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EDITORIAL
The forty-eighth annual report of the
I. C. C. and Account
interstate commerce commission dated
ing Principles
December 1, 1934, is a document which
will be read with interest and some little astonishment by ac
countants. When the commission was established it was under
stood that one of its chief purposes was to bring about adequate
accounting and to insure proper application of the rules laid down
by the commission for the conduct of carriers engaged in interstate
commerce. On page 35 of the report now before us under the
heading “bureau of accounts” we find the following.
“As has been stated in previous reports this bureau was created
to enable us effectively to regulate and by periodic field investiga
tions supervise and police the accounts of carriers subject to the
act in order that uniformity in accounting as an essential regula
tory requirement as well as a factor otherwise in the interest of the
public could be assured.”

We wish to draw particular attention to the expression “ police the
accounts.” Apparently this means that the commission is to see
that all accounts conform rigidly to the requirements laid down,
and we assume that it means also that the accounts shall be kept
in a proper manner. Now let us turn to page two of the same
report under the general heading “railway earnings and traffic”
where we find the following:
“The expenses for the nine months of 1934 were 10.2 per cent
higher than in the same period in 1933, reflecting changes in
traffic, wages, prices of materials and maintenance policy. Al
though depreciation charges continue on a pre-depreciation basis,
we have permitted extensive retirements during 1933 and 1934
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to be charged to profit and loss instead of to operating expenses
and also some repairs carried out with the aid of public-works
administration loans have been, with our permission, in part
charged to profit and loss instead of to operating expenses. Be
ginning with 1935, depreciation of equipment will be charged to
operating expenses on a standardized basis.”
If this means anything it means that in
the cause of expediency, or perhaps for
the sake of appearances, retirements
during 1933 and 1934 were not to be charged as they should have
been, but beginning with 1935 the commission will insist upon a
return to sound accounting principles. Why, we may ask, should
the years 1933 and 1934 be regarded as years outside the influence
of sound accountancy? Can any good purpose be served by per
mitting a departure from what is generally regarded as good ac
counting? Certainly accountants will not agree with such a
proposition. If accountancy is sound in one year it is sound in
every year, and simply because times are hard and revenue small
is no earthly reason why there should be any relaxation, par
ticularly when the ultimate effect of the letting down of bars is
more injurious than would have been the strictest adherence to
the rules. This action of the interstate commerce commission in
permitting something which the commission itself evidently
recognizes as undesirable does not accord with the expression
“police the accounts,” and serves to emphasize the fallacy of
the theory that any bureau, commission or other section of gov
ernment can take the place of a wholly independent audit.
Necessarily the work of the interstate commerce commission
must often be largely superficial. There are not enough men
and there is not enough time to make a complete investigation
of the records and accounts of the common carriers of this
country, and no doubt many things are done which should not
be done and never come to the knowledge of the commission,
but here the incorrect accounting is known to and approved by
the commission.

A Strange Concession
to Expediency

Under the rules of the securities and ex
No Reason for Exemp
change commission railways and other
tion of Carriers
common carriers are exempt from the
requirement for independent audit which applies to other com
panies whose securities are listed on the exchanges. The reason
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for the exemption is the supposed thoroughness and impartiality
of the investigations conducted by the interstate commerce com
mission and the maintenance of that police power to which the
commission lays claim. Yet here is a case in which the com
mission admits that it has permitted a relaxation of the rules in
order to meet the exigencies of the moment. The investing pub
lic can not be expected to differentiate between the rules of the
commission in 1933 and 1934 and the rules for other years; yet
the purpose of the creation of the securities and exchange com
mission was to insure full disclosure of facts and to protect the
public against misrepresentation. We do not exactly blame the
interstate commerce commission for a certain laxity in times of
great distress, but we deplore anything done by the commission
which can be regarded as an interference with the purpose of the
securities and exchange commission. It would be far better, it
seems to us, that the securities and exchange commission should
require the same degree of frankness in the reports of common
carriers as they require in the reports of all other security issuers.
To that end it would be desirable that the securities and exchange
commission rescind its exemption of railways and other carriers
and require the full statement of facts and the strict adherence to
the rules of sound accounting which they require of industrial and
other corporations. One of the chief media of investment in this
country has been for many years the securities of railways.
Every fiduciary has in its portfolio bonds and stocks of railways.
Countless thousands of American citizens have invested sums
ranging from the smallest to great amounts in such stocks and
bonds. Why, then, should the securities and exchange com
mission display a readiness to accept from such companies state
ments which do not conform to the requirements for the state
ments of other companies? The matter is inequitable and we
trust that it will be given further consideration by the securities
and exchange commission so that the rules of the commission shall
apply universally.
On another page of this issue of The
Members’ Representation
in National Associations Journal of Accountancy we publish
an interesting letter by John N.
Aitken, who was chairman of the committee on nominations of
the American Institute of Accountants during the year 1934-35.
There has been so much discussion of the nature of representation
403

