical evidence to support
a view that businessmen generally adopt that
strategy which holds forth the probability of
maximum profit. On the contrary, it appears
more plausible to assert that managements gen
erally elect a strategy which will minimize the
uncertainty of earning what it regards as a
“reasonable” or “satisfactory” profit. Only
within the framework of a given strategy can
the economist’s curves of revenue and cost be
drawn and “profit maximizing” discussed, and
such discussion necessarily abstracts from the
really vital policy problems of business manage
ment.
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matter of some personal importance to
them—but not a fact of importance
from the social standpoint.
Because rapid over-all economic
progress, smooth and responsive re
source allocation, and efficient manage
ment of economic activities are major
criteria of the performance of any eco
nomic system, these social functions of
profit are vitally important to all sec
tions of the population. Citizens and
legislators might therefore be expected
to weigh carefully proposals to interfere
with the tasks that profits perform for
society, via tax policies or other meas
ures. Only the outright advocate of the
collectivist economy would consciously
urge that government officials should
attempt to perform these functions.
Evidence of Misunderstanding of the
Functions of Profit
There is much evidence to indicate
widespread misunderstanding among
the American people of the role of prof
its in our economy. There is current
a disconcerting skepticism toward prof
its, especially “high” profits, and a dis
quieting tolerance of proposals to limit,
reduce, or equalize business profits.
While these attitudes antedate World
War II, their growth was accelerated
during the period of wartime and post
war price inflation through which we
have just passed. This is highly signifi
cant, for the reported dollar profits of
American businesses have been unusu
ally large during recent years, partly
because of unanticipated net income
arising from a rapidly-rising price level.
We may trace much of the weakening
of the popular belief in the desirability
of business profits to the behavior of re
ported profits, as determined by cus
tomary accounting methods, during an
era of price inflation. This is one of
many evil consequences of price infla
tion, and a reason why comparative sta
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bility in price levels is necessary to the
maintenance of a competitive, private
enterprise system. Many laymen indis
criminately attack profits in general
because they believe that they have
become larger than necessary to serve
the public interest. They forget that
swollen profits are merely a conse
quence of inflationary monetary and fis
cal policies. The proper remedy is not
to destroy profits directly by taxation
or otherwise, a course which would sub
vert the social values that profits per
form. The remedy is to insist upon noninflationary monetary, fiscal, and wage
policies, which would create the condi
tions under which profits in the aggre
gate would serve the public interest.

A. The Corporate Profits Tax
One evidence of popular misunder
standing of profits has been the sharp
rise in the rate of taxation of corporate
net income, the continuation of this tax
during the postwar period at nearly
the peak wartime rate, and the propos
als made from time to time by federal
officials to increase the rate further. It
is not understood that every increase in
the standard rate (now 38 per cent) has
these consequences.
First, it produces deterioration in the
“profit prospect,” and makes business
management less willing to undertake
re-equipment and expansion programs
that would otherwise be initiated.
Second, it diminishes the liquid funds
in the treasuries of business corpora
tions, and reduces their ability to fi
nance, through retained earnings, in
vestments in plant and equipment.
Third, it produces more pessimistic
appraisals of the earning power and
dividend-paying ability of business cor
porations by traders and investors, thus
reducing the number of businesses that
can feasibly secure funds from the sale
of new securities to the public.
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In short, the tax on corporate profits
impairs the economic progress function
of profits.
If profit theory and functions were
fully understood, there would be wide
support of corporate tax reduction, and
eventual elimination of the tax instead
of further increases in its rate. The his
tory of the tax is one of political expedi
ency. It now creates heavy double taxa
tion of corporate profits, first, when
earned by the business, and secondly,
when distributed to stockholders. It
works special hardships on small and
growing enterprises, which usually lack
access to markets for public issues of
securities and are therefore restricted to
financing their growth out of retained
earnings. By crippling their power to
grow and to challenge the position of
established firms, the tax diminishes
the vigor of competition. It distorts
business decisions in innumerable ways.
Mergers are undertaken or companies
broken up, expenditures are made or
deferred, properties are purchased or
sold, not to increase the efficiency of
operations but simply to minimize or
escape corporate taxes. The tax makes
it impossible to distribute the burden of
federal government fairly among per
sons. A corporation pays the same
amount of tax, whether it is owned by
one rich shareholder or by one thou
sand stockholders in modest circum
stances. It is impossible to determine
the incidence of the corporate tax as be
tween persons, or, indeed, the personal
incidence of the federal tax system as
a whole, so long as this tax is an im
portant element in the system.
B. Proposals for “Excess Profits”
Taxation
Another evidence of popular igno
rance of the social functions of profits
is the proposal that has been made from
time to time to impose a tax on the

“excess profits” of business corpora
tions. This proposal rests on the view
that corporate profits for particular
businesses are, or may become, “too
high,” and that the wartime excess
profits tax which was imposed as part
of a temporary program to curb infla
tion should be reinstated. This tax,
which was properly repealed in 1945,
took away nearly all profits above either
a fixed per cent on invested capital or
average earnings during the years
1936-1939. The principal effect of such
a tax is to reduce differentials in profit
rates as between different businesses.
It badly cripples both the resource-al
location and the incentive-to-efficiency
functions of profit.4
Differentials in profit rates are mani
festly necessary in a competitive econ
omy for several reasons. They are
needed to reflect variations in the risks
of business operations in different lines,
and to provide the higher prospective
returns necessary to attract capital into
venturesome enterprises than those
which suffice to induce investment in
less risky, more stable, enterprises.
They are necessary also to reward un
usual efficiency of management in busi
ness ventures carrying equal risks.
Most important of all, differentials in
profit rates are essential for the purpose
of allocating economic resources into
the channels where they will be used to
satisfy the most urgent public demands.
If profit rates are leveled by taxation,
labor and capital is inhibited from
moving in the directions where it is
most needed by the public.
For example, steel has been in short
supply since the end of the war, and the
profits of steel companies have been
large, despite the fact that most of them
held down prices below the strictly
competitive level as the existence of
4 In time of war, if free-market pricing is not
used to allocate resources, there is a valid argu
ment for the imposition of excess profits taxes.
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“gray markets” demonstrates. Five mil
lion additional tons of steel ingot capac
ity have been constructed since 1945.
Eventually the increased supply of steel
in relation to demand will bring down
steel prices and profits. If the wartime
tax on “excess” profits had been con
tinued to the present time, would the
nation have this additional steel-pro
ducing capacity? Faced with a limited
reward for assuming the risks of expan
sion, but with no stop-loss if their ex
pansion programs turned out unsatis
factorily, steel companies probably
would not have made these vast invest
ments. Steel prices today would be
much higher and the public would be
suffering from an acute shortage of
railroad equipment, farm machinery,
automobiles, and other articles made of
steel. A permanent heavy tax on “ex
cess” profits built on the wartime model
would strike a body blow to the econ
omy, and represents a proposal that is
preposterous to anyone but a collecti
vist. It is disturbing to recall that both
the President and his Council of Eco
nomic Advisers recently suggested im
posing a tax on “excess” profits, a sug
gestion which the Congress fortunately
rejected.5
C. Wage-Setting According to
“Abilty to Pay”
A third evidence of misunderstand
ing of profit theory and functions is
found in the oft-reiterated argument of
labor unions that wage increases are
justified by “ability to pay,” measured
by the amount of profits currently be
ing earned by the companies or indus
tries with which they are bargaining.6
8
*
5See Midyear Economic Report of the Presi

dent, July, 1948, p. 7. See also The Economic
Report of the President, January 7, 1949, con
taining the Annual Economic Review of the
Council of Economic Advisers, pp. 38-40.
6 Cf. for example, Robert R. Nathan, Economic
Position of the Steel Industry 19 49 and Philip
Murray, The Steelworker's Case for Wages, Pen
sions and Social Insurance. (Pittsburgh: United
Steelworkers of America, 1949.)
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This argument is without merit, and,
in fact, involves a principle that labor
unions themselves disavow. The true
principle of wage-rate determination, in
a competitive economy of open markets,
is to establish such a structure of wage
rates as will bring into approximate
equivalence the supplies of, and de
mands for, various types of work skills
in different geographical areas. It is
true that processes of wage determina
tion in practice depart considerably
from those contemplated by competitive
theory. Businesses which are earning
large profits are undoubtedly able, and
often more disposed, to raise wages
than businesses whose profit-rates are
low. Powerful labor unions may, by ex
ercising their economic and political
strength, compel businesses to pay more
for the services of particular groups of
workers than a competitive market
would justify; just as powerful business
units may on occasion be able to pay
less to certain workers whose relative
bargaining power is weak. When these
situations occur, it is because power ex
ists to bring them about, and not be
cause the wage rates so determined are
socially the most desirable.
The general principle that wage rates
should bear a simple functional relation
to business profit-rates—either within
particular businesses or in the aggre
gate—is fallacious, so long as workers
continue to insist upon a fixed, contrac
tual return for their services. Ameri
can union leadership has traditionally
rejected profit-sharing plans, which
would have the effect of making part of
the worker’s income dependent upon
the amount of business profits. The cur
rent labor union demand for wage in
creases on the ground that allegedly
large profits create “ability to pay” is
certain to boomerang later on, when
lower profits will cause management to
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ask for wage reductions on the ground
that “ability to pay” has been reduced.7
There is, however, a more subtle and
important point at issue. If the principle
were adopted that a rise in profit-rate
justified an immediate and proportional
increase in the wage-rate (any decline
in profit-rates calling for no change in
wage-rates, we may assume), the situa
tion would be tantamount to making a
second Bureau of Internal Revenue out
of the labor unions, by conferring on
them power to exact heavy taxes on
any increases in profits. In fact, the de
pressing effects upon business invest
ment and economic expansion would be
even more serious than would be those
produced by a large increase in the cor
porate-profit-tax rate. The Bureau of
Internal Revenue at least permits busi
ness corporations to average out their
net income through good years and bad,
while the labor unions would not!
The crux of the matter is that work
ers and labor-union leaders need to be
come aware of their fundamental inter
est in maintaining a high rate of busi
ness investment. Unions should set as
one of their primary objectives the
maintenance of profit prospects attrac
tive enough to induce continually large
outlays by business on plant and equip
ment. This is the only method that is
consistent with a vigorous free economy
of building up the national stock of cap
ital equipment, raising output per man
hour, and increasing real wage-rates,
as well as assuring an abundance of
good job opportunities. Because a re
duction in the tax rate on corporate
profits during a period of business re
cession would, by bringing about a rise
in business investment, be of much
greater aggregate benefit to employees
than to stockholders, it might reason-7
7 At this point of time, it may be expected
that union spokesmen will shift ground, and
utilize the argument that higher wages are
necessary to augment “purchasing power.”

ably be expected that labor-union lead
ers would be among the foremost pro
tagonists of this tax reform. The fact
that they are not indicates that educa
tors have ahead of them a large task to
generate an informed public opinion.

The Measurement of Accounting
Profits
There can be no doubt that public
attitudes toward business profits are
formed, not by reference to abstract
concepts of economic profit, but by “net
income available to common stockhold
ers” as computed according to accepted
accounting principles and as certified by
public accountants. Few persons ana
lyze the meaning of reported accounting
profits, or pause to read the footnotes in
small type at the bottom of the income
statement. During the recent years of
price inflation, reported profits were
swelled by the fact that accountants
generally calculated business net in
come on a basis of the original or his
torical costs of the inventory and serv
ices of fixed assets utilized in producing
the goods and services sold during the
income period. Had current or replace
ment costs of inventory and services of
fixed assets been charged against gross
revenues, reported business profits
would have been much less. The differ
ence would have been very large during
the past three years. Professor Slich
ter’s estimates, which have not been se
riously challenged, are that reported
profits for 1946 would have been re
duced by $6.4 billions, or 50 per cent;
and for 1947 would have been reduced
by $6.1 billions, or 34 per cent; and for
1948 would have been reduced by $4
billions, or 20 per cent, had current
costs of inventory and depreciation of
fixed assets on a replacement basis been
taken into account.8 Other estimates8
8 Cf. Profits, Report of a Subcommittee of the
Joint Committee on the Economic Report (Wash
ington: Government Printing Office, 1949), p.
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have placed the difference at even
larger amounts.*
89 Should an era of
equally sharp decline in price levels oc
cur in the future, the determination of
accounting profit on the original cost
principle would magnify the reduction
in reported profits (or the amount of
reported losses) with reference to what
they would be if calculated on the cur
rent cost principle.
A great debate has been conducted
recently among accountants, econo
mists, and businessmen over the rela
tive merits of original costing and
replacement costing in the determina
tion of business income. During Decem
ber, 1948, this debate reached the au
gust precincts of Congress, when public
hearings on profits were conducted by
a Subcommittee of the Joint Committee
on the Economic Report under the
chairmanship of Senator Flanders. The
focal point of the hearings was whether
business profits were “too high,” but
much of the testimony revolved around
the adequacy of customary accounting
methods of measuring profits.
The question whether business prof
its in the aggregate are “too high” lacks
meaning and analytical value. One may
with equal pertinence ask whether agri
cultural incomes are “too high,” or
wage incomes. The question is the same
as asking which leg of a three-legged
stool holds the stool up. For the sum
total of expenditure out of all types of
income is what causes price levels to
rise or fall, and aggregate incomes of all
kinds may be “too high” if they support
a volume of expenditure which is forc
ing prices in general higher. The cen
tral remedy for price inflation, as has
been pointed out previously, is to adopt
33. Also Sumner H. Slichter, “Profits in a
Laboristic Society.” Harvard Business Review,
Vol. XXVII, No. 3 (May 1949), p. 351.
9 Cf. George Terborgh, Inflation and Postwar
Profits (Chicago: Machinery and Allied Products
Institute, 1949). As against a profit “overstate
ment” or $16.5 billions estimated by Slichter,
Terborgh estimate is one of $19 billions.
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a non-inflationary fiscal and monetary
policy, buttressed by anti-inflationary
wage, investment, and consumption pol
icies of labor unions, managements, and
consumers. The basic issue raised by
the level of aggregate business profits
is the rate at which society desires to
expand the national stock of capital
equipment and the output of human la
bor per man-hour.10 If the national ob
jective should be at least to match the
rate of increase of the past two genera
tions, aggregate business profits during
the period of 1946-1948—even when
measured by traditional accounting
methods—have not been excessive.
The importance of the controversy
over original v. replacement costing de
pends principally upon one’s expecta
tions regarding the future behavior of
price levels. If the prospect were a per
fectly stable price level hereafter, it
would make little practical difference
whether historical or current costs were
used in determining current business
net income. Accounting methods have
always carried an implicit assumption
of price stability. Because price levels
have not fluctuated markedly during re
cent times, excepting for the compara
tively brief interlude of World War I
and its immediate aftermath, the results
of applying the original cost principle
have been tolerably satisfactory. What
of the future ? Even though marked sec
ular changes in price levels do not occur
in the future, it is probable that large
fluctuations in price levels will be asso
ciated with cyclical fluctuations in gen
eral business activity. Many economists
10 As Professor Slichter has pointed out (Har
vard Business Review, op. cit.) output per man
hour rose on the average about 2 per cent per
annum during the past two generations. This
required the nation to devote about 19 per cent
of the gross national product to capital forma
tion. The Council of Economic Advisers has sug
gested that the country should plan for an In
crease of about 2.5 per cent per annum in the
future. In 1948—a year of high plant and equip
ment outlays by business—gross private domes
tic investment was 17 per cent of gross national
product.
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have pointed out that use of the replace
ment cost principle—or at least correc
tion of business net income computed
on the original cost principle for
changes in price levels—would tend to
reduce cyclical fluctuations in the re
ported profits of business, and would
thereby lead to more stable expendi
tures by business managements, stock
holders, and employees over the busi
ness cycle.11 Apart from the future
cyclical fluctuations in price levels
which may be expected to occur, the
prospect for long-term stability in prices
is not too bright. The probabilities are
higher for a succession of rises in the
American price level, over a long pe
riod of years, than they are for a secu
larly stable or falling price level. With
out presenting a detailed defense of this
opinion, one may point to two factors
operating in an inflationary direction
throughout the western world. One is
the existence of powerful labor unions
which press aggressively for increases
in money wages and which resist de
clines in wage-rates. The other is the
enormous growth in governmental ex
penditures, which are frequently fi
nanced by borrowings having poten
tially inflationary consequences. If
secular increase and cyclical gyration
represent the most reasonable expecta
tions regarding the future behavior of
the price level, it follows that the prob
lem of measuring business profits,
which has arisen in an acute form dur
ing the past few years, will in all likeli
hood be a recurring problem of consid
erable importance.
As a group, accountants appear to
11 Cf. K. Lacey, “Profit Measurement and the
Trade Cycle” Economic Journal, Vol. LVII. No.
228. Lacey suggests continuation of the use of
the original cost principle, but transfer to a
Stock Replacement Reserve of the difference be
tween the replacement cost of goods sold and
their original cost, and a corresponding reduc
tion of reported net income, during periods of
rising prices. Conversely, during periods of fall
ing prices, additions to reported net income
would be made by charges against this Reserve.

have been well aware of the defects in
traditional accounting assumptions and
procedures under conditions of unstable
price levels.12 But they have been reluc
tant to abandon the numerically precise
and definite results that these methods
yield for other principles which involve
less precision and require much more
judgment on the part of those respon
sible for preparing the financial records
and reports of business concerns.13 This
has not been true of all accountants,
however. Several leading university
teachers of accounting have explicitly
called for consistent use of current costs
in computing and reporting business
net income.14 It is easy to understand
why accountants who confront the re
sponsibility of producing financial re
ports rapidly on a basis of definite as
sumptions and readily-defended dollar
values see more difficulties in adopting
the replacement cost principle than do
economists who do not face these prob
lems at first hand. There can be no
doubt that a fundamental change in the
basis of profit measurement would
greatly increase the difficulty of the ac
countant’s task. Yet in the final anal
ysis, accounting principles and tech
niques must be adapted to serve the
public interest.
Is it possible to reconcile the view
that replacement cost accounting leads
to the most desirable conduct by man
agements, stockholders, and other peo12 See, for example, the scholarly study of
Business Income and Price Levels—An Account
ing Study by George O. May, Research Consult
ant of the Study Group on Business Income
organized by the American Institute of Account
ants (New York: 1949).
13 Cf. Thomas H. Sanders, “Depreciation and
1949 Price Levels,” Harvard Business Review.
Vol. XXVII. No. 3. (May 1949.) p. 303. This
article argues against calculating depreciation
on a basis of the current replacement cost of
fixed assets. See also the testimony of George
D. Bailing before the Flanders Subcommittee,
Profit Hearings, p. 36.
14 Cf. Willard J. Graham, “The Effect of
Changing Price Levels upon the Determination,
Reporting and Interpretation of Income” The
Accounting Review, Vol. XXIV. No. 1. (Jan.
1949.) See also the testimony of William A.
Paton before the Flanders Subcommittee, Profit
Hearings, pp. 36-50.
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ple in a world of unstable price levels,
by moderating cyclical fluctuations and
protecting the real capital of society
against erosion through price inflation,
with the other view that use of original
costs leads to definitely ascertainable
results and nicely-balanced algebraic
equations? So long as the prospects of
conquering price instability, on the one
hand, or of educating the public in the
meaning of accounting profits, on the
other hand, are dim within the proxi
mate future, it appears to me that there
is no ultimate reconciliation. There may
be a reasonably satisfactory compro
mise in the adoption of a system of
“dual accounting.” By this phrase is
meant the preparation of financial rec
ords and reports of business enterprises
on two bases—original costs and cur
rent replacement costs. A dual account
ing system would involve the continua
tion of the prevalent practice of
measuring business net income on a
basis of historical cost figures for both
inventory and depreciation of fixed as
sets. Concurrently, it would involve the
additional step of calculating profits ac
cording to the replacement cost prin
ciple. Financial reports of business con
cerns to the public should present both
sets of figures, but should emphasize
profits figured on a basis of recovering
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physical capital expended during the
current income period, because these
figures will be conducive to the most
desirable decisions by management and
the public.15
This suggested compromise, if gen
erally adopted by accountants, comp
trollers, and business management,
would have the merit of retaining what
values inhere in the traditional account
ing approach to profit measurement. At
the same time, it would replace these
profit measures, for purposes of man
agerial decision-making and public re
porting to stockholders, employees, and
customers, with other measures better
adapted to serve the public welfare. Ad
mittedly this is not the fundamental
solution to the problem before us. It is
merely an expedient—a stopgap—to be
utilized until such time as the funda
mental remedies of price-level stabiliza
tion and pervasive public understand
ing of economic and accounting prin
ciples can be evolved. The adoption of
a dual accounting system should not
lead us to abate in the slightest degree
our efforts to produce the basic solu
tions to this problem of profit measure
ment.
15 For an acute treatment of the problem of
calculating depreciation under price instability
see T. H. Silcock, “Accountants, Economists and
Fixed Assets” Economic Journal. Vol. LIX. No.
235. (Sept. 1949.)

Study Group on Concept and Terminology
of Business Income » » by George O. May, CPA

glad of an opportunity to dis

first directors. It is interesting also to

Income.
This Group is not of course a com
mittee, or even a quasi-committee, of
the Institute. But while it is an auto
nomous body, it owes its existence to
the Institute (though the cooperation
of the Rockefeller Foundation was
necessary to its creation) ; its work,
therefore, has a legitimate place on the
program of this annual meeting.
The Study may be regarded as a new
and important step in the process of
creating a philosophy of accounting
which had its beginning at the Con
gress of Accountants held in St. Louis
in 1904. Of those who took a leading
part in that Congress, Robert Mont
gomery is still with us: it is fortunately
too early to tell the full story of his con
tribution to accounting though some
recognition was given to it yesterday.
But it is interesting to trace both an
ideological as well as a personal line
from that Congress to the present study
through two others who took leading
parts in 1904; Joseph Sterrett, who
presided, and A. Lowes Dickinson, who
read what was perhaps the paper of
widest interest of those presented. His
paper dealt, as the Study is dealing to
day, with the question—What are busi
ness profits ? The technique of the
Group conducting a study has been
taken from the National Bureau of
Economic Research of which Joseph
Sterrett was one of the founders and

of office as president of the Institute,
today holds the professional position
which Mr. Dickinson held in 1904, and
is a director of the National Bureau
representing the Institute, which now
has the privilege of nominating one of
the directors by appointment.
The Study Group has now completed
the second of its appointed three years
of existence. In the coming year the
questions whether its work shall be
continued, and if so how, will have to
be answered. My own hope is that it
will be continued by the Institute in co
operation with a university having
strong departments in law, economics,
business, and government.
During the coming year the Group
will have to consider also the possibility
of securing agreement among its mem
bers sufficient to justify the issue of a
Group Report on Concepts of Business
Income. Discussions of the subject
from the legal and accounting view
points have already been published and
those to be presented from the stand
points of general economics and mone
tary theory are well on their way to
completion.
The object of the Study Group is, I

am

cuss briefly the progress of the note that the chairman of the Study
IStudy
Group on Concepts of Business Group, who has just completed his year
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take it, to suggest a concept or concepts
of business income that it regards as
acceptable and capable of being imple
mented by accounting methods. It is
not the function of the accountant to
decide what concept of income should
be accepted, any more than it is the
function of the lawyer to decide what
the law on any subject shall be, though
in each case the advice of the technician
is indispensable. The procedures by
which the concept is to be implemented
would be a matter for the accountants.
They have shown themselves capable of
devising highly technical, but equally
effective, methods in the field of admin
istrative accounting.
A broad question arises whether they
should be encouraged to do the same in
the general financial accounting field,
if they can, thereby, implement more
significant concepts of income. Or
should concepts of income be such that
the methods of implementing them will
be so simple that the intelligent layman
will be able to appraise them for him
self. There are those, including many
accountants, who favor the latter view.
They demand that income determina
tion be strictly factual.
I have quoted in my monograph (on
page 18) an expression of such a view
by the Securities and Exchange Com
mission. A well known practicing ac
countant, in an issue of The Journal of
Accountancy, said: “Obviously what is
needed is a pronouncement in precise
language that a reserve should not be
provided from current income [pre
sumably he means in determining cur
rent income] for any loss that is not
actually accruable. . . . Given a clear,
forthright and uniform concept of net
income along such lines, the public in
terest would then require that net in
come be clearly and unequivocally des
ignated.” He asked: “Is not income
measured by current events only or is
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it a flexible thing which allows probable
future events to be presumed to have a
retroactive present effect,” and com
ments that the public “cannot under
stand the mathematical gymnastics of
‘future reserve’ accounting.”
And above all he would have an au
thoritative affirmation for all time of the
cost principle of accounting and a proc
ess in which “standardization should be
primordial to precedent and tradition
and to conflicts of technical ideology.”
I quote these passages only as typcial of
a school of thought with which I am in
disagreement; they happened to appear
alongside an expression of my views.
I do not believe that there exists an
historical or traditional cost principle,
but, if there is deemed to be one, I
think it should be reconsidered while
accounting is still in the “early flux of
evolution” to quote the same article.
Indeed the trend of regulation seems
to me to be towards a more extensive
use of the basis “cost or value which
ever is lower” rather than towards an
insistence on cost.
If we are to accept the view ex
pressed in the passages I have quoted
we should begin by discontinuing re
serves for bad debts and for obsole
scence of plant.
I do not believe in the possibility of
expressing the essence of the income
account in all cases in a single figure
described as “net income for the year.”
In my monograph I have suggested use
of two designations “income from op
erations of the year” and “accretion to
income during the year” the latter de
scribing what is called the all inclusive
concept.
I have, however, also suggested (at
page 73) that so long as ARB 33 re
mains in force management should be
encouraged to show also a figure which
might be described as “income for the
year in current dollars.”
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I have recommended as the result of
my study that the proposals made by
the committee on cooperation with the
Stock Exchanges in 1933 should be re
vived. These proposals contemplated
first a recognition of the fact that
within the framework of existing ac
counting principles there are wide dif
ferences in methods of income deter
mination and secondly the full disclo
sure of methods used by reporting cor
porations.
I have also made a suggestion which
was made by a subcommittee of the
committee on accounting procedure
some years ago, that the New York
Stock Exchange should be asked to co
operate with the Institute to bring
about clearer disclosure in the financial
press and statistical services of all ex
traordinary items which have either
been taken into account or excluded in
determining net income for the year.
I believe that along these lines more
real progress can be achieved by creat
ing the expectation of greater uniform
ity being attained than is conceivably
attainable or desirable.
I believe that as a result of the
changing price level tax rules and new
financial devices there is more diversity
in bases of reporting than existed ten
years ago, and the need for new meth
ods is likely to continue. If we stop to
consider the variety of new methods
that has grown out of acceptance of
LIFO and the current expressions of
opinion on depreciation such a conclu
sion is, I think, inescapable. I do not
think the time will come within my life
time, if ever, when accounting may use
fully be standardized to the extent that
some accountants contemplate. The al
location of positive and negative ele
ments in the determination of income
to short periods of time is and will re
main an essentially conventional pro
cedure, and it should not be treated as

if it were a simple matter of reporting
facts.
During the last two years there has
been much discussion of the effect of
rising prices on the accounting for
plant costs that go through capital as
set accounts. The problem may be di
vided into two parts, one relating to
the exhaustion of property created be
fore the rise and the other to property
created during or after the rise.
I would like today to discuss briefly
the second part of the problem and I
will take as my text two extracts from
accounting testimony before the Flan
ders Committee. After mentioning the
opposition to proposals made for deal
ing with the first part of the problem,
which had been expressed by the com
mittee on accounting procedure, the
witness spoke as follows on the second
problem:

“You asked me a moment ago about
the effect of the tax legislation on cor
porate profits, and I think one of the
places where that is most important,
Mr. Huber, is the influence of the
Treasury Department toward a
straight-line depreciation over the full
years of life of the facility, taking the
same depreciation each year. That is an
unrealistic thing, but it is easy to op
erate; and the Treasury advocacy of it
has pretty nearly driven out, until the
last 2 or 3 years, any other way of de
preciation. We used to have a de
clining-balance method that took more
depreciation in the early years of life
than it did in the later years.” (p. 100)

And again:
“Business seldom acquires a facility
with the idea that it will be productive
ratably over its entire life. A new facil
ity is acquired or erected for a specific
need, and ordinarily the economic use
fulness of that facility over the next
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few years is the controlling factor. The
profits to be returned during the next
few years are the more important thing.
Depreciation, in my opinion, should be
more nearly related to that economic
usefulness or to the business realities
under which management operates in
deciding to acquire those properties.
The five-year amortization permitted
during the war was an outstanding ex
ample of that particular point, and it
did not particularly bother Congress
that there would in many cases be a
residual value at the end of the war pe
riod. So I urge that you consider a
change in the emphasis in the allow
ances for depreciation which will per
mit higher depreciation in the early
years of the use of a facility than in the
later years of residual life, and that
this be an important differential related
to the current high prices, rather than
merely a nominal one. For another five
years, maybe, if we can have an em
phasis on other than the straight-line
basis, that will help in this period.” (p.
102)
With regard to the first of these par
agraphs, I do not agree that straightline depreciation should be lightly dis
missed as unrealistic or that its preva
lence is attributable to the attitude of
the Treasury Department, or that the
declining-balance method was ever used
to any considerable extent in the United
States. Certainly in my experience
prior to the enactment of federal in
come taxation I seldom encountered the
declining-balance method; the straightline method was then most commonly
used and methods that took into ac
count the extent of physical use were
the only alternatives likely to be found.
Turning to the second of the two
paragraphs I have quoted, I think the
second sentence describes a procedure
that often occurs. But, on the other
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hand, large enterprises such as railways
and public utilities (to which account
ing for property exhaustion is of special
importance) are often undertaken in
the expectation that revenues will in
crease as the years pass. Subject to this
reservation, I would say that the pro
posal is not unreasonable. There is
much to be said for the diminishingbalance method. It has long been the
method most used in England but curi
ously enough the English Institute has
recently expressed the view that
straight-line depreciation is preferable.
The proposal made in the testimony
has been put into practice and accepted
by the SEC though the proposal to
make supplementary charges in respect
of exhaustion of old plant has been re
jected.
Now I would remind you that the
committee on accounting procedure
did not oppose adoption of that pro
cedure on the ground that it was in
herently unsound or unreasonable but
on the narrower grounds that it was not
in accord with presently accepted ac
counting principles; that its application
could not be based on objective evi
dence and that it would tend to impair
a desirable uniformity of practice. And
if these objections are valid, they seem
to me even more applicable to the pro
posals which I am now discussing.
My reading of history leads me to
believe that there is historical support
for charging exhaustion of physical
property against revenue on the basis
of current cost of replacement. And his
torically I think there has been objec
tion to charging a part of the cost of a
unit, let us say a building, against rev
enue over a short period of years and
the remainder over a period perhaps ten
times as long on the ground that it was
the expectation of exceptional economic
usefulness ( in the sense of profitability
—not physical use) that motivated the

54

American Institute of Accountants Annual Meeting Papers

capital expenditure at the time it was
undertaken.
The committee recognized that it
was permissible to restate capital as
sets at actual values in excess of cost,
and that if this were done depreciation
charges thereafter would properly be
computed on the higher values. The
English Institute has taken a similar
position in its Recommendation XIII.
Our committee held that general resort
to this procedure was undesirable. I
I fully agree with this view; I regard
the essential fact, that calls for account
ing recognition as being, that the cost
of making good exhaustion has in
creased, not that the value of the prop
erty has gone up.
The committee has not dealt with
the question raised in the testimony be
fore the Flanders Committee which I
have quoted. In ARB 33 it dealt in a
single sentence with the case in which
property is likely to have “less than a
normal useful life,” but not at all with
the case in which property is likely to
have more than a normal usefulness (in
the sense of profitability) during the
years immediately ahead.
The Dickinson Lecturer of 1949 sug
gested greater flexibility in distribution
of depreciation charges as between
years. He apparently would accept
greater physical use, higher cost of re
placement or greater expectation of
profitability in the years immediately
ahead, as justifying higher charges in
the nearby years, subject to an over
riding limitation that the aggregate
charges should not exceed the cost of
the property that is being exhausted.
A proposal along these terms was sub
mitted to the staff of the Joint Congres
sional Committee on Taxation (see
Monograph, Appendix V).
My purpose in offering this comment
is not to argue the relative merits of
the two proposals. First I would point

out that in relation to depreciation as in
relation to inventories changing condi
tions are bringing about an increased
diversity of practice. Mr. Justice
Holmes once said that the willingness
to undertake such a reëxamination of
one’s first principles was the mark of a
civilized person. He also said that the
only justification for a rule of law is
that it serves a socially desirable pur
pose, and he added that lawyers seldom
appreciated how large a part of our law
is subject to change as a result of a
change in the public mind. These dicta
seem to me equally true of accounting.
I believe that we have developed the
habit of talking of practices as resting
on historical or traditional bases when
they have no such foundation, and,
what is even more important, we have
failed to recognize that a philosophy
can be built up only by repeated critical
examination of accepted postulates and
traditions in the light of changing con
ditions. As historians and philosophers
have pointed out in discussing the de
velopment of systems of law, criticism
is destructive until the point has been
reached at which a substantial body of
accepted custom has been built up. But
thereafter, it is not only useful but in
dispensable to the continued vitality of
an art or science. I believe that account
ing has reached such a point and in my
monograph I have suggested that the
committee on accounting procedure
should undertake a broad redetermina
tion of the more important principles
and practices of accounting which it re
gards as acceptable.
Before ending discussion of questions
raised by testimony before the Flanders
Committee, I must comment on asser
tions made by Professor Seymour E.
Harris, in discussing Dr. Slichter’s
statement that current accounting prac
tices in relation to inventories and de
preciation have resulted in recent years
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in overstatement of business profits.
The passages as they appear in the of
ficial record (page 33) are as follows:
“But it is important to point out the
present accounting practice has been
used for generations as far as I know,
and now suddenly some businessmen
find it more convenient to change this
accounting method. As a matter of fact,
I know, and probably you know, that
there is pressure being put on the ac
countants to change that method of ac
counting of business profits. ... So
that what the business man is now
losing, you might say, by Showing these
high profits and having to pay higher
taxes, and so forth, he gained during
the depression period.”
These assertions were not made in
the formal statement of Professor
Harris but in extemporaneous testi
mony and Professor Harris did not of
fer, and I am sure could not have of
fered, evidence to justify them. I do
not believe he would undertake to sup
port them as they stand.
Of the two adjustments proposed by
Dr. Slichter, that in respect of in
ventories was by far the more impor
tant. The desirability of this adjustment
was developed by Dr. Kuznets and
other economists who were studying
national income and who felt that it
was necessary to reduce to real terms
the apparent losses during the depres
sion of the early 1930s.
Lifo accounting which has the same
general objective as the adjustment was
sanctioned by the Congress in 1938
and 1939 and its availability for tax
purposes was conditioned on its em
ployment by the taxpayer in his own
financial accounting.
The importance of this adjustment
and of the adjustments in respect of de
preciation was brought to my attention
as a director of the National Bureau of
Economic Research. I in turn took an
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active part in bringing it to the notice
of the council of the Institute and in
suggesting a project such as the study
group is undertaking. All this occurred
several years ago; though it was not
until 1947 that it became possible to
implement the project through support
from the Rockefeller Foundation.
These facts clearly negative the asser
tions made by Professor Harris.
I would offer one more comment on
the broad topic I have discussed. In the
issue of The Journal of Accountancy of
January, 1949, an interesting phase of
the problem created by changes in price
level was presented by Professor Ralph
C. Jones who published the results of
a restatement of accounts of nine large
steel companies for the years 1940 to
1948 in terms of a stabilized dollar. This
study strikingly illustrated the fact that
the real gains of the industry were
small as compared with reported gains.
But a similar analysis of the results
of investments in Savings Bonds would
have shown the same sort of result.
And it is idle to expect that as a prac
tical matter, the full capital-levy effect
of inflation will be allowed to fall on
holders of government bonds while in
vestors in industry are protected from
it. My own view is that any acceptable
concept of income must contemplate
that this burden should fall as nearly
equally as possible upon all classes of
investors.
In conclusion let me say that I am
more than ever convinced that the most
generally useful concept of business in
come in the foreseeable future will be
one which contemplates charges against
revenue being stated as nearly as pos
sible in terms of units of the same pur
chasing power. I believe accountants
would have no difficulty in implement
ing such a concept at least as satisfac
torily as they implement any concept
today.

FEDERAL
TAXATION

Tax Settlement Procedures * * General
Considerations » » » by Mark E. Richardson, CPA

of con state societies of certified public ac
troversies between taxpayers and countants have gone on record in favor
the Bureau of Internal Revenue has beof a bill now pending before Congress
come an absolute essential of our fed to create an independent tax settlement
eral tax system. This is true for several board where decisions on tax contro
reasons.
versies, which cannot be satisfactorily
In the first place, the sums involved settled between the taxpayer and the
are large enough to be of real impor Bureau of Internal Revenue, can be de
tance not only to the taxpayers con cided on an informal basis, without
cerned but also in the aggregate to the recourse to the courts.
total revenue of the federal government.
You are all familiar with this pro
In the second place, as our tax laws posal and the arguments which have
have grown more complex, with a been presented in favor of it. I will not
steady increase in the number of regu repeat them here except to remind you
lations and interpretations, there are that this proposal is very close to the
bound to be an increasing number of original conception of the old Board of
cases in which there is an honest differ Tax Appeals which was approved by
ence of opinion, or in which there is no the House of Representatives and en
law, rule, or precedent precisely applic dorsed by the Treasury back in 1924.
able to the particular case under con You also know that this original con
sideration.
cept was soon changed in such a way
In the third place, the number of that the Board of Tax Appeals operated
such controversies has become so great more and more like a court of law. One
that it would be physically impossible of our speakers this afternoon was for
for our courts to handle them if more many years a distinguished judge of the
than a small percentage actually had to Board of Tax Appeals. The other,
whom most of you know or know of,
go to formal trial.
Finally—and this is of special con has been for many years head of the
cern to the certified public accountants Technical Staff in the Bureau of In
represented at this meeting—it is desir ternal Revenue.
able to taxpayers and the government
In our recent testimony before Con
alike that the greatest possible percent gressional committees and in other
age of tax controversies should be set communications addressed to the Contled without unnecessary expense in the
preparation of evidence under formal Mark E. Richardson, CPA, is chair
rules or in long drawn-out legal battles. man of the American Institute commit
With all of these considerations in tee on federal taxation and a partner
mind, the American Institute of Ac in Lybrand, Ross Bros. and Mont
countants and a considerable number of gomery.
atisfactory settlement
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gress, the Institute and the state socie
ties have taken the position that this
whole subject of mechanisms and meth
ods for handling tax controversies
should be fully explored and all possi
bilities should be considered before any
action is taken to change the present
setup. It is for precisely this reason
that we have invited the two distin
guished speakers whom you will hear
this afternoon. We are anxious to hear
and consider all sides of this question,
and we have carefully avoided taking
a dogmatic position that there is one
and only one right answer. At the same
time, I should like to make it perfectly
clear that on the basis of all evidence
which we have reviewed to date, the
Institute is still firmly in favor of the
Tax Settlement Board proposal, and
firmly opposes the pending Tax Court
Bill unless or until the Tax Settlement
Board Bill or something like it is en
acted. I think it is only fair to restate
this position for the record in connec
tion with the speeches which you will
hear this afternoon.

At the same time, we recognize that
this is a complicated and difficult ques
tion which deserves careful considera
tion from all experts in the tax field,
both in and out of the government. We
therefore consider ourselves extremely
fortunate to be able to hear the views of
two men who have had such long and
distinguished experience in this field.
Out of the careful consideration of all
the varying points of view which have
developed toward this important ques
tion, we hope that a solution may be
found which will be reasonably satisfac
tory to everyone concerned. In seeking
this solution I am sure we are all aware
that the person to whom it is most im
portant is neither the practitioner nor
the government agent but the long-suf
fering taxpayer himself. If we recognize
in considering this question that the
best solution is the one which will pro
vide prompt and fair settlement of tax
controversies with the least possible in
convenience and expense for taxpayers,
I am sure we will find the right answer.

Tax Settlement Procedures » » » from a
Legal Point of View » » by Charles D. Hamel

this subject, it may be average citizen had little contact with
helpful first to ascertain what the his government. Few things happened
problem is, what facts and circum in his daily life that made him aware of
stances have produced it, review for a the existence of the federal government.
moment some of the historical back In 1914 there were approximately 775,ground, and determine what some of 000 returns filed by individuals and cor
the factors are that should enter into porations. The Bureau at that time had
any procedure that may be set up for about 5,800 employees. In 1918, during
the settlement of federal tax contro World War I, the number of returns
versies.
increased to about 3,800,000. During
During the last thirty-five years, our 1939, before World War II started, the
tax laws, both in complexity of struc number of returns had increased to 7,ture and revenue toll, have mushroomed 100,000. During 1945 the number of in
up around us at an alarming rate. The come and profits returns filed by indi
apparently insatiable appetite of our viduals and corporations had reached
government for revenue, brought about the figure of approximately 67,000,000.
principally by the enormous cost of During the fiscal year 1948, the number
fighting two global wars in this period of returns filed of all kinds was approxi
and by the constantly mounting de mately 90,000,000. Approximately 75,mands of our citizens for more and 000,000 of these were income and ex
more governmental services and bene cess profits returns filed by individuals
fits, has increased our tax burden be and corporations. The amount of reve
yond the point of diminishing returns, nue collected under these returns has
and to an extent which, if continued increased to fabulous figures. During
over a long period of time, will sap the the fiscal year 1941, approximately
initiative and vitality of our productive seven billion dollars was collected, the
machine and wreck our economy.
largest amount in any year up to that
Entirely aside from the problems period. During World War II years,
growing out of the size and impact of and since, the amount collected has
the tax burden have come other prob been well over forty billion each year.
lems which, in some respects, are more The number of employees in the Bureau
important, problems which go to the of Internal Revenue has gradually invery fundamentals of our form of gov
ernment.
Charles D. Hamel is a senior part
Most of our so-called regulatory stat ner in the Washington, D. C., law firm
utes affect only a relatively small seg of Hamel, Park and Saunders. He
ment of our population. But the reve helped to organise and was first chair
nue laws reach a very large proportion man of the United States Board of Tax
of our people. Thirty-five years ago the Appeals (now The Tax Court).
n discussing
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creased over the years until, during the
fiscal year 1948, the number had
reached the approximate figure of 52,000.
The complexity of our tax structure
has more than kept pace with the in
creased revenues obtained through it.
The long series of loophole plugging
provisions on the one hand, and relief
provisions on the other, have created a
body of tax law which even the socalled tax experts cannot fully compre
hend. This has increased tremendously
the burden of tax administration. Be
cause of the complexities of the tax
laws, the area of judgment left to the
administrative agencies in the tax stat
utes themselves has become wider and
wider. All of this has increased tremen
dously the number of controversies
growing out of our federal revenue sys
tem.
During the years prior to World
War I, the rates were so low and the
amounts involved so small that the
number of controversies were compara
tively few. A controversy that could
not be ironed out with an examining
agent was rare. With the coming of
World War I and the increase in rates,
together with the profits tax, contro
versies increased very rapidly. The
amounts involved were much larger.
The Bureau was comparatively new
and before it could undertake the prob
lem of disposing of the many contro
versies it had to build up its personnel.
The higher rates of the war period,
together with the profits taxes, created
many new problems with which the
Bureau was not familiar. The contro
versies growing out of this period did
not develop until the early twenties.
During this period, the Bureau created
the Tax Advisory Board and, later, the
Tax Simplification Committee and,
still later, the Committee on Appeals
and Review. The Tax Advisory Board

and Tax Simplification Committee
considered questions of policy and
drafted many of the original regula
tions. The Committee on Appeals and
Review was an appellate body, created
in the Bureau of Internal Revenue, to
consider cases appealed from the vari
ous units in the Bureau, the most im
portant of which was the Income Tax
Unit. The Committee on Appeals and
Review, in effect, was the Commis
sioner of Internal Revenue. On the
whole, it functioned very creditably.
As stated before, many of the con
troversies which grew out of World
War I involved difficult questions and
large amounts of money. There was
much criticism of the cumbrous process
of litigation which was necessary in the
event the Bureau and the taxpayer
could not settle their differences. One
of the chief criticisms was that it was
necessary to pay the tax before litiga
tion could be carried on. In many in
stances, this was a hardship. Many tax
payers could not make payments of
large deficiencies without seriously em
barrassing their financial condition. As
a result, Congress, in 1924, created the
Board of Tax Appeals, now known as
The Tax Court of the United States.
However, it was soon found that the
Bureau was not assuming its respon
sibility in settling cases. It passed on
to the Board of Tax Appeals many
cases which should have been settled
in the Bureau, with the result that the
docket in the course of a year or two
became very congested. Three years
after the creation of the Board of Tax
Appeals, it was found that the Bureau
had many cases involving World War
I years still undisposed of and the Tax
Court was still carrying a very heavy
docket. The situation can, perhaps,
best be described by a quotation. Let
me quote:
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“The difficulty in the past in closing
big cases and in settling cases without
litigation has arisen largely as a result of
the attempt of the Bureau to settle with
mathematical accuracy and with pure
logic questions which by their nature are
not susceptible of mathematical or logical
determination ... By far the majority of
questions arising in disputed cases can
not be solved with exact precision, but
should be settled by administrative action
within the Bureau on the basis of the best
judgment of competent officials.
“Important questions of law must, of
course, be decided finally by judicial tri
bunals. But the best interests of the gov
ernment and of the taxpayer will be pro
moted if the great majority of the disputed
questions involving no important prin
ciple are settled by administrative action
within the Bureau. Even a casual analysis
of the history within the Bureau and
through the Courts of various cases set
out in this report will demonstrate that
both the government and the taxpayer
will benefit by such action.
“The nature of the problems involved
in many classes of cases makes their solu
tion adaptable to administrative and not
judicial action. It is impossible to predict
the decision of a judicial body upon such
questions of fact as valuation of natural
resources, patents, or good will; upon
questions presented in an amortization de
termination; upon a case involving con
templation of death; upon the propriety
of depreciation allowances; or upon simi
lar questions . . . The statistics show that
the Bureau has collected through the
Board of Tax Appeals only about onehalf of the tax claimed by it. It is appar
ent from a study of the Board’s decisions,
that the great majority of the reversals
of the Bureau have been in cases involv
ing questions of fact, judgment, and opin
ion. It is believed confidently that as much
or more tax can be secured by settling
these cases by administrative action within
the Bureau than by litigation. But even
more important than the tax collected will
be the benefit both to the government and
the taxpayer of disposing of these old
matters without protracted controversy.”
This sounds like a quotation from a
report of the committee on taxation of
the American Institute of Accountants
or from the proceedings of the Section
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on Taxation of the American Bar As
sociation. It is neither (confession is
good for the soul) ; it is quoted from a
report to the Joint Committee on In
ternal Revenue Taxation based on a
survey of the administration of income
and excess profits taxes made by the
Treasury Department in 1927 and ap
proved by the then Secretary of the
Treasury, Under Secretary, and Com
missioner of Internal Revenue.
In the summary of conclusions of
this report it was stated:
“All tax cases can not be closed upon a
basis of absolute accuracy. To attempt to
do so is to sacrifice accomplishment to
unattainable ideal. Prompt and final set
tlement is often more important than
meticulous accuracy.
“The collection of revenues is primarily
an administrative and not a judicial prob
lem. As far as the Federal income tax is
concerned, a field of administration has
been turned into a legal battlefield.”
I have quoted this statement at
length because I cannot see that the
problem is much different now from
what it was twenty-two years ago. It
would be interesting to know how
many employees of the Bureau of In
ternal Revenue have read this state
ment. It would also be interesting to
know how often, if at all, the principles
outlined in this statement have been
called to the attention of the employees
of the Bureau of Internal Revenue by
anyone in authority.
As a result of the situation as out
lined in the quotation which I have
made, there was organized in the Bu
reau of Internal Revenue what was
then called the Special Advisory Com
mittee. In the report to which I have
referred it was stated:
“The success of the Committee will de
pend ultimately upon its ability to bring
cases to a settlement promptly, expedi
tiously and satisfactorily, and upon the
support and cooperation accorded it.”
The Special Advisory Committee
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was succeeded by what is now known
as the Technical Staff. It is substan
tially similar in its jurisdiction and in
its functions to the Special Advisory
Committee. The Technical Staff has
operated within the Bureau to the pres
ent time.
In the annual report of the Commis
sioner of Internal Revenue for the fiscal
year ended June 30, 1948, it is stated
with reference to the work of the Tech
nical Staff:
“For the nine year period (fiscal years
1940 to 1948, inclusive) Staff reports
show decisions handed down by the Tax
Court in 9,339 docketed cases. Analyses
of these decisions made currently as they
were received show a total of 3,649, or
39 per cent, in which the Bureau’s posi
tion was wholly sustained; 3,605, or 39
per cent, in which the Bureau’s position
was partly sustained and partly reversed;
and 2,085, or 22 per cent, in which the
Bureau’s position was wholly reversed.
The percentages for the fiscal year 1948,
during which the Court handed down 845
decisions, were 36 per cent wholly sus
tained, 46 per cent partly sustained and
partly reversed, and 18 per cent wholly
reversed.”

These statistics are by cases and are
not broken down into dollars. In the
statement made in 1927 it was esti
mated that only about one-half of the
tax claimed by the Bureau had been
collected through the Board of Tax Ap
peals. From the face of these statistics
it does not appear that very much im
provement has been made in the ulti
mate result. It would still appear that
a very important part of the revenues
are finally determined by a judicial
process and not by administrative ac
tion and that “as far as the Federal in
come tax is concerned, a field of ad
ministration has been turned into a
legal battlefield.”
I do not want to make unfair state
ments as to the work of the Technical
Staff or other settlement machinery of

the Bureau. The Technical Staff has
been plagued with personnel problems,
unusually difficult controversies grow
ing out of the high tax years, problems
incident to war years, and other diffi
culties. I do believe, however, that it is
appropriate under the circumstances
again to survey the situation, examine
some of the machinery which has been
set up and, if possible, make some sug
gestions which may be helpful.
I have mentioned the personnel
problem. I think it is of the utmost im
portance and I think many of us do not
appreciate how serious it is; those
within the Bureau itself have a much
better knowledge of the seriousness of
this problem. In connection with the
personnel problem, it may be well to
review for just a moment the process
by which these controversies arise.
In the first place, there is a revenue
agent’s examination and report. A
revenue agent is essentially an investi
gator of the facts. If there is a contro
versy, the case is considered by con
ferees in the revenue agent’s office.
These are older, more experienced men,
who have come from the revenue
agent’s force. Their function is a quasi
judicial one. I have wondered why
more consideration has not been given
to raising the qualifications of men who
go into the revenue service, particularly
the men who are designated as revenue
agents, because it has been from this
group that most of our conferees and
many of our executives have come. As
the years have gone by, the contro
versies have become more and more
difficult and complicated. Qualifications
for a revenue agent of twenty-five years
ago are no longer sufficient for a reve
nue agent of today. I mention this
phase of the personnel problem for the
reason that I believe that well over
seventy-five per cent of our cases, per
haps even a larger portion, are cases
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involving questions of fact. Questions
of fact ought in all reason to be deter
mined in the office of the revenue agent
in charge. It is absurd to think that
the taxpayer and conferees qualified to
act as conferees in a revenue agent’s
office should not be able to sit down
and agree as to what the facts are. It
is absurd that a case involving a ques
tion of fact alone should be litigated.
It is absurd, also, to be litigating most
of the cases where there are mixed
questions of law and fact. The facts
should be determined, agreed to, and
settled in the revenue agent’s office. I
am inclined to believe that where there
is an agreement as to the facts in the
revenue agent’s office, that should set
tle the matter, and the question of fact
should not again be subject to review.
I believe, also, that among the con
ferees in any office of a revenue agent
in charge, there should be at least one
or two men who not only have an ac
counting background, but a legal back
ground, to sit in and consider those
cases where questions of law might
arise; and also to consider many cases
which involve purely questions of fact
but where the sufficiency and the
weight to be given to certain facts as
evidence in the event of litigation can
be given the consideration which a
lawyer is trained to give.
Many of these cases involve impor
tant questions of law. Some of them,
of course, must be decided finally by
judicial tribunals. But, as stated in the
report of 1927, the best interests of the
government and the taxpayer will be
promoted if the great majority of the
disputed questions involving no impor
tant principle are settled by adminis
trative action within the Bureau. It was
stated in that report that a casual an
alysis of the history within the Bureau
and through the courts of various cases
demonstrated that both the government
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and the taxpayer would benefit by such
action.
I would not venture to detail the
necessary machinery for the considera
tion of these controversies. I do believe
strongly, however, as indicated before,
that questions of fact ought to be ulti
mately determined and settled in the
office of the revenue agent in charge.
Questions of law are of somewhat dif
ferent character and perhaps should be
considered by those higher in authority
because of the far-reaching effect of im
portant principles. There might well be
set up certain regional groups to which
appeals might be taken on questions of
law and, if agreements can be reached
and cases settled by such regional
groups, it would, to a considerable ex
tent, alleviate the problem. I think, per
haps, there are certain questions which
should not be determined except by the
Commissioner himself or those acting
for him. There perhaps should be some
thing in the nature of a certiorari pro
ceeding which would enable the tax
payer to have certain questions of law
determined by the Commissioner’s
office. Such questions should be pre
sented to the Bureau with the idea of
examining them for the purpose of de
termining whether they are of sufficient
importance as to justify further con
sideration and further argument.
I know you expect me to say some
thing as to the so-called Mills Bill, HR
2983, introduced into the House of
Representatives this last winter, en
titled “A Bill to Establish a Tax Set
tlement Board.” The Bill provides for
an independent agency of twenty-five
members to be appointed by the Presi
dent at a salary of $12,500. Under the
procedure established, there is to be no
record and the Board is to function
somewhat similarly to a board of arbi
tration. Personally, I doubt very seri
ously whether legislation of this kind is
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required. In the first place, as I have
stated before, the duty of settling these
cases is one that falls upon the Commis
sioner of Internal Revenue. These cases
should be settled in the Bureau of In
ternal Revenue. If there is something
wrong with the administration of the
Bureau of Internal Revenue and it has
fallen down on its responsibility, the
place to correct it is in the Bureau of
Internal Revenue. Creation of another
independent agency simply provides
one more step in the consideration of
cases. The temptation would be to carry
more cases to such a board. The crea
tion of this board has been suggested
largely because of the settlement proc
ess of the Bureau of Internal Revenue
in connection with those cases where
final letters have been sent out to the
taxpayer. In many of these cases, let
ters have been sent out without an
opportunity to consider them in the
Technical Staff. In fact, it is alleged
that the Technical Staff, in most cases
where a letter has gone out, takes the
position that it is so crowded with cases
that it cannot reach cases where ninetyday letters have been sent out, and the
suggestion is made that a petition be
filed with the Tax Court and it will
then consider the case. The creation of
such a board would result in a division
of responsibility as between the Com
missioner and the proposed board. It
would tend to increase the number of
cases in which the Bureau fails to func
tion in its administrative duties. It
creates a bad precedent because in the
future when the Bureau fails to per
form its functions as to other matters,
other similar so-called independent
boards will be demanded. The solution,
in my judgment, is in the Bureau of
Internal Revenue itself, by an improve
ment in its machinery and in its under
standing and attitude as to what the
settlement problem really is.

I refer to attitude—and I think atti
tude is more important than machinery.
Without an approach to these cases
with a full consideration of what is in
volved in the way of duty of both the
Commissioner and the taxpayer, no
concrete results can be obtained. The
most elaborate and carefully devised
machinery will not alone produce re
sults. The Advisory Group appointed
to investigate the Bureau of Internal
Revenue by the Joint Committee on In
ternal Revenue Taxation, two members
of which are distinguished members of
the Institute, in its report made about
two years ago pointed the way. The
Committee highly praised the integrity
and devotion to duty of the Bureau em
ployees. It, however, suggested a dif
ferent point of view toward the goal
of tax enforcement from that which
appears to prevail in the government
generally. It said:
“There is too great an emphasis on
‘protecting the revenue,’ too little on pro
tecting the taxpayer. The major element
in our tax system, the personal income
tax, directly reaches over three-fourths
of the nation’s income earners or recipi
ents. The determination of this tax is com
paratively complicated and it is erroneous
to assume that taxpayers generally are
competent, to protect their interests or
able to employ qualified professional serv
ice.
“The emphasis on enforcement tech
niques which show immediate dividends
to the government often have secondary
deleterious effects. The whole enforce
ment personnel of the Bureau leans in
varying degrees away from an objective
determination of tax liability toward the
so-called productive activities.”
The Committee further points out
that very often circumstantial evi
dences of refunds are often ignored in
connection with audits and comments
“as taxpayers find enforcement activity
a one-way street they rationalize pro
gressively lower levels of tax compli
ance. This trend must be reversed.”
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There is emphasized in this quota
tion a factor which is of the utmost im
portance in connection with taxpayerBureau relations, a factor which is
fundamental in our whole system of
government, and that is, that the man
sitting across the table who represents
the government, has a duty toward the
individual citizen which is as important
as the duty which he owes the govern
ment, in many ways more important.
One of the great principles which has
come down to us through the common
law, from the Magna Charta down,
and which is time and again empha
sized in our Constitution, is the pro
tection of the individual against the
great power of government. The most
valuable asset which we can have is
that of complete confidence on the part
of the taxpaying citizen in the honesty,
integrity, and fairness of the employees
of the Bureau. As pointed out by the
Committee, the Bureau of Internal
Revenue is the most vital, direct link
between the citizen and his govern
ment. Standards of integrity, compe
tence, absolute fairness, and perform
ance should nowhere in the govern
ment service be higher than in the
Bureau.
I think it should also be pointed out
that the taxpayer and his representa
tives must assume their fair share of
the responsibility. Taxpayers must be
willing to have their entire case con
sidered and reviewed and to settle upon
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a basis fair both to the government and
himself. I think it fair to say that not
infrequently presentation of a tax
payer’s case to the Bureau is insuffi
cient. This fact is attributable to many
causes, among them a lack of under
standing as to what is involved in some
of the controversies which arise in con
nection with revenue agents’ reports.
It is only fair to state that many cases
are decided adversely by the Bureau
because they have not been carefully
and fully prepared by taxpayers. There
have been many cases before the Board
of Tax Appeals and the Tax Court
which, if they had been presented as
fully to the Bureau as they were to the
Board or the Tax Court, would have
been decided as decided by the Tax
Court. Taxpayers owe the Bureau a
duty—to prepare their cases completely
and fully.
In connection with the subject of at
titude, may I say that we cannot hope
for much improvement unless there is
leadership. By leadership I mean lead
ership from those high in authority.
Sometimes I think that too much has
been taken for granted by those in high
positions. Those high in authority are,
in the last analysis, responsible for the
attitude of the great body of employees
who work under them. Some of the
principles that I have referred to in this
talk might very well be brought to the
attention of the rank and file by those
who have the ultimate responsibility.

Tax Settlement Procedures » » from the
Government Point of View « by Aubrey R. Mam

subject of this talk, “Tax Set well-mannered in their public contacts.
tlement Procedures,” is a difficult It helps the peaceful resolving of dif
subject to express in black and white.
ferences of opinion. If instances of dis
According to Webster’s dictionary the courtesy and personal antagonism oc
word “settlement” means the adjust cur in the Bureau it is not because of
ment or composure of doubts or dif our official upbringing.
ferences. A settlement seems to imply
The tax collector was cautioned by
that resort may be had to the process the Master to “Exact no more than that
of give and take, although not neces which is appointed you.” I regard this
sarily so. I do not know whether the admonition as stating the basic philoso
word “settlement” is in the Internal phy of sound tax administration. It
Revenue Code. I have never seen it seems, however, to contain a corollary.
there. In the Code the word used is
It grants dispensation to the collector
“determine.” The Code prescribes that to exact that which is appointed him.
the Commissioner “shall determine the It would seem that such thought is
correct amount of the tax.” (Empha well stated in Section 57 of the Code
sis added.) The definiteness and pre which provides that as soon as prac
cision of those statutory words require
ticable after the return is filed the Com
that a taxpayer be given a decision
missioner of Internal Revenue shall
squarely on the merits.
examine it and “shall determine the
Admittedly the collection of taxes is
correct amount of the tax.” It is a
an unpopular business. Nobody likes to
pay taxes and many people stoutly re natural result, therefore; for the tax
sist their imposition. So the way is collector to say to the taxpayer “Pay
wide open for strong feeling and mis ye, the correct tax which is appointed
understanding as between a taxpayer you.” Every Commissioner within my
and the revenue authorities. Since the memory has believed that his office
money is coming out of the taxpayer’s should protect the rights of the tax
pocket, he naturally feels more strongly payer as well as the rights of the gov
about it than does the revenuer. The ernment. Every taxpayer is entitled to
practitioner wants to serve his client have his case considered to a conclu
well. That is where he must look for sion, strictly upon the merits, after all
his fee, which is sometimes contingent the facts are presented. Such presentaupon a successful outcome. The pay of
the Bureau conferee remains the same Aubrey R. Marrs, a lawyer, has been
whether he holds for or against the tax engaged in revenue work for thirty
payer. Every Commissioner within my years. He is presently Head of the
memory has urged repeatedly that the Technical Staff of the Bureau of In
Bureau employees be courteous and ternal Revenue.
he

T
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tion and consideration should, on prin
ciple, have nothing to do with bicker
ing, horse trading, or suppression of
evidence. From the taxpayer’s stand
point, it need not necessarily have much
to do with the settlement philosophy.
Outside the areas of collection at the
source, our system of taxation is pri
marily one of voluntary compliance and
self-assessment. Human nature being
what it is, experience has taught that
the Bureau cannot rely solely upon
voluntary compliance with the revenue
laws. The returns must be verified. The
verification of returns, in its broad
sense, includes the following opera
tions : The ascertainment of all the per
tinent facts of the case by lawful in
vestigative processes; the drawing of
fair and reasonable conclusions of fact
from all the evidence; the application
of the law to the facts and conclusions
of fact so found, for the purpose of de
termining the correct tax liability; the
punishment of wrongdoers according to
the sanctions provided by law; the de
velopment of procedures within the
Bureau of both original and appellate
nature, with a view of granting the
taxpayer a competent and impartial
hearing and consideration of his pro
test ; and the adoption of sound litigat
ing policy in respect of important prin
ciples of taxation under the revenue
statutes. It is inevitable that a program
of verification of returns and conse
quent redeterminations of tax liabilities
will produce serious case controversies
which can only be resolved by settle
ment processes or by litigation. It will
be impossible to settle every case, and
no administrative machinery ever de
vised will settle every case.
The resolution of tax disputes has
been aptly described as an administra
tive problem and not one of litigation.
But please don’t lose sight of the mean
ing of that word “administrative.” The
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late Joseph B. Eastman of the Inter
state Commerce Commission wrote:
“An administrative tribunal has a
broader responsibility than a court. It is
more than a tribunal for the settlement of
controversies. The word ‘administrative’
means something. The policies of the law
must be carried out. If in any proceedings
the pertinent facts are not fully presented
by the parties, it is the duty of the tri
bunal to see to it, as best it can, that they
are developed of record. A complainant
without resources to command adequate
professional help should be given such
protection. The tribunal should also be
ready to institute proceedings on its own
motion, whenever constructive enforce
ment of the law so requires.”
Likewise, any administrative settle
ment agency in taxation must have cer
tain standards and rules. The policies
of the Internal Revenue Code must be
carried out. Good administration must

avoid discrimination.

Audit Procedure in Collectors’
Offices
When the returns are received in a
Collector’s office, they are segregated as
to “Collector’s returns” and “Agent’s
Returns.” All returns on Form 1040A
and returns on Form 1040 showing ad
justed gross income less than $7,000
and total receipts under $25,000 are
considered “Collector’s Returns” and
all others are considered “Agent’s Re
turns.” The Agent’s returns are made
available to the Internal Revenue
Agent in Charge for his consideration.
As soon as practicable, income-tax
returns coming under the jurisdiction
of the Collector are surveyed and se
lected for audit by the Collector’s office.
The return may be examined by the
headquarters office of the Collector or
by a deputy collector in a field division
of the Collector’s office. If the office
auditor discovers an item or items ap
pearing on the return which will result
in an adjustment of the tax liability as
originally computed, the taxpayer is
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advised by means of a preliminary or
“thirty-day letter,” setting forth the de
tails of the proposed adjustment. In
this letter, the taxpayer is notified that
he will be allowed a period of thirty
days within which to agree to or pro
test the proposed adjustment.
If the taxpayer agrees to the adjust
ment by signing the appropriate waiver
form, any deficiency will be assessed or
the overassessment scheduled for re
fund. If the taxpayer does not agree to
the proposed adjustment he may submit
a protest any time during the thirtyday period setting forth his reasons
why such adjustment should not be
made. In consideration of a protest, a
conference may be requested by the
taxpayer with the Conferee in the Col
lector’s office. The position of Conferee
was recently created in Collectors’ of
fices for the primary purpose of reach
ing agreement without referring cases
to the Revenue Agents. After consider
ation of the protest any adjustment
agreed upon will be listed for assess
ment or scheduled for refund. If no
agreement is reached the case is re
ferred to the Internal Revenue Agent
in Charge for further consideration.
In cases referred to a Collector’s field
division for examination, the deputy
collector will contact the taxpayer and
propose any adjustments disclosed in
the examination. If an agreement is
reached with the taxpayer the case is
returned to the office for the necessary
action. If the deputy collector is unable
to secure an agreement, the case is re
turned to the office with the deputy’s
recommendation. Adjustment is then
proposed in accordance with the pro
cedure for a thirty-day letter.
If the examination results in a pro
posed deficiency and the taxpayer nei
ther submits the signed waiver form,
nor protests the proposed deficiency
during the thirty-day period, a statu

tory notice of deficiency (ninety-day
letter) is forwarded to the taxpayer by
registered mail, advising him that he
may file an appeal with The Tax Court
of the United States. If the examination
results in a proposed overassessment,
and the taxpayer neither agrees to the
adjustments nor fails to respond to the
thirty-day letter, the Collector will
schedule the overpayment for refund.
In order to standardize the procedure
in the examination of audit cases in
Collectors’ offices, a uniform audit-re
port, Form 885, has been prescribed for
the use of the examining officers. The
waiver agreement forms now used by
Collectors’ offices are the same as those
used by the Revenue Agents.

Settlement in the Income Tax Unit
The settlement authority vested in
the field division offices of the Bureau is
exercised in part by the Income Tax
Unit and in part by the Technical Staff.
It is the duty of the examining officer
to furnish the taxpayer with an explan
ation of the proposed changes, and to
discuss the findings with him in an at
tempt to reach an agreement as to what
adjustments are appropriate in the cir
cumstances.
If no agreement is reached, most of
field offices offer the taxpayer an oppor
tunity, prior to the submission of the
Agent’s report, for a preliminary or
informal hearing before the Agent’s
group chief, or before an officer whom
he designates to conduct the hearing.
At such a hearing there is a thorough
discussion of the items with respect to
which no agreement has been reached,
and the group chief acts in a sense as
a mediator, interpreting the Agent’s
position to the taxpayer, if necessary,
and even overruling the Agent where
he finds the latter’s position untenable.
Divisions following this practice have
been very successful in closing cases

Tax Settlement Procedures . . from the Government’s Point of View

without the necessity for a formal pro
test and conference.
Even though agreement is not
reached in such a preliminary discus
sion, it frequently happens that the tax
payer agrees to the findings when he
receives the preliminary notice of de
ficiency accompanied by a copy of the
examiner’s report.
If the taxpayer files a protest setting
forth exceptions to the findings con
tained in the report, a further attempt
is made to reach an agreement with the
taxpayer. Careful consideration is given
to the taxpayer’s contentions and quite
frequently, because of additional facts
or arguments presented in the protest,
the Agent is able to close the case sat
isfactorily by a supplemental report,
recommending modification of the pro
posed adjustments. If none of these
procedures effects an agreement, the
case is assigned to a conferee in the
Agent’s office, and another hearing is
held in which further consideration is
given to the issues. The cumulative ef
fect of these efforts is to close out over
97 per cent of the changed returns.
Despite the effectiveness of these vari
ous progressive settlement procedures,
there are certain cases in which the
differences between the taxpayer and
the government cannot be reconciled in
the offices of the Internal Revenue
Agents in Charge. It is with this group
of cases that the field divisions of the
Technical Staff are concerned.
Brief History of Appellate
Settlement Agencies of the Bureau
Thoughout the procedural journey a
case may take, the conference forces of
the entire Bureau are usually receptive
to ideas looking to settlement without
litigation. However, the capstone of the
settlement procedure is necessarily the
appellate group which at present is the
Technical Staff. It is said that a page of

69

history is worth a volume of logic. A
brief historical review of the appellate
groups that have existed within the
Bureau may be helpful. There have
been four such organizations in the Bu
reau, within my memory.
The Advisory Tax Board was cre
ated by the Revenue Act of 1918 but it
was short-lived. In the latter part of
1919 it was superseded by the Com
mittee on Appeals and Review which
continued until July 16, 1924. When
the Board of Tax Appeals was created
as of June 2, 1924, it was considered
that the existence of an appellate
agency within the Bureau could be dis
pensed with. Therefore, from July 16,
1924, to August 1, 1927, there was no
appellate group functioning as such
within the Bureau. During that threeyear interval the Board of Tax Appeals
became heavily burdened by a mass of
litigation. As of August 1, 1927, the
same Commissioner who had abolished
the Committee on Appeals and Review
set up the Special Advisory Committee.
It operated for over six years, or until
November 16, 1933, when it was su
perseded by the Technical Staff. It is
thus seen that during twenty-eight out
of the last thirty-one years the Bureau
has had an appellate group functioning
as such, separate and apart from the in
vestigating forces. A discussion of pro
cedural characteristics of the last three
of these organizations may be helpful.
The Committee on Appeals and Re
view sat entirely in Washington except
for the last year of its life. There was no
Board of Tax Appeals in existence at
that time. The place where final action
was taken was in Washington. The
Commissioner of Internal Revenue or
the Acting Commissioner personally
approved the Committee’s recommen
dation in every case. During this period
there was developed a strong Washing
ton bar of tax representatives. During
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1923 and 1924 the Committee on Ap
peals and Review did some experimen
tation with circuit riding. Its circuit
riding experience was that such con
ference procedure was effective on
small cases, on cases in which the issues
were clearly drawn, and on cases sus
ceptible of single-conference handling.
However, those cases requiring further
development of the facts and more than
one conference, whatever the reasons
therefor might be, were not suited to
that kind of operation. To avoid delay
in the multiconference cases at the ap
pellate stage the cases must normally be
handled at one place by personnel con
tinually on the job at that place. The
holding of each conference cannot await
the next circuit trip to that place by the
hearing officer or a different hearing
officer. A Bureau committee on circuit
cannot wield the authority of a judge
sitting on the bench.
The Special Advisory Committee sat
in Washington except that it had field
representatives, about forty of them,
located in the principal cities of the
country. Here again the work had to
pass through a system of internal re
view, then to the Chairman of the Com
mittee for his signature, then to the
Commissioner personally for his ap
proval. The field representatives were
subject to review by one or more of the
Committee membership, the Committee
Chairman, and the Commissioner. Dur
ing the year 1933 the Board of Tax
Appeals set a large number of heavy
circuit calendars, and the Special Ad
visory Committee assigned a represen
tative to each such calendar who ac
companied the lawyers to the field. The
circuit riding group had authority to
settle in the field the dockets on such
calendar.
The Technical Staff, organized Nov
vember 16, 1933, retained the field rep
resentatives and a large part of the

Washington personnel of its predeces
sor. The principal procedural changes
made by the Staff, were (1) to curtail
review to the point where the individual
member’s recommendations were sent
direct to the Commissioner for his ap
proval; (2) where the Conferee, before
whom the conference was held, recom
mended acceptance of an offer of settle
ment, but was overruled by a superior
reviewing authority on the Staff, then
the policy was adopted of granting a
conference before the overruling au
thority; and, (3) the Head of the Staff
was delegated authority to sign the
Commissioner’s name to settlements in
small cases, which was the forerunner
of the authority of the present Staff
division heads. The Technical Staff
also adopted the practice of assigning
one or more men to accompany each at
torney on a circuit calendar trip. The
group had authority to settle in the
field, as before. Although a much larger
number of local practitioners were able
to benefit by the circuit-riding system,
yet the availability of the Technical
Staff still continued to be primarily
through Washington practitioners. The
circuit calendars caused a substantial
loss of working hours through the em
ployees packing and unpacking and
traveling to and from the place of the
hearings. It is generally regarded as an
inefficient system, in the administrative
sense, from the Bureau standpoint.
After several years of experience
under the circuit-trip procedure it was
decided in 1938 to decentralize the ap
pellate conference functions of the Bu
reau. The Staff conferees were trans
ferred to the field. The conference
division of the Income Tax Unit was
merged with the Staff and the cus
tomary conferences in Washington in
the pre-ninety-day status were trans
ferred to the Staff in the field. Since
that time, the appellate conference pro
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cedure and the authority to take final
action are in the thirty-six local offices
of the Technical Staff. From the stand
point of physical convenience to the
taxpayer the existing field setup is the
least expensive, the most convenient,
and the most readily accessible of any
system yet devised. There are over 250
Staff conferees continually on the job
in their localities but the receipts of
cases are so great that they cannot keep
up with the work. This should convey
some idea of the personnel require
ments when you consider creating a
new Washington circuit-riding settle
ment agency.
The experience with varying types
of settlement procedures within the
Bureau, extending over a period of
twenty-eight years, clearly establishes
that:
(a) The best place to dispose of cases
is in the locality where they arose. There,
it is much simpler to get at the facts.
(b) The informal conference with the
Bureau employee who is to decide the
case is the most effective way to dispose
of tax cases.
(c) In so far as the appellate agency
(Technical Staff) is concerned, it is ad
vantageous to the government that the
settlement recommendations of the Staff
conferee be subjected to a minimum of crit
ical review; the thought being to encour
age his initiative and sense of responsi
bility, as well as to build him up in the
eyes of the taxpayer as a person with
whom a settlement can be worked out
that will probably stick.
(d) If there is any adverse review of
the Conferee’s recommended settlement,
the reviewing authority should as a mat
ter of course hear the taxpayer.
(e) After a case has been through the
mill below and then referred to the ap
pellate group, any settlement worked out
by them should be final and not reopened
except for fraud or misrepresentation.

The existing settlement procedures of
the Technical Staff would seem in gen
eral to fulfill those requirements.
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Types of Settlement Agencies

There are not many alternative pos
sibilities in respect of the federal in
ternal revenue settlement machinery.
1. It must be situated either (a)
within the Bureau of Internal Revenue,
or (b) outside the Bureau but within
the Treasury Department, or (c) out
side the Treasury Department. If it be
situated within the Bureau it must be
placed at the highest level, that is, in
the Commissioner’s office itself. That is
where the Technical Staff is presently
placed. If it be situated outside the Bu
reau but within the Treasury Depart
ment, it should be an independent
self-contained unit having superior
technical powers over the Commis
sioner of Internal Revenue. If it be situ
ated outside the Treasury Department
its findings cannot be binding upon the
statutory officers charged with the ad
ministration of the revenue statutes. To
make its decisions final it would itself
have to supplant the administrative au
thority. These organizational consider
ations are fundamental to the whole
problem. You will recall that when the
Board of Tax Appeals was created in
1924 under the procedure prescribed
for it by the 1924 Act, either the Com
missioner or the taxpayer could bring
suit de novo in the United States Dis
trict Courts. The proceeding before the
Board under the 1924 Act was simply a
“preliminary skirmish.” It cannot be
otherwise with a purely administrative
Board so long as the Secretary of the
Treasury and the Commissioner of In
ternal Revenue are the statutory of
ficers charged with administering the
internal revenue laws.
2. The physical situs of the personnel
of any settlement agency can only be at
one of two places: either (a) in Wash
ington or (b) in the field. If in Wash
ington, and protesting taxpayers both

72

American Institute of Accountants Annual Meeting Papers

large and small are to be properly
served, the deciding authority must
circuit-ride over the country. This is a
very expensive and time-consuming
procedure. If the settlement personnel
are physically stationed in the field with
definite authority to take final action
lodged in a field officer, the taxpaying
public will get faster and more direct
action on its protests. It is my opinion,
born of experience with both types of
organization, that the present volume
of cases which would flow to any settle
ment agency is such as to preclude the
adoption of a centralized circuit-riding
organization in Washington.
With the large increase in the base of
taxation, the appeals procedure should
be less expensive and more accessible to
the small taxpayer. This cannot be
done by a move toward centralization.
The decentralized procedure should be
further extended, with circuit riding,
if necessary, based upon the existing or
additional field offices. In that way a
steadier and more continuously avail
able procedure is brought nearer to the
Little Man.
Policies and Rules
After the settlement body is organ
ized and its personnel assigned their
stations, the next step is to formulate
your rules and policies. To my mind the
settlement policy is but one aspect of
the broad problem of revenue adminis
tration. In fact, your conception of wise
administration will largely control the
settlement policy. Under the statute the
taxpayer is entitled to a ruling squarely
on the merits, and issue by issue. When
that is done, the taxpayer will decide
whether or not to accept the Bureau’s
determination. If he concludes to resist
the determined liability, are there any
other methods or tools in aid of settle
ment that may be brought to bear upon
the case ? To illustrate: Assume a mul

tiple issue case in which each issue
standing alone would not, and in all
sincerity should not, be conceded by
either the taxpayer or the Bureau con
feree. So it looks like the irresistible
force has met the immovable body. Is
it wise administration to trade issues in
order to effect a settlement ? I think so,
provided it doesn’t set a binding pre
cedent. It certainly avoids a great deal
of litigation. And the Bureau has been
doing it for twenty-five years. A more
difficult illustration is a single-issue
case, or one which is completely domi
nated by a particular issue. If it is a
straight law point incapable of partial
adjustment, are we justified in splitting
the issue, or the tax involved in the
issue, on some mutually acceptable
basis ? This is a very convenient work
ing tool in aid of settlement, and pre
vents much litigation; but it is a dan
gerous thing and can explode in your
face. If the litigating load were light, I
would never split an issue. The method
can easily become a substitute for sound
thinking and hard work. In view of the
large volume of litigation, however, we
do it in some instances where all the
loose ends can be tied up and it won’t
rise to plague us in later years. A con
feree having the power to trade and
split issues and the authority to make
final settlements, possessed with good
judgment and seasoned by experience,
can settle a lot of cases. There is just
one thing missing. It is the most impor
tant asset in tax administration. It is
the confidence of the taxpayer in the
integrity and fairness of the action
taken. More will be said about that
later. Here it suffices to point out that
where a Bureau conferee settles a case
by splitting an issue, the taxpayer al
most invariably believes or feels that he
has been gouged, even though his own
representative suggested the basis of
settlement.
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Meanwhile, let’s take a look at the
settlement record of the Bureau. There
will follow in order Charts I to VII,
with statistical data attached. Chart I
covers the actions taken by the Bureau
in the fiscal year 1949 on income, pro
fits, estate- and gift-tax cases in which
adjustments were made. There were
about 812,000 such returns in which
changes were made by the Collectors
and the Agents in Charge. By the time
that load is ready for consideration by
the Technical Staff it has been boiled
down to 8,233 non-docketed cases and
3,305 Tax Court dockets. The Staff Di
visions eliminated 4,841 non-docketed
cases by settlement agreements and de
faults and stipulated 3,125 docketed
cases. The Tax Court rendered deci
sions in 1,241 docketed cases (includ
ing 413 dismissals). There were 283
Tax Court decisions appealed to the
Circuit Courts during the year. In other
words, 812,000 changed returns shrink
to but little more than 1,000 actual
trials. I think that proves the Bureau
settles cases. Chart II is the same thing
for the fiscal year 1948, and reveals the
same situation.
Chart III shows the Technical Staff’s
action on non-docketed cases. It covers
fiscal years 1945-1949, by quarters. The
figures upon which they are based ac
company each chart.
All actions on Agents’ Notices are
intentionally eliminated from such fig
ures, in order to diagram the flow of
strictly Technical Staff work. The
shaded portions of the columns in
Chart III represent settlements and
the black portions represent the statu
tory notices directed by the Staff. On
the average the Staff settles between
60 and 70 per cent of the non-docketed
cases on which it concludes action.
Chart IV shows what happens to the
black areas of Chart III, that is, what
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happens to Staff-directed statutory no
tices. It shows that about 35 per cent of
them drop out at that stage. The black
portions of the columns in Chart IV
were petitioned to The Tax Court.
Chart V deals with the black areas in
Chart IV. The black portions of the
columns in Chart V portray the Staffdirected notices that are actually tried
before The Tax Court. In the fiscal
year 1949, it was 42.7 per cent of such
docketed cases which were tried. The
rest are stipulated.
Chart VI gathers up all the docketed
cases, whether the statutory notice was
issued under Staff direction or not. It
discloses that of those dockets on which
Staff Division final action was taken in
the fiscal year 1949, 70 per cent were
stipulated settlements, 9 per cent were
dismissals and 21 per cent were trials.
Chart VII is a consolidation of Staff
Charts III, IV, and V. It covers the
same five-year period, by years, instead
of by quarters. There are three num
bered columns over each year. Column
No. 1 portrays the disposition of the
non-docketed work of the Technical
Staff for the entire year. The shaded
portion represents agreements and the
black portion directed statutory notices.
Column No. 2 shows what happens to
Staff directed notices, the black portion
representing those petitioned to The
Tax Court during the year. Column
No. 3 shows what happens to the peti
tions on Staff notices, the black portion
representing trials. By comparing the
entire length of Column No. 1 for any
year with the black portion of Column
No. 3 for that same year, you will see
the relative proportion of Staff non
docketed cases which ultimately goes to
trial before The Tax Court. In the fiscal
year 1949 only 7.4 per cent of the non
docketed cases actually went to trial
before The Tax Court; that means less
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than one out of thirteen such cases. In
cidentally a comparison of Charts VI
and VII will disprove another miscon
ception to the effect that the Staff is so
busy on circuit-calendar work that it
has no time to devote to pre-ninety-day
work. The disposition of non-docketed
cases far exceeds that of docketed work,
not to mention the mounting load of
regular offers in compromise.
Surely, when viewed in a quantita
tive sense the Bureau’s over-all settle
ment record is good. But how about the
quality? Has it been accomplished at
the point of a gun; or by the use of
improper tactics ?

Criticisms of the Technical Staff

Sometimes the approach to a prob
lem is the important thing. The official
approach of the Technical Staff to its
job is reflected in the first three Rules
of Practice issued by it on February 17,
1942. They are quoted in full:
“rule

i

“The Staff conferee shall bear in mind
that an exaction by the United States Gov
ernment, which is not .based upon law,
statutory or otherwise, is a taking of
property without due process of law, in
violation of the Fifth Amendment to the
United States Constitution. The conferee,
in his conclusions of fact or application of
the law, shall hew to the law and the rec
ognized standards of legal construction. It
shall be the duty of the conferee to de
termine the correct amount of the tax,
with strict impartiality as between the
taxpayer and the Government, and with
out favoritism or discrimination as be
tween taxpayers.
“rule ii

“Settlement Policy. In recognition of
the difference between abstract theory and
practical administration, where substan
tial uncertainties exist either in law or in
fact, or both, as to the correct application
of the law to the whole record of a con
troversy, the Staff will give serious con
sideration to an offer of settlement of the

dispute on a basis which fairly reflects the
strength or weakness of the opposing
views. However, no settlement will be
countenanced based upon nuisance value
of the case to either party.
“rule

hi

“Conference Policy. Where the Staff
conferee, or a majority of the conferees
who conducted the hearing in a case, rec
ommend acceptance of the taxpayer’s pro
posal of settlement, or, in the absence of
a proposal, recommend action favorable to
the taxpayer, and said recommendation is
disapproved in whole or in part by a re
viewing officer in the Staff Division, the
taxpayer shall be so advised by such re
viewing officer and upon written request
shall be accorded a rehearing before such
reviewing officer. The Staff disregards
this rule where the interests of the Gov
ernment would be injured by delay, as for
example, a case involving the imminent
expiration of the statute of limitations,
dissipation of assets, etc.”

The rules are sound. I am confident
they are adhered to in the Staff offices.
It is said that there is a current feel
ing among tax practitioners, both ac
countants and lawyers, that the present
Bureau appellate agency does not offer
them a satisfactory forum for the settle
ment of their cases. The criticism as it
comes to me is that Staff conferees in
general take improper advantage of
their litigating position. As a conse
quence of which they allegedly raise
frivolous contentions in which they do
not really believe; they have not the
courage to recognize meritorious issues
in the pre-ninety-day status; they drive
hard bargains and generally gouge the
taxpayer by forcing him to fight the
government’s contention, “no matter
how sound he (the taxpayer) thinks his
position is.” If these things be true, or
even half true, it is a bad state of af
fairs.
The Staff conferees, on the other
hand, are in disagreement with this
point of view. I have interviewed them
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personally by the scores about these
criticisms and their denials are unquali
fied and sometimes emphatic. In fact,
your speaker has been accused of the
same things and he respectfully denies
them. In my opinion the Bureau con
feree’s desire to settle cases more than
offsets any advantage based on litigat
ing position. The Staff conferees do
admit that they try to apply the law and
the regulations, as they understand
them, but that is what they are hired to
do. We make mistakes but not deliber
ately.
How may we get to the bottom of
this administrative difficulty? It is not
susceptible of scientific measurement.
There is probably no way of ascertain
ing the exact proportion of the preninety-day cases which are settled in a
manner which the taxpayers accept as
equitable and the proportion which are
settled because the taxpayer feels he
cannot afford to challenge the Staff’s
conclusion at a higher level. However,
some light may be thrown upon the sub
ject. Back in June, 1941, we were aston
ished by the disposition of fifteen un
related dockets on a small circuit calen
dar in all of which the Staff had directed
the issuance of the deficiency notices. In
the pre-ninety-day status the best offers
the Staff received on those fifteen cases
aggregated $21,859.61. They were stip
ulated—that is, settled—on the circuit
calendar for $143,976.72. This led the
Staff to observe periodically the gap
between best offers in pre-ninety-day
status and ultimate results before the
Board whether by stipulation or trial.
In virtually all instances that gap was
too large for theoretical explanation.
In the summer of 1946 the Chicago
office of the Technical Staff was se
lected for the purpose of making a sta
tistical study of this subject on a larger
scale. At that time the Chicago office
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was the reporting office for the Chicago,
Milwaukee, and Indianapolis offices.
The two fiscal years July 1, 1944, to
June 30, 1946, were selected. The study
covered every Staff-directed notice in
which definitive action had occurred in
that office within the two years under
consideration. This was done in order
to get the full sweep of Staff operations.
These are the very cases in which the
Staff is supposedly obsessed with fear,
lacks courage, and applies the gouging
technique. The pattern of the study was
as follows:

1. The deficiencies asserted in the
statutory notices directed by the Staff
which were defaulted at any time within
the two-year period above named were
compared with the best offers or bases
of closing received by the Staff when
considering the cases in pre-ninety-day
status.
2. The deficiencies stipulated at any
time within said two-year period, in
dockets not set for trial, were compared
with the best offers of settlement re
ceived by the Staff in their considera
tion in the pre-ninety-day status;
3. The deficiencies stipulated after
the dockets were set for trial were com
pared with the best offers of settlement
received by the Staff on the same
dockets in the pre-ninety-day status;
and
4. The final orders of The Tax Court
in dockets tried and decided were com
pared with the best offers received by
the Staff when those same dockets were
considered in the pre-ninety-day status.
Where the offer had been expressed in
terms of issues, either an audit com
putation or a close approximation of
the amount of tax involved was made.
Where no offer was made it was con
sidered as $0.00. Aggregate net figures
were used. The study and its results
may be set forth as follows:
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TABLE I
Technical

Staff—Chicago

Division

Chicago, Milwaukee, and
Indianapolis Offices
from July 1, 1944 to June 30, 1946
SHOWING DIVERGENT RESULTS AT
DIFFERENT PROCEDURAL STAGES
Summaries by Classes

(Statutory notice was directed by
Staff in all cases studied)
Class 1 (No Petition Filed)
96
(a) Number of cases
(b) Total amount of best
$(23,340.02)
offers in PN status
(c) Total amount of de
549,863.84
ficiences defaulted

Class 2 (Stipulated—Not Set for Trial)
30
(a) Number of cases
(b) Total amount of best
offers in PN status
$ 60,839.70
(c) Total amount of
deficiencies
(net)
639,593.29
stipulated
Class 3 (Stipulated or Dismissed—
Set for Trial)
117
(a) Number of cases
(b) Total amount of best
$212,960.43
offers in PN status
(c) Total amount of
deficiencies
(net)
829,513.58
stipulated or dismissed
Class 4 (Tried and Decided)
(a) Number of cases
76
(b) Total amount of best
offers in PN status
$ 86,527.02
(c) Total amount (net)
per Tax Court deci

sions

519,476.54

Report from Chicago Division
In preparation for this talk, the Chi
cago office was again asked to furnish
such figures, this time covering the
fiscal years 1948 and 1949. In addition,
the Philadelphia office was added to the
study because of its reputation in some
quarters of being hard boiled. Also, to
make the figures more accurate, the

cases dismissed for any cause were
strained out of the Stipulations in doc
kets set for trial and shown separately.
The Chicago figures for 1948 and 1949
prove that the condition still obtains as
sharply as ever. These figures prove
what every experienced conferee well
knows. There are some cases that lend
themselves readily to settlement con
ference procedures. There are others
that will not move except under the
imminent urgency of having to do
something about it. There are some
that never will be settled.
TABLE II
Technical Staff—Chicago Division

Chicago and Milwaukee Offices
from July 1, 1947 to June 30, 1949
Summaries by Classes

(Statutory notice was directed by
staff in all cases studied)
Class 1 (No Petition Filed)
Number of cases
54
(b) Total amount of best
offers in PN status $ 60,311.98
(c) Total amount of de
ficiencies defaulted
920,783.01
Class 2 (Stipulated—Not Set for Trial)
11
(a) Number of cases
(b) Total amount of best
offers in PN status $
4,034.13
(c) Total amount of de
ficiencies (net)
stipulated
20,150.34

Class 3 (Stipulated—Set for Trial)
(a) Number of cases
69
(b) Total amount of best
offers in PN status $ 189,974.21
(c) Total amount of de
ficiencies (net)
stipulated
907,556.60

Class 4 (Dismissed for All Reasons)
4
(a) Number of cases
(b) Total amount of best
offers in PN status $
3,142.91
(c) Total amount of de
ficiencies dismissed
6,805.51
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Class 5 (Tried and Decided by
Tax Court)
45
Number of cases
(b) Total amount of best
offers in PN status $ 72,625.00
(c) Total amount (net)
per Tax Court
2,825,962.32
decisions

Class 5 (Tried and Decided by
Tax Court)
(a) Number of cases
41
(b) Total amount of best
offers in PN status $ 29,886.37
(c) Total amount (net)
per Tax Court
485,250.32
decisions

Philadelphia Office Figures
The figures from the Philadelphia
office confirm those from Chicago and
are:

It is appreciated that for certain rea
sons the monetary gap between the best
offers in pre-ninety-day status and the
ultimate action on the statutory notices
is not quite as large as indicated. For
example, under Class 1 many taxpayers
who have defaulted will file claims for
refund and proceed to the district
courts. Many others are marking time
awaiting the outcome of cases already
pending before the courts. Also, the
docketed dismissals in most cases would
probably have no direct bearing upon
the present inquiry. And in respect of
all five classes there is a psychological
factor which narrows the gap; namely,
the case may at that time be such as
to which neither side is in position to
make or encourage the making of any
offer which has the slightest chance of
being accepted. Therefore, none is
made, although the taxpayer might
have been willing to make some offer
if he thought there was any possibility
of its being accepted. However, after
making all due allowances, the gap is
still too great to be explained by the
art of gouging.
The foregoing studies indicate forci
bly that for the Bureau’s appellate con
ferees to have conceded the cases in
pre-ninety-day status on the basis of
the best offers then made or available
would not have represented the full
application of the law to the facts. To
conclude otherwise would necessitate
the plain inference that the lawyers are
improperly representing their clients
by making improvident settlement
agreements; and that The Tax Court

TABLE III
Technical Staff—Eastern Division

Philadelphia Office
from July 1, 1947 to June 30, 1949
Summaries by Classes

(Statutory notice was directed by
Staff in all cases studied)
Class 1 (No Petition Filed)
55
Number of cases
(b) Total amount of best
offers in PN status $ 33,510.38
(c) Total amount of de
717,390.91
ficiencies defaulted
Class 2 (Stipulated—Not Set for Trial)
4
(a) Number of cases
(b) Total amount of best
offers in PN status $ 848,732.00
Total amount of de
ficiencies (net)
1,247,388.04
stipulated

Class 3 (Stipulated—Set for Trial)
30
(a) Number of cases
(b) Total amount of best
offers in PN status $ (35,860.27)
Total amount of de
ficiencies (net)
125,113.86
stipulated •

Class 4 (Dismissed for All Reasons)
2
) Number of cases
(b) Total amount of best
0
offers in PN status $
(c) Total amount of de
3,197.52
ficiencies dismissed
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itself is generally handing down in
equitable decisions. We all know that
neither of these inferences is correct.
These studies may not fully disprove
the charges made against the Technical
Staff but they conclusively demon
strate the gross inadequacy of the best
offers the Bureau receives in the preninety-day cases which the Staff re
fuses to settle. The Bureau of Internal
Revenue does not expect the taxpayer
to give up simply because our regula
tions and rulings hold the way they do.
Neither can the Staff accept the settle
ment criterion of giving up a point
honestly conceived and advanced in
good faith, simply because the tax
payer thinks, feels, or believes he is
right. We think the figures in the de
cided cases are highly significant. They
would seem to demonstrate that in
pre-ninety-day status, the Staff con
feree can weigh the strength of the
government’s case better than the tax
payer can.
These studies also prove that the
practice of gouging the taxpayer, if it
exists, cannot be universal and general
throughout the Technical Staff. In
other words, the alleged practice has
at least been reduced from a general
to a specific case level. May I suggest
that a feeling of having been unfairly
treated may spring, as often as not,
from a sense of frustration and disap
pointment over the outcome of a client’s
case. I am confident that the evil com
plained of could appear only in isolated
cases and under peculiar conditions.
Anyhow, anyone who believes that the
Staff conferee has no rational basis for
his position may address the appro
priate Division Head, stating the facts,
and sending a copy of the letter directly
to the Head in Washington. This will
not transfer jurisdiction over the case
to Washington but I can assure you
that any arbitrary and unreasonable as

pects to the conferee’s position will be
fully examined. The taxpayer will be
advised in writing of the outcome.
When thoughtfully considered, these
studies also reveal that a “pre-trial”
procedure before some hearing officer
would be equally ineffective if too much
pre-trial; that is, too far removed from
the date of the trial. The success of
genuine pre-trial court procedure, and
it has not always been successful,
springs from the fact that the confer
ence is with a judge of the same court
before which the case is pending, al
though not usually the trial judge; any
unreasonableness on the part of either
side might lead to a lower standing in
the estimation of the court and might
even result in the setting of the case
for immediate trial; and the pre-trial
conference is generally conducted when
the case stands well up on the court’s
calendar. It should never be forgotten
that a member of the Judiciary has
more influence in bringing people to
gether than an administrative hearing
officer with no real authority to hand
down binding decisions, especially
when the judge is operating near the
approaching day of reckoning.
Finally, it has been said that the
Bureau cannot rise above suspicion of
partiality in cases involving differences
between itself and taxpayers; that an
appeal from the agent-in-charge to the
Technical Staff leaves the taxpayers
feeling that they are dealing with a
judge who is also a prosecutor; and,
even assuming that the Technical Staff
were wholly impartial, taxpayers will
be dissatisfied as long as settlements
are made by the same agency which
audits and investigates returns. This
implies that as long as the settlement
agency is within the Bureau of Internal
Revenue the taxpayer will remain dis
satisfied. I deeply regret this reasoning,
especially since The Tax Court, the
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Court of Claims, and all the constitu
tional courts are completely divorced
from the executive branch of the gov
ernment. To my own knowledge many
taxpayers remain dissatisfied after a
circuit court or even the United States
Supreme Court has spoken. I am posi
tive the Bureau cannot please every
body.
As a prominent tax practitioner re
cently said to me: The taxpayers can
never be altogether happy and satisfied
with any organization that is taking
money from them. The auditing and
investigative work is done by the vari
ous units in the Bureau. No truly ap
pellate settlement agency within the
Bureau would ever be under the juris
diction of the agents-in-charge in any
particular. The Staff Division Heads
look to the Commissioner and not to
the Deputy Commissioners. Of course
it’s the same statute they are trying to
administer, and they are bound by the
same regulations and policy decisions,
but they gain no satisfaction whatever
in upholding an agent’s determination
merely because they are employees of
the same bureau, the same department,
or the same government.
Last September, Secretary Snyder
in a speech delivered for him by Assis
tant Secretary Graham before the na
tional convention of the National As
sociation of Employees of Collectors of
Internal Revenue, made the following
statements, which are particularly ap
plicable in respect of the Little Man:
“We have stern duties to perform, and
we cannot deviate from the statutory re
quirements in the tax laws which we ad
minister. But we know that taxpayers are
nevertheless entitled to courteous, patient,
intelligent explanations of both their ob
ligations and their rights under these
laws. And we know that the exercise of
these qualities strengthens and does not
diminish the efficiency of our work. We
must continue to give every effort to pre
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serving and enhancing the excellent repu
tation in our dealings with the taxpayer.
“Those of you who audit and investi
gate returns have a particular opportunity
to help the taxpayers by explaining to
them the applicable tax provisions which
seem, in such cases, to be misunderstood.
Such helpfulness is constructive in nature.
It minimizes the mistakes which might be
made in the future by the same taxpayer,
and reduces the audit work which would
then become necessary in subsequent
years. Those of you who work in the of
fices have a somewhat similar opportunity
when taxpayers come or write to the
office to ask questions or to discuss prob
lems. In administering our voluntary self
assessment system of taxation it is vital
that fair dealing on all sides be the bed
rock foundation. I know that you agree
with this policy and practice it regularly.
I again urge you to remember its impor
tance, and to further it whenever pos
sible.”
In harmony with these objectives,
the aim and hope of the Bureau is that
with such help as he may seek from
the Bureau a taxpayer will be able to

determine his own liability correctly.
We appreciate that as a practical mat
ter this goal will never be reached to
perfection, but we are striving in that
direction, and when we rule down the
accounts and close the books, it is dis
closed that we are inside the five-yard
line with goal to go.
First, as regards the Technical Staff
field divisions: Where a taxpayer’s
case is referred to the Staff in preninety-day status, the chance of its ever
being tried before The Tax Court or
any other court is about one out of
eight.
Second, as regards the combined ac
tivities of the Income Tax Unit and
the Technical Staff: In the fiscal year
1949, there were 332,092 income and
profits returns on which additional as
sessments were made by the activities
of the Income Tax Unit and the Tech
nical Staff. Of that number, 95.9 per
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cent were made by agreement without
the necessity of issuing any statutory
notice. Another 2.8 per cent were either
agreed to or defaulted after the issu
ance of the statutory notice. The re
maining 1.3 per cent were petitioned
to The Tax Court and of that relatively

small number only one out of five was
actually tried.
Third, as regards the Bureau as a
whole: In the fiscal year 1949, only
two-tenths of one per cent of all the
changed cases in the entire Bureau,
including the Collectors’ offices, went

BUREAU OF INTERNAL REVENUE
Income, profits, estate, and gift tax investigations - Flow of cases involving adjustments

(Fiscal year 1949)

* Includes related returns involving adjustments.
** Includes cases closed by dismissal or default.
*** Civil cases, closed with or without trial, excluding (1) appeals from Tax Court decisions,
(2) bankruptcy, receivership. Insolvency, compromise, lien, liquor, and (3) suits and
claims by the United States; distribution by type of tax is not available nor are figures
available as to the number of cases closed alter trial.

Prepared by Statistical Division, September 1, 1949,
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to trial before The Tax Court or any
other court.
These settlements were worked out
informally with accountants or attor
neys and in many instances with the
taxpayers themselves. This procedure
is available to everybody, either in per

son or through any representative au
thorized to practice before the Bureau.
When only two-tenths of one per cent
of all changed cases go to trial it must
be conceded that the Bureau is collect
ing the internal revenue by administra
tive rather than litigating processes.

BUREAU OF INTERNAL REVENUE
Income, profits, estate, and gift tax investigations - Flow of cases involving adjustments
(Fiscal year 1948)

• Includes related returns involving adjustments.
Civil/cases, closed with or without trial, excluding (1) appeals from Tax Court decisions,
(2) bankruptcy, receivership, insolvency, compromise^ lion, liquor, and (3) suits and
claims by the United States; distribution by type of tax is not available nor are figures
available as to the number of cases closed after trial.

Prepared by Statistical Division, February 9, 1949.
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The Technical Staff
CHART III Non-Docketed Cases—Disposition of Non-Docketed Cases

Fiscal 1948
Fiscal 1946
Fiscal 1947
Fiscal 1945
By Quarters
By Quarters
By Quarters
By Quarters
Solid bars : Statutory notices directed by Technical Staff
Shaded bars: Settlements by Technical Staff in non-docketed status
Numerals at left: Number of cases
Statutory Notices
Settlements
By Technical Staff
Directed By
in Non-Docketed Status
Technical Staff
Fiscal 1945
482
847
1st quarter
2nd quarter
766
547
714
3rd quarter
516
4th quarter
478
698
2023
Totals
3025
Fiscal 1946
1st quarter
422
593
2nd quarter
393
570
3rd quarter
458
610
482
662
4th quarter
Totals
2435
1755
Fiscal 1947
1st quarter
335
677
622
2nd quarter
372
3rd quarter
427
798
4th quarter
812
430
Totals
1564
2909
Fiscal 191,8
1st quarter
590
437
2nd quarter
762
415
3rd quarter
422
798
4th quarter
524
879
3029
Totals
1798
Fiscal 191,9
1st quarter
443
859
831
2nd quarter
338
815
3rd quarter
523
4th quarter
1003
657
Totals
1961
3508

Fiscal 1949
By Quarters

Totals

1329
1313
1230
1176
5048
1015
963
1068
1144
4190
1012
994
1225
1242
4473
1027
1177
1220
1403
4827
1302
1169
1338
1660
5469
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The Technical Staff
CHART IV Non-Docketed Cases—
Disposition of Statutory Notices Issued at Staff Direction

Fiscal 1945
Fiscal 1946
Fiscal 1947
Fiscal 1948
By Quarters
By Quarters
By Quarters
By Quarters
Black bars: Petitions filed with The Tax Court
Shaded bars: No petitions filed with The Tax Court
Numerals at left: Number of cases
Petitions Filed With
No Petitions Filed With
e
The Tax Court
The Tax Court
Fiscal 1945
176
338
1st quarter
276
173
2nd quarter
153
348
3rd quarter
152
4th quarter
438
654
1400
Totals
Fiscal 1946
284
147
1st quarter
132
306
2nd quarter
122
223
3rd quarter
134
4th quarter
333
535
1146
Totals
Fiscal 1947
280
197
1st quarter
119
245
2nd quarter
112
3rd quarter
203
210
4th quarter
225
953
638
Totals
Fiscal 1948
155
252
1st quarter
154
278
2nd quarter
160
253
3rd quarter
151
4th quarter
268
620
1051
Totals
Fiscal 1949
175
340
1st quarter
149
215
2nd quarter
160
229
3rd quarter
341
180
4th quarter
664
Totals
1125

Fiscal 1949
By Quarters

Totals

514
449
501
590
2054
431
438
345
467
1681
477
364
315
435
1591

407
432
413
419
1671
515
364
389
521
1789
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The Technical Staff
CHART V Docketed Cases—
Disposition of Staff Directed Statutory Notices Petitioned to The Tax Court

Fiscal 1947
Fiscal 1948
Fiscal 1945
Fiscal 1946
By Quarters
By Quarters
By Quarters
By Quarters
Black bars: Trials
Dotted areas (between solid and shaded sections) : Dismissals and defaults
Shaded bars: Settlements (stipulations)
Numerals at left: Number of cases
Dismissals
Settlements
and
Trials
(Stipulations)
Defaults
Fiscal 1945
67
1st quarter
0
135
180
2nd quarter
2
188
169
3rd quarter
9
177
85
2
4th quarter
125
501
13
Totals
625
Fiscal 1946
42
1st quarter
1
69
200
2nd quarter
183
4
133
3rd quarter
136
7
109
4th quarter
156
5
544
Totals
484
17
Fiscal 1947
1st quarter
14
0
14
2nd quarter
171
192
6
3rd quarter
100
9
145
4th quarter
184
0
179
Totals
469
15
530
Fiscal 1948
1st quarter
49
0
71
2nd quarter
151
2
170
3rd quarter
146
4
143
4th quarter
170
1
185
7
569
Totals
516
Fiscal 1949
31
1st quarter
36
1
2nd quarter
132
4
176
3rd quarter
126
146
7
6
4th quarter
130
197
550
Totals
424
18

Fiscal 1949
By Quarters

Totals

202
370
355
212
1139

112
387
276
270
1045
28
369
254
363
1014

120
323
293
356
1092
68
312
279
333
992
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Fiscal 1945
Fiscal 1947
Fiscal 1948
Fiscal 1946
By Quarters
By Quarters
By Quarters
By Quarters
Black bars: Trials
Dotted areas (between solid and shaded sections) : Dismissals and defaults
Shaded bars: Settlements (stipulations)
Numerals at left: Number of cases
Dismissals
Settlements
and
(Stipulations)
Defaults
Trials
Fiscal 1945
372
1st quarter
219
35
545
2nd quarter
293
47
3rd quarter
43
489
253
4th quarter
363
228
35
Totals
993
160
1769
Fiscal 1946
287
1st quarter
123
37
512
2nd quarter
290
40
3rd quarter
30
559
204
4th quarter
443
35
—256
1801
142
Totals
873
Fiscal 1947
1st quarter
226
20
50
2nd quarter
42
620
281
3rd quarter
510
157
49
4th quarter
76
622
333
Totals
791
1978
217
Fiscal 1948
1st quarter
166
388
63
2nd quarter
94
708
279
3rd quarter
252
665
103
4th quarter
355
95_
711
Totals
2472
949
458
Fiscal 1949
1st quarter
379
61
101
2nd quarter
839
290
125
3rd quarter
263
78
928
4th quarter
332
109
979
Totals
946
413
3125

Fiscal 1949
By Quarters

Totals
626
885
785
626
2922

447
842
793
734
2816
296
943
716
1031
2986
617

1081
1020
1161
3879

541
1254
1269
1420
4484
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The Technical Staff
CHART VII Ultimate Disposition of Non-Docketed Cases (Annual Basis)

Fiscal 1947
Fiscal 1945
Fiscal 1946
Fiscal 1948
Shaded bars : Closed—settled, defaulted, and dismissed
Solid bars: Not closed—statutory notice, petitioned, and tried
Numerals at left: Number of cases

Fiscal 1949

[See tabulation on facing page]
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Tabulation for Chart VII
Non-Docketed Cases—Disposition of Non-Docketed Cases
Fiscal Year
1945
1946
1947
1948
1949
Totals

Closed
Settlements
3025
2435
2909
3029
3508
14906

Not Closed
Statutory Notices
2023
1755
1564
1798
1961
9101

Totals
5048
4190
4473
4827
5469
24007

Non-Docketed Cases—Disposition of Statutory Notices Issued at Staff Direction
1945
1946
1947
1948
1949
Totals

Settled and
Defaulted
654
535
638
620
664
3111

Petitioned

1400
1146
953
1051
1125
5675

Totals
2054
1681
1591
1671
1789
8786

Docketed Cases—Disposition of Petitions to Tax Court from Staff Directed Notices
1945
1946
1947
1948
1949
Totals

Settled, Defaulted
and Dismissed
514
501
545
576
568
2704

Tried
625
544
469
516
424
2578

Totals
1139
1045
1014
1092
992
5282
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A Review of Some Recent Tax Decisions
and Rulings » » » » » by RussellS.Bock,CPA

of the most difficult things does not constitute income to the debtor
about tax practice is the fact that where the cancellation is “gratuitous,”
even though it may be the result of
the rules are constantly changing. The
past year has been no exception. There arm’s-length negotiations in a business
have been hundreds of decisions and deal. That case involved interest and
rulings and dozens of them would jus rent which had been accrued as a lia
tify our consideration if time would bility and deducted for tax purposes,
permit. All we can do at this time and the court held that the cancellation
however, is to review quickly a few of of the accrued liability did not consti
the more important items, in the hope tute income. The Jacobson case in
of getting some picture of what has volved a somewhat different set of
been happening and where we are facts. In that case the taxpayer had a
debt in the form of bonds which had
headed.
The most important decisions for been sold to the public. Over a period
our consideration are, of course, those of time he acquired a large number of
of the Supreme Court of the United these bonds at a discount. Some of the
States. There have been about a dozen bonds were acquired by direct negotia
such decisions in 1949. I shall discuss tion with the bondholders and some
four of them, all of which were decided were obtained through agents. The Su
against the taxpayer. For the sake of preme Court said that the difference
variety, I tried to find at least one between the purchase price and the par
which was decided in favor of the tax value of the obligation was taxable in
payer, but unfortunately I couldn’t find come, on the theory that under the cir
even one.
cumstances there could be no gift on
The first case I have chosen for dis the part of the bondholders who ac
cussion is that of Lewis F. Jacobson,1 cepted less than par for their bonds—
decided January 17, 1949. This case in they got all they could get. The court
volved the question of realization of in said that there could be a gratuitous
come upon cancellation of indebtedness. cancellation or “gift” only where the
It is an important decision because it creditor cancels part of his claim for
seems to clear up some of the confusion cash and the balance “for nothing.”
caused by the American Dental Com The court further stated that such a re
pany2 case which was decided by the lease “for nothing” would be more
same court several years ago. You will likely to happen in connection with an
recall that the American Dental Com
pany case said that cancellation of debt Russell S. Bock, CPA, of Los An
geles, has been a member of the Ameri
1 Com. v. Lewis F. Jacobson, 336 US 28, 69
ne

O

can Institute committee on federal
taxation.

S.Ct. 358.
2 American Dental Company v. Helvering, 318
US 322, 63 S.Ct. 577.
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open account like the one in the Ameri
can Dental case than in a case involving
securities as in the Jacobson case. This
reasoning is a little difficult to follow.
I am not going to try to tell you what
it means, but I will say that I have a
strong suspicion that the American
Dental doctrine is now a tired old man
with little vitality left. In the light of
the Jacobson case, it seems unlikely
that any cancellation of debt will be
held to be a gift where it results from
an arm’s-length business transaction.
Another important Supreme Court
case was that of Margaret R. Phipps,34
decided on March 14, 1949. This case
involved the question of whether, on a
tax-free exchange, the deficit of the
transferor reduces the accumulated
earnings of the transferee. You realize,
of course, that this question may affect
the taxability of distributions made by
the transferee to its stockholders, since
if the deficit of the transferor carries
over to the transferee it will wipe out
all or part of the transferee’s accumu
lated earnings. You will recall that the
Sansome4 case, decided many years
ago, held that the accumulated earnings
of a transferor in a tax-free exchange
are carried over and become a part of
the transferee’s accumulated earnings
so as to be taxed as dividends when dis
tributed.
The court held in the Phipps case
that the transferor’s deficit does not
carry over to reduce the transferee’s
accumulated earnings. The Sansome
case was distinguished on the ground
that it was not based upon a theory
of a continuing enterprise but rather
on the necessity to prevent tax avoid
ance. Here, then, seems to be another
of the “one-way streets” in tax law. It
works one way where the transferor

has a surplus but does not correspond
ingly work the other way when the
transferor has a deficit. Possibly the
way out is to merge the corporation
with accumulated earnings into the one
with the deficit, if it can be done. In
this way the accumulated earnings of
the transferor are absorbed to the ex
tent of the transferee’s accumulated
deficit.
Another Supreme Court case was
National Carbide Corporation,56 de
cided on March 28, 1949. It involved
the question of whether certain cor
porations were separate taxable entities
or whether their existence should be
ignored for tax purposes. The corpora
tions in question were subsidiaries
which operated separate divisions of
the business of the parent corporation,
Air Reduction Corporation, and turned
over to the parent all of their income
except for a nominal profit. The court
held that the corporate existence of the
subsidiaries could not be ignored and
that their income was fully taxable to
them. The decision in this case was
based upon its own peculiar facts and
it states no new principle. However, it
does serve to call our attention to the
fact that the taxpayer is usually re
quired to accept the consequences of
creating and using a corporation. He is
rarely permitted to ignore it for tax
purposes, even though the Commis
sioner has often been upheld in disre
garding the existence of a corporation
where it has, been to his advantage.
This appears to be another “one-way
street” in the tax rules.
The last case of the Supreme Court
which I have included in this discus
sion is that of W. O. Culbertson6 de
cided on June 27, 1949. It involved the
familiar question of the validity of a

3 Com. v. Margaret R. Phipps, 336 US 410, 69
S.Ct. 616.
4 Com. v. Frederick A. Sansome, 60 F. (2d)
931, cert. denied 287 US 667, 53 S.Ct. 291.
6

5 National Carhide Corporation, et al., v.
Com., 336 US 422, 69 S.Ct. 726.
6 William O. Culbertson, Sr., et al., v. Com.,
S.Ct. 1210.
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family partnership. Although the in
come-splitting provisions enacted in
1948 make the family partnership ques
tion of much less interest than for
merly, it is still a live question where
children are involved. The Culbertson
case involved a partnership of a father
and his four sons, ranging in age from
sixteen to twenty-four. The father
financed the purchase of a one-half
interest in his ranching business for
the four sons. The Supreme Court held
that the tests applied by the lower
courts as to capital or services contrib
uted by the sons were not in them
selves conclusive but were useful for
determining the intent of the parties.
The true test was stated to be whether
the parties bona fide intended to join
together as partners in the operation
of a business. The court substituted a
subjective test for the objective tests
which the lower courts had inferred
from the Tower7 and Lusthaus8 de
cisions. I am not sure anyone knows
exactly what the Culbertson case
means. I am sure, however, that the
subjective test of whether the parties
intend in good faith to join in a busi
ness partnership is a difficult one to
apply from the standpoint of an ac
countant.
When we leave the decisions of the
Supreme Court and go to those of the
lower courts, we find literally hundreds
which would be worth our time to dis
cuss. Many of them deal with account
ing questions such as the time for
accruing income, cash method of ac
counting v. the accrual method, etc.
However, time will permit discussing
only a few. I have chosen for discus
sion several questions which I think
are of special interest to accountants.
The first has to do with the problem
7 Com. v. Francis E. Tower, 327 US 280, 66
S Ct 532.
8 A. L. Lusthaus v. Com., 327 US 293, 66
S.Ct. 539.

of equity capital v. debt capital; in
other words, the problem of the “thin”
corporation. Many closely held cor
porations have been formed in recent
years with an abnormally high pro
portion of debt capital in relation to
stock. It is generally considered that
the better business practice is to have
the larger part of the capital in the
form of stock, so we are justified in a
strong suspicion that to some extent
at least the so-called “thin” capitaliza
tion is often motivated by tax consid
erations.
The “thin” corporation seems to
have some definite tax advantages. The
interest on the debt can be deducted in
computing taxable income, whereas
dividends paid on stock are not de
ductible. Profits can be taken out in
the form of payments on the debt in
stead of as taxable dividends. If the
profits are needed to pay debts, the
corporation may be able to justify
some accumulation of profits and still
avoid the application of the Section 102
penalty tax for undue accumulation of
surplus. If the investment goes bad,
the investor has a bad-debt loss rather
than a worthless-stock loss; the baddebt loss is usually the more advan
tageous, even if the bad debt is in
cludible in the “non-business” category.
Tax men have had some doubt as
to whether some of the extremely thin
corporations would hold up for tax
purposes. There are questions of
whether the interest is deductible,
whether payments on the debt might
be treated as dividends, whether the
corporation might be subject to the
Section 102 tax because it might be
deemed to have been formed for the
purpose of avoiding the surtax on the
shareholders, and whether a loss on
the investment might be treated as a
stock loss even though in form it is
a bad debt. There is very little author
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ity on any of these questions, but two
recent decisions offer some encourage
ment. The first of these was in the
case of Wilshire & Western Sand
wiches, Inc.,9 decided by the Circuit
Court of Appeals for the Ninth Circuit
last July. The case involved the de
ductibility of interest on advances made
by the four stockholders. The company
owned and operated a drive-in res
taurant on famous Wilshire Boulevard
in Los Angeles. The advances by the
stockholders were made in the same
proportion as their stock investment
and for the same purpose, for working
capital. The total capital was $55,000,
of which stock was issued for $30,000
and notes for $25,000. Some questions
were raised by the way the books were
kept: none of the advances by the
stockholders were shown as loans on
the books until about a year after the
advances were made. However, the evi
dence showed that the stockholders
actually intended from the beginning
that part of their advances be for notes
rather than stock. Interest on the notes
was paid from profits, and the Com
missioner took the position that the
interest was not deductible because in
substance the entire $55,000 of capital
was equity capital in spite of its being
partly in the form of debt. The Tax
Court upheld the Commissioner and
disallowed the interest. However, the
Circuit Court reversed The Tax Court
and held the interest deductible, on the
ground that the notes evidenced an un
conditional obligation to repay the
money as a debt and the parties actually
intended that a portion of the advances
constitute a loan. The court empha
sized the intent of the parties.
The second case involving a “thin”
corporation was McDermott,10 decided
by The Tax Court in October, 1949. It
involved eight stockholders who formed
a corporation with $108,000 of debt
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capital and $5,000 of stock. The $108,000 of debt was in the form of notes
issued for the transfer of certain real
estate to the corporation, and the
$5,000 of stock was issued for cash and
other assets. The holdings of notes and
stock by the eight owners were almost,
but not exactly, pro rata; three of the
eight held slightly more of the notes
than the other five. The enterprise was
a losing proposition and the owners
claimed as a bad-debt deduction the
worthless portion of the notes which
they held. The Commissioner took the
position that in substance the notes rep
resented equity capital rather than debt,
and treated the loss as a loss from
worthlessness of stock. The Tax Court
held for the taxpayer, on the ground
that the intent was to create a debt. The
Court considered as supporting fac
tors the fact that the notes were issued
for a type of property different from
that of the stock and also the fact that
the interest of the eight owners as
creditors and stockholders was not
identical. This case and the Wilshire &
Western Sandwiches case just dis
cussed do not, of course, give us any
conclusive answers on the problem of
the “thin” corporation, but they do in
dicate that the courts are not likely to
go nearly as far as the Commissioner
in disregarding the form in which the
owners of a corporation choose to set
up its capital.
The second question which I have
chosen for discussion is that dealing
with the problem of the sale of an in
corporated business. I refer to the com
mon situation where the seller wants to
sell stock but the buyer wants to buy
assets. The leading case involving this
problem is Court Holding Company,910
11*
9 Wilshire & Western Sandwiches, Inc. v.
Com., 175 F. (2d) 718.
10 Arthur V. McDermott v. Com., 13 TC No.
63.
11 Com. v. Court Holding Co., 324 US 331, 65
S.Ct. 707.
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decided by the Supreme Court in 1945.
In that case there were two stock
holders of a corporation which owned
an apartment house. Sale of the apart
ment house was arranged and a de
posit was made by the buyer, but no
written agreement for the sale was
executed. Realizing the tax conse
quences, the stockholders liquidated
the corporation, distributed the apart
ment house to themselves, and com
pleted the sale three days later. The
Supreme Court taxed the corporation
for the gain on the sale, on the theory
that in substance the transaction was a
sale by the corporation. The Court
Holding Company case has been con
sidered to be somewhat of a milestone
among tax cases and it has often been
cited by the lower courts. Unfortun
ately, there does not seem to be any
consistent pattern in the decisions of
the lower courts to give us a set of
guiding rules. I have tried to find such
a pattern and find my search very frus
trating. It reminds me of the feeling
you get in your left foot the first time
you drive one of these modern cars
without a clutch pedal. You keep reach
ing for something that isn’t there.
However, there are two recent de
cisions which seem to give us some
indication of how far the courts may go
in applying the Court Holding Com
pany doctrine.
One of these is Transport Trading &
Terminal Corporation,12 decided by the
Court of Appeals for the Second Cir
cuit on July 11, 1949. It suggests an
answer to one of the questions which
we would very much like to have an
swered. The question is: In a case
where a corporation is liquidated and
the assets are then sold by the stock
holders, to what extent can there be
negotiations with the purchaser before

the liquidation occurs without having
the sale taxed to the corporation ? Some
of the cases have indicated that the
negotiations could be quite extensive,
where they were definitely conducted
by or on behalf of the stockholders
rather than on behalf of the corpora
tion. As late as September 1949, The
Tax Court so held in a Memorandum
Opinion in the case of H. Dickson
Smith.13 However, the Transport
Trading & Terminal decision raises
serious questions about this rule. As a
matter of .fact, the decision suggests
the possibility that the corporation
might be taxed even if there are no
negotiations before the distribution, if
the distribution by the corporation to
the stockholders is made in anticipa
tion of an immediate sale. The case in
volved a parent corporation and its
subsidiary. The subsidiary owned stock
of another corporation. It had prospects
of selling the stock of the other cor
poration at a profit of about $600,000,
although there apparently had been no
negotiations for the sale of the stock
as such. The subsidiary corporation
transferred to its parent as a dividend
the stock of the other corporation.
About a month later the parent cor
poration made an agreement to sell the
stock and a few days after the agree
ment was made the sale was completed.
The Commissioner asserted a tax
against the subsidiary on the sale of
the stock, on the theory that in sub
stance the distribution to the parent
and the sale by it was in reality a sale
by the subsidiary. The Tax Court held
for the taxpayer, but the Circuit Court,
reversed The Tax Court and decided in
favor of the Commissioner. The Cir
cuit Court decision was based to some
extent on the fact that there was some
understanding regarding sale of the

13 Com. v. Transport Trading & Terminal
Corp., CCA 2. July 11, 1949.

13 H. Dickson Smith, Inc. v. Com. Tax Court
Memo. Aug. 31, 1949.
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stock before it was distributed by the
subsidiary to the parent, but the de
cision strongly suggests that the answer
would have been the same even if there
had been no prior understanding with
the purchaser. The court’s reasoning
seems to be that the distribution of
property by a corporation with the
intention on the part of the stockholder
to sell it is the equivalent of a sale by
the corporation itself.
Some of the language of the decision
is very interesting. For example, the
court says, in speaking of the distri
bution of the stock to the parent:
“It was not a distribution for the
purposes of the Parent’s business, but
only in order to escape a tax and such
a ‘distribution’ is not among those con
templated in the section.”
And again:
“The doctrine of Gregory v. Hel
vering14 ... is not limited to cases
of corporate reorganizations. It has a
much wider scope; it means that in
construing words of a tax statute which
describe commercial or industrial trans
actions we are to understand them to
refer to transactions entered upon for
commercial or industrial purposes and
not to include transactions entered
upon for no other motive but to escape
taxation.”
I submit that this case represents a
considerable extension of the previous
cases which have applied the doctrine
of looking through form to substance.
If it means what it seems to mean, it
will seldom, if ever, be safe to distribute
corporate assets to the stockholders
and have them sell if we want to be
sure to avoid corporate tax on the
sale.
This case seems to me as an account
ant to illustrate the tendency of the
courts in recent years to enact what I

believe lawyers refer to as “judicial
legislation.” Maybe the lawyers con
sider this trend to be within the proper
scope of authority of the courts, but to
one untrained in the intricacies of the
law, it appears that the courts are some
times taking over the responsibility
that our forefathers intended for Con
gress.
If we can’t distribute the corpora
tion’s property to the stockholders and
have them sell it, the only way to avoid
the double tax is for the stockholders
to sell their stock. But suppose the
buyer wants the assets. This brings us
to another sixty-four-dollar question:
If the buyer purchases stock with the
intention of acquiring the assets and
liquidates the corporation soon after he
buys the stock, will the sale be con
sidered to be in effect a sale of assets
taxable to the corporation, even though
the seller intended to and did sell stock ?
A recent Tax Court case, Dallas
Downtown Development Co.,15 decided
last January, offers the harassed tax
payer some encouragement. In the
Dallas case, the corporation owned a
building, of which the principal tenant
was a bank. The bank wanted to buy
the building. It was prevented by state
law from buying stock. Because of this
and other difficulties, the bank formed
a temporary corporation to act as a
conduit. After unsuccessfully negotia
ting to buy the building, the conduit
corporation purchased the stock of the
corporation owning the building, for
the same total amount as it had offered
for the building. Thereafter the build
ing was transferred to the bank and the
conduit corporation was dissolved. The
Tax Court held that the effect of all the
transactions as a whole was a sale of
the stock to the bank and liquidation
by the bank in order to obtain the as-*
12

14 Gregory v. Helvering, 293 US 465, 55 S.Ct.
266.

15Dallas Downtown Development Co., et al.,
12 TC 114 (N.A.).
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sets, and held that under these circum
stances there was no sale of the build
ing and no tax to the corporation. I
must hasten to add, however, that there
were three dissents in this case and that
the case is now on appeal before the
Fifth Circuit Court of Appeals, so we
shall have to wait for the decision of
that court before relying too heavily
on this authority.
On the subject of corporate liquida
tions, there is an interesting recent de
cision of The Tax Court involving a
somewhat different point from that
which we have been discussing. This is
the case of Stanley Switlik,16 decided
last July, which involved the question
of deductibility by stockholders of a
loss incurred by them on payment as
transferees of a corporation’s tax de
ficiency. The stockholders had reported
a capital gain on the liquidation of the
corporation involved. If the corpora
tion’s full tax liability had been known
at the time of liquidation, the net
amount distributed to the stockholders
would have been less and the effect
would have been to reduce the capital
gain reported. However, The Tax
Court decided that the loss was fully
deductible by the stockholders as an
ordinary loss rather than a capital loss
in the later year when the deficiency
was paid by the stockholders, since no
sale or exchange, and hence no capital
gain or loss, occurred in the later year.
Here is an unusual instance of a tax
payer getting a break which is sur
prising even to a tax man.
Next let us consider some questions
involving carry-overs and carry-backs
of operating losses and excess profits
credits. There have been several recent
decisions involving important points.
Generally, the cases involving individ
uals have been discouraging for the
taxpayers but those involving corpora
tions have been more favorable.

First we have a series of cases involv
ing the question of whether an indi
vidual may carry back losses incurred
in the liquidation of his business.
Within the past year, two circuit courts
of appeal have decided against the tax
payer on this point. In the Lazier17
case, decided by the Eighth Circuit in
November, 1948, the taxpayer sold his
farm land and machinery at a loss. In
the PettiP3 case, decided by the Fifth
Circuit in June, 1949, the taxpayer suf
fered a loss on the sale of his citrus
ranch, including the equipment. In all
these cases it was held that the loss
could not be used as a carry-back. The
same principle has been applied in sev
eral other cases by the lower courts.
These cases turn on the question of
whether the losses on liquidation of the
business are attributable to the opera
tion of a business regularly carried on.
Although the courts have so far held
that such losses do not come within this
definition, there seems to be some
doubt about their interpretation, since
the losses arise directly out of a busi
ness operation. We may yet hear more
on this subject.
Possibly encouraged by his success in
the cases mentioned above, the Com
missioner has recently issued a ruling
further limiting the scope of the in
dividual carry-back. In IT 3951,19
issued in May, 1949, he held that the
deduction for state income tax must be
treated as a non-business deduction
for purposes of the carry-back adjust
ments, even though the tax may be paid
upon business income.
A somewhat similar question in prin
ciple arises with corporations; that is,
the question of whether a corporation
may utilize a carry-back from a period
of liquidation. Here corporations have
16 Stanley Switlik, et al., 13 TC No. 15.
17 Norman A. Lazier v. U S, et al., 170 F.
(2d) 521.
18 Milton H. Pettit, et al., v. Com., CCA 5,
June 3, 1949.
10 IT 3951 I.R.B. 1949-9-13073.
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fared somewhat better than individuals.
In several cases, The Tax Court has al
lowed a corporation a loss carry-back
from a liquidating period, and last June
the Commissioner finally acquiesced in
the leading case, Acampo Winery &
Distilleries, Inc.,20 which was decided
in 1946. The decisions are not so favor
able, however, when it comes to the
carry-back of unused excess profits
credit. The Tax Court first took the
position that there could be no carry
back of such credit from a liquidating
period, on the ground that to allow
such carry-back would defeat Congress’
intent to catch war profits with the ex
ces profits tax. However, in Wier
Long Leaf Lumber Co.21 the Circuit
Court of Appeals for the Fifth Circuit
last March partly overruled The Tax
Court. In that decision the Circuit
Court held that a corporation may uti
lize a carry-back of an unused excess
profits credit from a liquidating period
until it reaches the point where the ac
tivity is so slight that the corporation
must be considered to be “de facto”
dissolved. Several Tax Court cases in
recent months have applied this rule.
One very important question in con
nection with carry-overs and carry
backs is whether they can be carried
through a tax-free exchange from one
corporation to a different corporation.
It has been assumed generally that they
could not, based upon the 1934 Su
preme Court case of New Colonial Ice
Co.22 However, a recent decision of the
Circuit Court of Appeals for the Second
Circuit suggests the possibility that a
carry-over or carry-back may some
times carry through a tax-free ex
change from one corporation to an
other. The case is Stanton Brewery,
20 Acampo Winery & Distilleries, Inc., 7 TC
629(A).
21 Wier Long Leaf Lumber Co., v. Com., 173
F. (2d) 549.
22 New Colonial Ice Co. v. Helvering, 292 US
435, 54 S.Ct. 788.
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Inc.,23 which involved the unused excess

profits credit and was decided last July.
In this case there was a merger of a
subsidiary into a parent corporation.
The subsidiary had an unused excess
profits credit for a period before the
merger. The surviving parent corpora
tion wanted to use the carry-over in the
year following the merger. The Tax
Court decided against the taxpayer, but
the Circuit Court reversed and held
that the subsidiary’s credit could be
used as a carry-over by the parent. The
government has indicated that it will
not ask for Supreme Court review of
the case. What is the significance of
the Stanton Brewery decision? It is
probably somewhat limited. The de
cision was based upon the theory of a
merger, to the general effect that the
rights and obligations of the transferor
carry over and continue in the new cor
poration. The courts may be unwilling
to extend this theory to tax-free ex
changes generally. It should also be
observed that the decision may have
been affected to some extent by Section
742 of the Internal Revenue Code,
which had as its general plan the treat
ment of transferor and transferee cor
porations as one continuing entity for
excess profits tax purposes.
Next let us discuss briefly one of the
most absorbing questions with which
we deal in tax practice: the question of
capital gain v. ordinary income. In
recent years, taxpayers have made ever
increasing attempts to realize income in
the capital gain category. You probably
have heard of the so-called single-pic
ture corporation idea in Hollywood.
You have doubtless heard of Amos and
Andy’s sale of certain rights in con
nection with their radio program at
capital gain rates, and also of General
Eisenhower’s sale of the rights to his
23 Stanton Brewery, Inc. v. Com., CCA 2, July
25, 1949.
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book, Crusade in Europe, with the
blessing of the Treasury Department.
On the other hand, some efforts have
not been so successful; you have prob
ably heard also of Jack Benny’s un
successful effort to sell himself, in effect,
to a radio broadcasting company at cap
ital gain rates.
Two recent Tax Court decisions in
volving dealers in securities suggest
possibilities that may be available for
taxpayers in other businesses. These
cases are E. Everett Van Tuyl,24 de
cided May 31, 1949, and Carl Marks
& Co.,25 decided June 30, 1949. In both
of these cases the taxpayers took prop
erty out of their inventory and placed it
in a separate category, and were per
mitted to treat the gain on sale of the
property as capital gain. The cases are
interesting because at least some of the
securities involved were actually ac
quired originally for sale to customers
and were subsequently transferred out
of the inventory account. The taxpayers
were careful in these cases to segregate
the securities in question on the books
and in their physical handling and in
one case considerable importance was
placed on the fact that the securities
were sold to others than regular cus
tomers.
These decisions suggest to account
ants the possibility that taxpayers may
sometimes be carrying in inventory
property which is really held for invest
ment or speculation. The rationale of
these cases might conceivably apply,
under a proper state of facts, to dia
monds or other types of property which
are sometimes used as investment
media, even as to taxpayers who regu
larly carry the same type of property in
their inventory. The cases seem to say
that if the gain would be capital gain
for someone else it may also be capital
24 E. Everett Van Tuyl, et al., 12 TC No. 119.
25 Carl Marks & Co., Inc., 12 TC No. 161.

gain for the taxpayer who carries the
same type of property in his inventory
and sells it to customers in the regular
course of business. Possibly this reason
ing could even be applied to speculative
as well as to investment situations, if
the property is actually held for price
appreciation and not for sale to cus
tomers. For example, if you bought a
case of canned fruit and sold it at a
profit, assuming that you are not in the
grocery business, the profit would be
treated as capital gain. Why couldn’t
this apply as well to a grocer, in an un
usual case where he might hold a lot of
canned fruit for price appreciation with
no intention of using it in his business ?
I am not saying that such treatment
would be accepted by the Treasury or
the courts, but I suggest that the pos
sibilities deserve careful consideration.
Another recent capital gain decision
involved the sale of an accounting busi
ness. This was the case of Horton,26 de
cided by The Tax Court last August. In
this case a CPA sold his business in
1941, giving the purchaser the exclu
sive right to use his firm name and
agreeing not to compete in the area for
six years. The agreement provided that
for a period of five years the seller was
to receive a commission on the fees
earned by the buyer, at a rate of 10 per
cent to 15 per cent depending on the
type of engagement on which the fee
was received. The Tax Court held that
50 per cent of the percentage payments
received was attributable to the cove
nant not to compete and was ordinary
income, but that the other 50 per cent
was attributable to the sale of goodwill
and was to be treated as capital gain.
Although somewhat surprising, the
Horton decision is encouraging because
some of us have felt that professional
men were the forgotten men of the tax
law. For example, there is a seeming
26 Rodney B. Horton, 13 TC No. 19 (N.A.).
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discrimination against professional men
in the treatment of expenses for profes
sional education, which have been held
not to be deductible. A corporation can
deduct its organization expenses in the
year when it is dissolved, but a profes
sional man can’t even deduct the ex
penses of his education when he dies.
We have thought that professional men
would not be in a position to build up
a business over a period of years and
realize a capital gain on its sale, as is
commonly done by businessmen in
other types of activity. The Horton case
suggests the possibility, however, that
this may be done in some cases.
There have also been some recent de
cisions involving capital gain treatment
on sales of property used in the busi
ness, under Internal Revenue Code
Section 117(j). One of these is of
special interest to accountants because
it involved property which was sold out
of the taxpayer’s inventory. The case is
Fawn Lake Ranch Co.,27 decided by The
Tax Court on June 27, 1949. The prop
erty involved was breeding stock in the
taxpayer’s cattle herd. The court held
that even though included in the inven
tory on the books, the breeding stock
was depreciable property used in the
business and was not properly includi
ble in inventory, and therefore the
profit was reportable as capital gain.
The principle of this decision might
well be applied, under proper circum
stances, to demonstrators or other
property used by taxpayers in other
businesses. (Note: After this was writ
ten, the Commissioner announced his
non-acquiescence in the Fawn Lake
case and also in the Horton case dis
cussed above.)
Although the title refers to recent
decisions and rulings, this discussion
has been devoted almost exclusively,
27 Fawn Lake Ranch Co., 12 TC No. 153.
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thus far, to court decisions. This is un
derstandable because generally speak
ing court decisions relate to more con
troversial—and hence more interesting
—questions than do the rulings of the
Bureau of Internal Revenue. However,
there have been several important rul
ings in recent months which warrant
our attention.
IT 3956,28 issued last June, relates to
accrual of liability for vacation pay. It
provides that, under proper circum
stances, an employer may accrue and
deduct in the year in which qualifying
services are rendered by employees, the
liability for vacation payments to be
made in the following year. The ruling
conforms to good financial accounting
practice.
IT 3957,29 also issued last June, pro
vides for the use of bad debt reserves by
taxpayers selling personal property on
the instalment plan, reversing an old
ruling in effect since 1927. Where the
taxpayer has both instalment accounts
and other accounts, and uses the re
serve method for both, the ruling re
quires him to maintain separate re
serves for the two classes of accounts.
This ruling is a welcome one to ac
countants because it conforms the tax
accounting rules to common financial
accounting practice in this field.
There have been two important rul
ings relating to instalment payments
received on endowment insurance poli
cies. The first of these was TD 5684,30
issued last January. It changed the
regulations to provide that instalment
payments are not to be taxed as an
annuity unless the payments are based
upon life expectancy. This means that
the 3 per cent annuity rule no longer
applies where the policyholder elects
to take the endowment payments over
a fixed period of years rather than for
28 IT 3956, I.R.B. 1949-12-13102.
29 IT 3957, I.R.B. 1949-13-13110.
30 TD 5684, I.R.B. 1949-3-13014.
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life. You will recall that under the 3 per
cent rule you report 3 per cent of your
cost each year as income and treat the
remainder of what you receive as a
recovery of cost. The new procedure in
such cases is to apply the payments as a
recovery of cost and report no income
until such time as the full cost is re
covered. After full cost is recovered,
any further amount received must, of
course, be treated as income. This is
ordinarily more advantageous to the
policyholder than the 3 per cent rule,
which still applies to payments based
on life expectancy. Thus, a person may
be able to gain a tax advantage by mak
ing the proper election as to the manner
of taking the proceeds of an endowment
policy.
The second ruling regarding endow
ment insurance payments is IT 3963,31
issued last July. It provides that a poli
cyholder may avoid realizing income
at the maturity of an endowment policy
by electing before the maturity date to
receive the proceeds in instalments.
The instalment payments elected are
then subject to tax under the rules we
have just discussed.
Probably the most interesting rulings
of 1949 to many accountants are those
issued by the Excess Profits Tax Coun
cil in connection with its administration
of excess profits tax relief claims. You
will recall that the Council was set up
in 1946 to handle the more than 40,000
claims filed under Section 722 of the
Internal Revenue Code. The Council
has now issued forty-three rulings in
its E.P.C. series, eight of them in 1949.
Time will not permit discussion of these
rulings here. I should like to comment
very briefly, however, on the last rul
ing issued, E.P.C. 43.32 This ruling dis
cusses the problem of the effect of the
war and preparation for war, particu31 IT 3963, I.R.B. 1949-15-13130.
32 E.P.C. 43.

larly as to the aircraft industry. It in
dicates that only in an exceptional case
will relief be obtained by a company in
industries such as the aircraft industry
which were closely identified with war
preparation and the war effort. Whether
The Tax Court will fully support the
Commissioner in his position appears
somewhat problematical. In two recent
cases involving excess profits tax relief
under Section 721, which is in many
ways closely related to Section 722,
The Tax Court allowed substantial re
lief on so-called abnormal income which
clearly resulted from participation in
the war effort. These cases were Key
stone Brass Works33 and Pantasote
Leather Co.34 both decided last April.
There is one more ruling which is of
special interest to many practicing ac
countants. This is Mimeograph 6361,35
isued last February, relating to refunds
resulting from the involuntary liquida
tion provisions applicable to taxpayers
using the Lifo inventory method. It
provides for immediate refunds to the
extent of 75 per cent of the total
amount claimed, the refund to be made
on a tentative basis similar to the pro
cedure for “quickie” carry-back re
funds. This procedure represents a con
structive piece of work by the Commis
sioner and may at times provide an im
portant addition to the working capital
of the taxpayers affected.
The most fitting conclusion I can
think of is a warning. It is this: Don’t
try too hard to remember the cases we
have been discussing, because tomorrow
the rules may be completely changed by
new decisions or rulings. The tax man
may slow down on occasion, but he
must never stop his continuous review
of new developments if he is to fully
protect his own interests and those of
his clients.
33 Keystone Brass Works, 12 TC 618.
34 Pantasote Leather Co., 12 TC 635.
35Mim. 6361, I.R.B. 1949-6-13042.
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Any discussion of “Current Develop

The treatment by the courts and the
Bureau of receipts covering services or
goods to be furnished in the future
represents a departure from accepted
accounting principles. The government,
relying on the “claim-of-right” doc
trine, has been quite successful in re
quiring that such payments be treated
as income in the year of receipt even
though the income will not be wholly
earned within that year. The Bureau
here disregards the distortion of in
come which necessarily follows from
reporting revenues in one year and the
concurrent costs of earning those reve
nues in a later year. The Commissioner
even refused to go along with another
governmental agency, the Civil Aero
nautics Board, which recognized that
such a practice distorts income and,
accordingly, required that air lines de
fer reporting as income the proceeds
from tickets sold but not used prior to
the end of the year. The Tax Court
subsequently upheld the Commission
er’s action as being within the scope of
the discretion allowed the Commis
sioner under Section 41 of the Code.2
With regard to prepaid magazine
subscriptions, however, the Treasury
does permit reporting an aliquot part
of the subscription income for each year
of the subscription period. If the pub-

ments in Income Taxation” in
volves not only the outstanding or un
usual decisions on those particular
phases of taxation which are being first
interpreted or materially changed by
the courts but also a review of the
current trend with respect to the or
dinary problems which recur through
out the year. I propose to cover a few
of these current developments.

Period in Which Gross Income
Is Included
One of the recurring problems is the
conflict between rules of accounting for
tax purposes and generally accepted
accounting principles in determining
what is income.
The Bureau of Internal Revenue has
long acceded to the principle that “ap
proved standard methods of account
ing will ordinarily be regarded as
clearly reflecting income,”1 but in many
instances it requires that there be in
cluded in the current year’s taxable
income sums which good accounting
practice would defer until such time as
they are earned.
While much of our accounting is the
same for business and tax purposes,
those areas where there is a divergence
between taxable income and business
income have proved so vexatious and
produce such inequitable results as to
be worthy of some attention.

Wallace M. Jensen, CPA, is a mem
ber of the American Institute commit
tee on federal taxation and a past presi
dent of the Michigan Association of
CPAs.

1 Regulations 111, Sec. 29.41-2.
2 National Airlines, Inc., 9 TC 159 (1947).
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lisher follows this method, he is re
quired to spread his expenses over the
subscription period.3 In this instance,
at least, it would seem that the Treas
ury is concerned with matching costs
and revenues to arrive at income.
As a matter of principle, it is hard
to distinguish prepaid magazine sub
scriptions from the cash sale of coupon
books calling for automobile lubrication
services to be furnished in the future.
However, in the South Tacoma Motor
Co. case4 The Tax Court held that the
entire amount received from the sale
of such coupon books was income in the
year payment was received even though
the purchaser had the right to rescind
and receive a refund. Though the ap
plicable expenses could be deducted
only in the year paid or incurred, the
Court said that the taxpayer’s method
of accounting, whereby an aliquot part
of the coupon book price was taken into
income as the services were rendered,
“did not clearly reflect its income.”
In two cases involving public ware
house companies The Tax Court has
reached contrary decisions on virtually
identical-fact situations. In both cases
the taxpayer, upon the receipt of goods
for storage, required the payment of
charges applicable to the removal of
the goods from storage. In the first
case, Towers Warehouses, Inc.,5 the
taxpayer was permitted to defer these
prepayments until such time as the
contractual liability to its customers
was discharged and the goods were
removed from storage. In the second
case, Capital Warehouse Co., Inc.,6 the
taxpayer was required to include these
prepayments in taxable income in the
year of receipt. The Court distin
guished the Towers Warehouses case
on the ground that there the deferment
3 IT 8369, 1940-1. C.B. 46.
4 3 TC 411 (1941).
5 6 T.C.M. 59 (1947).
6 9 TC 966 (1947).

of the prepayments was pursuant to
a procedure long established and un
questioned, while in the Capital Ware
house case the taxpayer was unfortun
ate enough to have been in existence
for only two years so that it had no
procedure “long established and un
questioned.” From this later decision
it might be inferred that the scope of
the Commissioner’s discretion in de
termining whether the taxpayer’s
method of accounting clearly reflects
income will vary inversely with the
length of time taxpayer’s system of
accounting has been in effect. Such a
view tends to ignore the accounting
principles involved and is not to be
condoned.
Within the past year the Commis
sioner attempted to extend the “claimof-right” doctrine in a case7 involving
returnable deposits on executory con
tracts for the sale of coal. The Tax
Court decided in the taxpayer’s favor
and held that such deposits were not
income in the year of receipt but were
to be included in income when the
sales were completed. The Court dis
tinguished the South Tacoma Motors
Co., the National Airlines, Inc., and the
Capital Warehouse Co. cases as in
volving transactions which were closed
in the several taxable years in which
the payments were received. The Court
distinguished the fact that in the case
of the sale “of property the gross in
come of the vendor is the gain derived
from the sale, and until the sale is
made, there is no gain.”8 This same
reasoning should be applied to the sale
of personal services where the seller is
obligated to incur expenses in a sub
sequent period when the services are
furnished. There should be no realized
gain there until the seller has furnished
the services called for.
7 Veenstra & DeHaan Coal Co., 11 TC 964
(1948).
8 See note 7.
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Closely related to this problem of ad
vance payment or prepaid income is
the problem of the constructive receipt
of income. The Commissioner has
failed in his latest attempt to extend
this doctrine. In the Amend case9 the
taxpayer-farmer sold his wheat crop
before the end of each year and made
immediate delivery under agreements
requiring the purchaser to pay in Janu
ary of the following year. The Commis
sioner, acknowledging that taxpayer
was on a cash basis, nevertheless ar
gued that he could have obtained pay
ment in the year of sale and, therefore,
was in constructive receipt of the sales
proceeds in that year. The Tax Court
properly refused to extend the doctrine
of constructive receipt that far, saying
that under his contract taxpayer had
no legal right to obtain his money un
til the agreed payment date. The Court,
by way of dictum, pointed out that if
this practice had been instituted in the
taxable year and for tax reasons, the
result might have been otherwise. This
would seem to be entirely without sup
port for there is no rule of law to pre
vent a taxpayer from minimizing his
taxes by legitimate transactions.
If the Commissioner had been suc
cessful in the Amend case, it is hard
to say where the line would be drawn
in the future. It might be that in the
next instance the Commissioner would
require a farmer to report as income
what he would have received had he
sold his wheat, notwithstanding the
fact that he elected to hold his wheat
rather than sell. For the time being,
at least, The Tax Court apparently
intends to restrain the Commissioner’s
enthusiasm in this field.

Gain on Sale of Treasury Stock

The foregoing discussion has dealt
with the difference between tax ac8
9J. D. Amend. 13 TC No. 24 (1949).
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counting and generally accepted ac
counting principles in so far as the
time of realization of income is con
cerned. There is a further line of cases
which has held that taxable income is
realized in situations where, for ac
counting purposes, no income or profit
is realized as such. I refer to taxable
income resulting from the sale by a
corporation of its own capital stock
held as treasury stock. It has long been
recognized for accounting purposes
that transactions in a corporation’s
own stock should not be reflected in
profit or loss for the year. In Account
ing Research Bulletin No. 1, issued in
September 1939, certain basic rules
were restated, among which was the
principle that, for accounting purposes
there was no “essential difference be
tween (a) the purchase and retirement
of a corporation’s own common stock
and the subsequent issue of common
shares, and (b) the purchase and re
sale of its own common stock.” The
committee stated that it was aware that
such transactions had been held to give
rise to taxable income but it did not
feel that such decisions prevented the
application of correct accounting pro
cedure.
In 1934 the Commissioner amended
the Regulations to provide that if a
corporation dealt in its own shares as
it might in the shares of another cor
poration, any resulting gain or loss was
to be recognized. During the interven
ing years the Commissioner was suc
cessful in the courts in extending the
principle that taxable gain was recog
nized in some cases where a corpora
tion purchased its own stock in the
open market for subsequent resale to
employees.
As recently as 1947, however, The
Tax Court had declined to extend that
principle to several closely-held cor
porations where the stock was held by
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persons active in the management, was
to be repurchased at book value upon
death or retirement, and, when pur
chased, was subsequently resold to
other key employees. During the past
year, however, The Tax Court was
reversed in both of these cases. In
Commissioner v. Batten, Barton, Durstine & Osborn, Inc.,10 the Second Cir
cuit held that the gain on the sale of
treasury stock under such circum
stances was taxable not only where the
corporation had acquired the stock by
purchase but also where some of the
stock sold had been donated by other
stockholders. In Commissioner v. Rol
lins Burdick Hunter Co.10
11 the Seventh
Circuit reached the same conclusion
even though The Tax Court had found
that the taxpayer was not dealing in
its own shares as it might in the shares
of another corporation inasmuch as
the purpose of having its shares held
by those who were principally respon
sible for its success could not be ac
complished by dealing in any other
stock. In each of these two decisions
one of the judges dissented.
In view of these decisions it would
appear that any sale of treasury stock
will result in taxable gain or loss un
less it can clearly be shown that the
purpose of the sale was to acquire ad
ditional capital. While losses would be
allowable, such losses would constitute
capital losses and might not benefit the
corporation. Although there are no de
cisions specifically on the point, it
would appear that closely-held cor
porations might well consider retiring
any stock purchased and issuing addi
tionally authorized new stock under
such circumstances. While this pro
cedure would seem to place greater
emphasis on the form of the transac
tion, it appears to be one of those situ
10171 F. (2d) 474, (CCA2) (1948). (Cert.
denied, Oct. 1949.)
11171 F. (2d) 698, (CCA7) (1949).

ations where both the form and the
substance must support the taxpayer’s
position.
Time for Claiming Deductions

Looking at the other side of the
ledger, it is clear that the time for
claiming deductions will materially af
fect the determination of taxable in
come, and here again we have a de
parture in many instances from gen
erally accepted acounting principles.
The Code provides that on the accrual
basis deductions shall be taken for the
taxable year in which “accrued” or
“incurred” but the exact time a par
ticular item of expense has accrued or
been incurred is often not capable of
precise determination.
As a general rule, deductions are al
lowable on the accrual basis in the
period in which both the fact and the
amount of the liability or loss are fixed.
Good accounting practice requires that
the treatment of items undetermined
in amount, but determined in principle,
be the same, whether they represent
income or expenses, but unfortunately
the Treasury and the courts have not
been as ready to permit the anticipation
of expenses as they have been willing
to anticipate income. There is some
authority for the position that failure
to determine the precise amount of a
liability will not prevent its deduction,
and this is as it should be, for unless
such deductions are allowed, true net
income will not be determined. While
the requirement that the amount be
fixed is occasionally relaxed, it would
seem to be well settled that the fact of
the liability must be fixed before a de
duction will be allowed.
One of the most troublesome items in
this area has been that of when taxes
are deductible. For accounting pur
poses, property taxes are generally re
garded as an expense to be charged
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against the entire period for which
levied. Franchise and income taxes
which are incurred for the privilege of
carrying on business should be charged
against the privilege period for which
the tax is imposed. The rules for tax
purposes, however, are substantially
different and generally the entire
amount of a tax becomes deductible
upon the date when the amount and
liability for the tax become fixed, and
the entire amount is deductible only
on that single date. The application of
that rule might be summarized thus:
1. In the case of property taxes, the
rule has resulted in much confusion,
and the exact time for deduction de
pends upon varying local rules. It
may be the assessment date, the lien
date, the date of the issuance of the
assessment rolls, or the date on which
personal liability for the tax may be
determined. Where taxes are assessed
on the same property by different gov
ernmental units, the various property
taxes on the same property may be
deductible at different dates.
2. Franchise and income taxes meas
ured by the income of a given period
are sometimes deductible in the period
in which the income is earned and in
other instances are deductible in the
subsequent period in which the exer
cise of the privilege of doing business
fixes the liability for the tax.
3. Where the tax liability is con
tested, the Supreme Court has held in
the Dixie Pine Products Company
case12 that the accrual date is the date
when the liability is finally adjudicated,
but, where the contested tax is required
to be paid and refund proceedings are
instituted in furtherance of the contest,
the courts13 and the Bureau14 have
Dixie Pine Products Co. v. Comm., 320 US
516 (1944).
13 Chestnut Securities Company v. US, 104 Ct.
Cls. 489 ; 62 F. Supp. 574 (1945) ; Gibson Prod
ucts Co., 8 TC 654 (1947).
14 G.C.M. 25298, CB 1947-2, 39.
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held that the time for deduction is not
later than the time of payment on the
theory that the liability has been dis
charged by payment.
Frequent difficulties are encountered
in attempting to apply these general
rules. First, what constitutes a “con
test,” such as to require the postpone
ment of a deduction, is sometimes not
clear. Where deficiencies in tax are
asserted by a governmental agency,
formal legal action, such as the com
mencement of suit, does not appear to
be necessary, and the filing of a protest
resulting in a subsequent negotiated
settlement would appear to be suffi
cient. Second, where proposed deficien
cies in tax are agreed to in part and
contested in part, it would appear that
the uncontested portion may relate
back and be deductible on the date
when the original liability for the tax
was fixed, whereas the time for deduct
ing the contested portion is postponed
until the liability has been determined.
If, however, the entire proposed de
ficiency is contested until the exact
liability has been determined, thereby
postponing the assessment of any por
tion of the deficiency, it would seem
that the deduction is postponed for the
entire amount of any deficiency finally
determined even though a portion
might not have been in dispute. Such
treatment would appear to be the only
practical procedure. Otherwise, not
only a portion of the deficiency finally
determined would be related back to
the earlier year, but also a portion of
the interest paid thereon might become
deductible in an earlier period than
the remainder of the interest on the
contested portion of the deficiency.
Many states have based their in
come taxes on the net income as finally
determined for federal income-tax pur
poses. A contest with respect to the
federal income-tax liability for any
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year results in postponing the deter
mination of any additional liability for
state income taxes for such year. As
a matter of practice, when two or
more years are covered in one Revenue
Agent’s report and taxable income of
any of those years is in controversy,
the state authorities generally postpone
action until all years covered by the
Revenue Agent’s report are settled.
In such a case it would appear that
the controversy with regard to the fed
eral tax liability precludes a deduction
for the additional state tax liability
until the year in which the federal tax
liability is determined. It would be
much simpler, particularly where the
deficiencies in state income and similar
taxes are not material, to apply the
rule of the Regulations permitting over
lapping items that do not materially
distort the income to be deducted in
the year in which the taxpayer takes
them into his accounts. Occasionally,
neither the taxpayer nor the Commis
sioner is content to apply the rule of
overlapping items, particularly where
there has been a substantial difference
in tax rates as between years.
For instance, in the Western Cart
ridge Company case15 the taxpayer
had paid its 1942 state income-tax lia
bility of $572,000 and had claimed such
amount as a deduction in its federal
return. Two years later, after renego
tiation had been concluded, it filed a
claim for refund for $318,000 in state
income tax. No action would be taken
by the state tax authorities until notice
of final determination of net income
for federal income-tax purposes for
that year had been received and that
particular year was involved in the pro
ceedings before The Tax Court. The
Commissioner endeavored to give ef
fect to the anticipated refund of state
income tax, thereby reducing the de
15 11 TC 246 (1948).

duction to the net amount of $254,000.
Following the Chestnut Securities
Company case16 The Tax Court per
mitted the deduction of the original
tax as paid on the basis that the liabil
ity was discharged by payment. Under
its decision, any refund of state income
tax would apparently not become taxa
ble income until it was determined.
The Commissioner has not acquiesced
in the Western Cartridge Company
case, nor has it been appealed to him.
The reverse of the Western Cart
ridge Company situation is possible
with respect to the many corporations
who have claims pending with the
Price Adjustment Board for renego
tiation rebates resulting from the al
lowance of accelerated amortization.
Action on the claims for renegotiation
rebates has been so slow that many of
the claims may not be allowed until
after the statute has run for the years
to which they relate. While statutory
provisions permit the offsetting credit
for the additional federal income and
excess profits taxes applicable to the
renegotiation rebate, the question of
state income taxes payable thereon may
be important. For instance, in some
states an additional state income tax is
payable on any renegotiation rebate,
which tax is related back to the year
in which the income was earned even
though the statute may otherwise have
run with respect to such year. The
question will arise as to when such ad
ditional state income tax is deductible.
In many instances it will be to the tax
payer’s advantage to deduct such ad
ditional state tax in the earlier year to
which the renegotiation rebate applies
rather than in the later year in which
the refund may be received. Where the
earlier years are still open for federal
income-tax purposes, the taxpayer
16 See Note 13.
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should protect the deduction by filing
claims for refund.
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In recent years deductions claimed
for traveling and entertainment ex
penses have been closely scrutinized by
Internal Revenue Agents, perhaps be
cause of the realization that the high
wartime tax rates tempted individual
taxpayers to claim expenses which they
had theretofore absorbed. Even cor
porations, particularly closely-held cor
porations, have not been immune and
have had their traveling and entertain
ment expense accounts challenged.
Expenses of this nature are fre
quently difficult to support with what
would amount to perfect proof. Where
proof is submitted that some expendi
tures were actually made even though
there may be uncertainty as to the
amount, the Cohan case17 established
the principle that it is the duty of the
Court “to make as close an approxima
tion as it can, bearing heavily, if it
chooses, upon the taxpayer whose in
exactitude is of his own making.” As a
result there have been numerous de
cisions in the last few years where the
amount of expenses claimed, particu
larly entertainment expenses, could
not be substantiated in full and, there
fore, the Court made its own estimate
of the amount allowable.
Entertainment expenses have been
particularly troublesome and a recent
decision serves as a good illustration of
the problem of proof which is fre
quently overlooked. The Victor Coo
per18 case involved a beer distributing
company and the owner of practically
all of its stock. The individual had ex
pended substantial amounts on parties
and other entertainment which he

claimed was for business purposes. The
Court found that, while part of the
expenses were incurred in the promo
tion of the company’s product, a sub
stantial portion had been spent in
building up his reputation as “a good
fellow.” The Court not only disallowed
the latter portion as a deduction for the
corporation but taxed such amounts to
the stockholder as a dividend.
In another recent Memorandum
Decision the taxpayer, who was both
a lawyer and an accountant, had
claimed as entertainment expenses dues
and expenses of a club required for the
entertainment of clients.19 The Court
concluded that the proof of the purpose
for which the expenditures were made
was inadequate, and specifically de
clined to take judicial notice that it
was advisable from a business point of
view for one engaged in such profes
sional capacity to entertain clients from
time to time. The Court disallowed the
entire amount of expenses claimed.
Another important recent decision
on the general question of ordinary and
necessary expenses of carrying on a
trade or business is that of Lincoln
Electric Company20 involving the de
ductibility of payments made by a cor
porate employer for premiums on re
tirement annuity policies for employees
and of payments to a trust for the bene
fit of certain employees. This case has
had a long history and has been
through The Tax Court and the Cir
cuit Court for the Sixth Circuit twice.
In its latest decision the Circuit Court
ruled that, although it had previously
held that such items constituted ordi
nary and necessary business expenses,
it had then determined such question
only as a matter of law and, therefore,
remanded the case to The Tax Court to

17 Cohan v. Commissioner, 39 F. (2d) 540,
(CCA2) (1930).
18 TC Memo. (August 8, 1949), C.C.H. Dec.
No. 17,133 M.

19 Eugene H. Lorenz, TC Memo (August 25,
1949), C.C.H. Dec. 17,155 M.
20 The Lincoln Electric Co. v. Comm., (CCA6)
(August 29, 1949).
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determine whether such expenses were
reasonable. A dissenting opinion takes
the position that, once a finding is
made that the payments were ordinary
and necessary, it must have been in
herent that the requirement of reason
ableness was met. In Section 23(a) (1)
the statute includes the qualification of
“reasonable” only as it is applied to
compensation for personal services.
Under this decision this test could be
applied to every deduction which would
otherwise qualify as ordinary and
necessary business expense.

Accelerated Depreciation
During the war period many tax
payers contended that they should be
allowed to deduct a greater amount
for accelerated depreciation resulting
from the increased operation of ma
chinery and equipment, greater speed
of operation, use of unskilled employees
and substitute materials, and lack of
time to make needed repairs. The re
quirements of the Bureau as set forth
in Bulletin F and as demonstrated by
practice have been particularly strict,
and the burden of proof is almost im
possible. Briefly stated, the position of
the Bureau is that accelerated deprecia
tion will be denied unless an actual
shortening of the useful life of the prop
erty is established. Accelerated use of
the property does not necessarily
shorten its useful life unless it is shown
that the factor of wear and tear re
sults in a shorter life than that estab
lished by the factor of obsolescence and,
further, unless it is shown that in
creased maintenance and repair charges
fail to arrest wear and tear. The de
tailed information required to support
any amount in excess of normal depre
ciation has been an almost insurmount
able obstacle.

The recent decision of Copifyer
Lithograph
Corporation21
demon
strates the difficulty of proof. In that
case the question involved depreciation
on photolithography equipment, which
during the war years had been sub
jected to greater usage, often by inex
perienced personnel whom the taxpayer
had found it necessary to employ. The
Court held that the taxpayer had failed
to sustain the burden of proof and that
evidence of increased usage and other
unusual operating conditions does not
in itself warrant an allowance for ab
normal or accelerated depreciation.
During the postwar years the term
“accelerated depreciation” has taken
on a somewhat different meaning. Be
cause of the substantially increased
cost of new facilities added since the
war, business groups and taxpayers
generally began to agitate for a more
liberal depreciation policy on the part
of the Treasury Department. The con
tention was made that a reasonable al
lowance for depreciation should not
be limited to the straight-line method
of prorating cost equally over the use
ful life of the asset but should be re
lated to the use as intended at the time
of purchase. Basically what business
would like to have would be a deprecia
tion policy which would permit charg
ing off a large part of the cost in the
early years of use of the asset. While
in theory such a result is obtained by
the diminishing-balance method, the
present policies of the Treasury De
partment restricting a change from a
straight-line basis to a diminishingbalance method and limiting the
amount allowed under such method
have discouraged taxpayers from at
tempting to change. Apparently it will
require a change in law to secure a
sufficiently flexible depreciation policy
to satisfy the requirements of business.21
2112 TC No. 96 (1949).
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Capital Gains and Losses
The subject of capital gains and
losses warrants mention, particularly
recent developments with respect to
several interesting problems.
The Commissioner to date has been
unsuccessful in his attempts to restrict
the application of Section 117(j) to
sales of livestock. In a series of rulings
the Commissioner has come up with
two tests based on certain prima facie
presumptions. If the number of ani
mals sold from a herd exceeds the num
ber of raised animals added during the
same year, the excess sold presumably
consisted of animals held for draft,
breeding, or dairy purposes, and the
capital gains provisions apply. If, how
ever, the number of raised animals
added during the year exceeds the
number sold during the year, it is pre
sumed that those sold were held pri
marily for sale, and the proceeds
thereof are taxable as ordinary income.

.

R. W. Albright v United States22
was the first case passing on these rul
ings. Taxpayer’s income came from the
sale of dairy products and hogs. He
raised dairy cattle and each year sold
the offspring except for a number re
tained as replacements. Hogs were
also raised for breeding, and each year
the offspring, except for a few retained
as replacements, were sold. The size of
the herds was not reduced by these
sales. The Circuit Court of Appeals, in
reversing the District Court, held that
sales by a dairy farmer to keep the
size of his herd at its most efficient
level are merely incidental to his main
business. Furthermore, the effect of the
Bureau’s rulings was such that a farmer
would be required to sell off his herd
gradually in order to treat the proceeds
of such sales as capital gains. There is
nothing in Section 117(j) of the Code
22 173 F. (2d) 339, (CCA8) (1949).
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which limits the relief there provided
to such a practice.
The Isaac Emerson case23 followed
the Albright case and held that a farm
er’s profit from the sale of livestock
from his breeding herds is taxable as
a capital gain rather than ordinary in
come.
In the case of Fawn Lake Ranch
Company 24 a new element was added.
There the taxpayer had inventoried the
livestock which were later sold. This
was not considered fatal by the Court,
the Court holding that Section 117(j)
was not rendered inapplicable merely
because the taxpayer inventoried his
cattle for accounting convenience.
Somewhat analogous to the cases in
volving the sale of livestock are those
cases where a dealer in securities has
been held to be an investor as well.
E. Everett Van Tuyl25 was the first
case passing on what a securities dealer
must do to realize capital gain from a
sale of securities of the same kind as
those in which he deals. The taxpayer
acquired certain securities of the same
kind as those in which he conducted an
over-the-counter business. These secur
ities were kept separate from the regu
lar inventoriable ones and were ac
counted for separately on the taxpayer’s
books. The Commissioner treated the
profit from the sale of these securities
as ordinary income, arguing that they
were originally acquired as inventory
items and that a mere desire to switch
them to investments did not convert
the profit into capital gain. The Court
conceded the possible validity of the
Commissioner’s argument, but held
that it was not applicable to the facts.
The Court found that the securities
in question had been acquired as in
vestments and consistently treated as
such.
2212 TC No. 115 (1949).
24 12 TC No. 153 (1949).
25 12 TC No. 119 (1949).
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In Carl Marks & Co., Inc.,26 the
Court went a step further. There the
taxpayer, a dealer in foreign securities,
transferred a block of securities, which
it had held in inventory, to an invest
ment account. This block plus other
subsequent purchases made subse
quently were segregated both physi
cally and on the books and were traded
in a manner substantially different
from the way the inventory securities
were handled. The segregated secur
ities were later sold at a profit which
was determined by using as cost their
market value on the date of the shift
from inventory. A unanimous Court
held that the profits were properly
treated as capital gain. The test ap
plied by the Court was directed toward
the purpose for which the securities
were held prior to their sale, and not
the purpose for which they were origi
nally acquired. The investment charac
ter of these securities was established
by the detailed steps followed in seg
regating the investment from the in
ventory securities.
The same principle has been applied
to a taxpayer who was active in the
sale of houses and lots in subdivisions
he had developed, and also held large
numbers of low-grade buildings for
rental purposes. Taxpayer decided to
sell his rental properties, which he did
over a two-year period. The Tax Court
held that the rental properties had been
bought and held primarily for invest
ment, not for sale to customers in the
ordinary course of business; accord
ingly, the profits from these sales were
properly taxed as capital gain.27
Thus real estate dealers as well as
securities dealers may simultaneously
be investors as well as dealers. There
can be little argument that these cases
are correct on principle. However,
26 12 TC No. 161 (1949).
27 Nelson A. Farry, 13 TC No. 3 (1949).

similar factual situations could well
present borderline cases which could
go the other way. To be safe, the tax
payer’s intent to treat certain items of
his “stock-in-trade” as investments
should be clearly indicated by some ob
jective manifestation of that intent.
Two recent decisions reaching op
posite results also have an indirect
bearing on capital gains. Both cases
involved amortization of the premium
paid on the purchase of American Tele
phone and Telegraph Co. 15-year 3
per cent convertible debentures. The
taxpayers in both cases deducted the
full amount of premium in the year of
purchase. The Tax Court and the Sec
ond Circuit Court of Appeals held that
this was proper.28 The Circuit Court
of Appeals for the Ninth Circuit re
fused to allow the deduction holding
with the Treasury’s position that amor
tizable bond premiums are those caused
by interest variations and do not apply
to premiums paid for conversion rights.
The Court further stated that Con
gress had never intended to permit a
heavy tax deduction “from what in
reality is a profitable stock invest
ment.”29 These cases will likely go to
the Supreme Court.

Section 24K
The importance of identifying pay
ments so as to assure their deducti
bility was pointed up in a recent case.
In Lincoln Storage Warehouses,30 tax
payer-corporation, on the accrual basis,
owed its sole stockholder, on the cash
basis, varying amounts for rent, sal
ary, and interest on an account running
over a period of years up to and in
cluding 1944. Cash payments to the
stockholder were made in 1943 and
1944, in excess of the credits to the ac
28 Commissioner v. Christian W. Korell,
(CCA2) (June 8, 1949).
29 Commissioner v. Joe Shoong, (CCA9) (Sep
tember 9. 1949).
3013 TC No. 7 (1949).
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count in such years, without express
application of these payments to any
particular debt. The corporation took
as deductions in 1943 and 1944 the
amounts paid, and the stockholder re
ported such amounts on his returns for
those years. The Commissioner in
voked Section 24(c) of the Code, ar
guing specifically that the items were
not paid within the taxable year or
within two and one-half months there
after. Under local law the rule was that,
in the absence of specific application of
payments to one or more of several
debts, application will usually be di
rected to unsecured debts first; and in
respect of a running account, the pay
ments will be applied to the earlier
items. Since there had been no specific
application, the earlier debts and not
the accruals for 1943 and 1944 were
deemed to have been paid. The Tax
Court upheld the Commissioner in
this argument.
Contractual restrictions against a
corporation paying debts other than
salary saved a taxpayer in a similar
case in 1946.31 There the Commissioner
made the same argument as in the
Lincoln Storage Warehouses case, but
the Court held that unspecified pay
ments had to be applied against the
salary due. An important point to re
member is that when Section 24 (c)
applies, the deduction is lost forever if
payment is not made on time.32 Proper
identification of payments discharging
indebtedness should preclude the pos
sibility of having those payments ap
plied to earlier debts so as to prevent
the deduction.
Current Legislation
In conclusion, it would be well to re
view some of the legislative develop
ments in the income-tax laws during
the past year.
31 C. O. Struse & Sons, 5 T.C.M. 809 (1946).
32 Regulations 111, Section 29.24-7.
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On August 27th the President signed
the “Tax Administration Bill” thereby
making it Public Law No. 271. Briefly
stated, here are some of the provisions
in the new law. The application of Sec
tions 22(b)(9) and (10) of the Code,
which permit corporations to exclude
income arising out of the discharge of
indebtedness, has been extended for an
other year to December 31, 1950. The
time to file refund claims for 1941 and
1942 war losses has also been extended
to the end of 1950. The requirement
that corporations report salaries of over
$75,000 on the return has been elimi
nated by the repeal of Section 148 (f)
of the Code.
The Commissioner has been granted
authority to make certain procedural
changes in the preparation and handl
ing of returns and claims. The oath
now required on corporate and part
nership returns may be eliminated in
the Commissioner’s discretion. This
may also be extended to refund claims
and other types of forms and state
ments.
Collectors in the field may soon be
able to make refunds up to $10,000.
Formerly, they were limited to $1,000,
but the new law gives the Commis
sioner authority to raise this ceiling to
$10,000. While this may speed up the
granting of refunds, assessments may
also be “speeded up.” The Commis
sioner now may delegate authority to
make assessments to any officer or em
ployee of the Bureau.
Under new Section 3770(a)(4) the
Commissioner has discretionary power
to offset any overpayment of any In
ternal Revenue tax against any tax due
from the taxpayer under any other
provision of the Code. For the purposes
of any refund suit, any such overpay
ment is considered as a payment of
the outstanding tax liability to the col
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lector in office at the time the credit is
allowed.
The President has recently signed
the “Technical Changes Bill.” This
started out as a special tax relief bill,
but the final version now awaiting sig
nature represents a Treasury victory.
With respect to income taxes the bill
does provide some tax relief. In the
case of farmers, the need to estimate
tax would be eliminated if a final re
turn is filed by January 31 following
the close of the calendar year. Under
certain limited circumstances, em
ployees would no longer be taxed on
their employer’s contributions to trusts
which have not qualified under Sec
tion 165(a) of the Code. The effect
of this proposed addition to the Code
is to give essentially the same treat
ment to employees under certain non
exempt trusts as is given to employees
under trusts qualified under Section
165(a).
Corporations on the accrual basis
would be permitted to consider as paid
in the taxable year, and deductible in
such year, charitable contributions au
thorized by its board of directors in
such year, if paid within two-and-one-

half months after the close of the tax
able year. This privilege would be
granted retroactively to 1943. Account
ing-wise, this is much more satisfactory
than the present treatment required by
the law.
The bill has also liberalized the tax
credit on account of foreign tax pay
ments. The amount of any foreign
taxes refunded would be reduced by
the foreign tax paid on the refund, and
the interest on a U. S. tax deficiency
arising out of the reduction in a tax
payer’s credit for foreign taxes would
be limited to the interest paid to the
taxpayer on the refund by the foreign
country.
In addition, certain important re
visions were made in the estate-tax
provisions of the Code.

Conclusion
More than 25,000 petitions have
been filed with The Tax Court since
its establishment in 1942, and many of
these are still pending before the Court.
If past experience is any guide, we can
expect some interesting and novel de
cisions on many points which appear
to be settled.