The Journal of Accountancy
in the governing bodies of national organizations that it seemed
desirable to have an expression of opinion from some one who had
made a study of the question, and accordingly we requested Mr.
Aitken to write, as he has done, setting forth his views and those
of his fellow committee-men on the subject. We direct attention
to this letter because it explains clearly the purposes underlying
the scheme of representation which has prevailed in the American
Institute of Accountants since its foundation in 1916. There are
various ways in which the voice of the membership of a great
national society may be heard. The intent, of course, is to as
sure the membership throughout the country some form of repre
sentation which will permit the reflection of the sectional views of
members as well as the purely national view. In a nation so large
as the United States there must be wide differences of opinion
between the members in various parts of the country. Mat
ters which are of paramount importance in the commercial centers
do not appeal with the same force to members in the agricul
tural sections. Members in the north have views and purposes
differing widely from those of members in the south, and there
is also a difference between the views of members in the east
and those in the west. Any scheme of representation which will
succeed must be founded upon fair principles and must not lend
itself to an undue exercise of influence by one part of the country
against the interests of another part. According to the letter to
which we draw attention, the Institute’s plan has worked ad
mirably. The number of members of council from any one state
is limited, and an attempt has been made at each recurring elec
tion to see that the geographical divisions receive appropriate
representation. There is, however, another aspect of the case.
The men who are elected to represent the accountants in the
various sections must have, in addition to their local knowledge, a
fairly wide grasp of national interests. They must not be solely
concerned with what any one district may desire. We all know
that many of the representatives in congress are so strongly
swayed by local prejudices that they are of little real value to
the country as a whole. Far too many of the members of the
house of representatives and a few senators seem unable to regard
the subjects before them in a national light. They see only with
the restricting vision of the parish-pump politician who wants
something for his own constituents, let the country as a whole
suffer as it may. This sort of thing should be and can be avoided
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in any national organization, and we believe that the system
adopted when the Institute was founded has been the most effec
tive of any that could have been devised. The committee on
nominations selects the candidates after a careful survey of local
and national affairs. In every district there are men who have
breadth of vision as well as an understanding of their immediate
surroundings. These are the men who should be appointed to
represent not only the several districts but also the profession as a
whole.

We have received the following letter
Accountancy—Profes
from
an esteemed correspondent, who
sion or Trade?
takes issue with The Journal of Ac
countancy on editorial comments which appeared in the August,
1935, issue of this magazine. He says, in part:
“In August, 1935, issue of The Journal of Accountancy edi
torial comment was made regarding house bill 2236 which was in
troduced in the Pennsylvania legislature in the 1935 session.
Your editorial comments were in opposition to the bill.
“This communication is not for or against the bill, but deals
with a matter that you did not bring out in your editorial, and
that is, the nature of the opposition to the bill. The opposition
to the bill was almost entirely on the proposition that accountancy
is not a profession, but a business.
“I am told that this was reiterated by representatives of na
tional accounting firms who attended the meeting in opposition to
the legislation. If accountancy is a business, and not a profes
sion, why do we have the American Institute of Accountants and
other similar organizations instead of a trade association?
“When I first became a member of an accountants’ society, I
remember hearing addresses by members of national accounting
firms on the question of ethics. We were told that we should not
solicit clients, should not advertise and should conduct our affairs
in the same manner as doctors and lawyers.
“If accountancy is a business and not a profession, why all this
fuss about professional ethics? Is it merely a ‘ game ’ to keep the
young practitioner from making himself known? Why all this
talk about the ‘coveted degree of certified public accountant’?
What difference does it make if the American Institute is merged
with the American Society of Certified Public Accountants if we
are drifting toward a trade association?
“I was a member of a state board of public accountants for
twelve years and during that period did everything possible to aid
the young accountant in securing his certificate and in getting
started in his work. When advice was asked for, I laid particular
stress upon the ethics of the profession, and now, after all of these
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years, I find that I was ‘barking up the wrong tree.’ What I
should have said was: ‘Advertise all you want to—get business
where and how you can—accountancy is not a profession, but a
business.’
“For years I have thought I was a member of a profession, now
I don’t know what I am.”

We are glad to publish this letter, be
The Situation Evidently
cause it seems to reveal a misunder
Misunderstood
standing which may have been created
in the minds of a few other readers as well. The comment to
which our critic refers dealt with a bill introduced in the legisla
ture in Pennsylvania for the purpose of restricting the practice of
accountancy so that no firm bearing the name of a former partner
could practise in that state. The bill seemed to us to be aimed
directly at some of the larger firms and a few small firms which
conducted practice in the state and carried in the firm designation
the name of one or more partners who were not actively con
cerned. We deplored the introduction of this bill, because it
seemed to us to be unfair and unnecessary. Arguments against
the bill succeeded in bringing about its defeat—and for that we
are grateful. We confess, however, that we can not understand
our correspondent’s arguments on the question of trade and pro
fession. Why a bill which would have destroyed many well es
tablished and well conducted practices should be construed as the
defense of a profession quite passes understanding. There was
nothing said in the bill and nothing was said in our arguments
against it which raised the question of advertising or any other
one of the many things which are permitted in trade but forbid
den in professional work. Perhaps we may be permitted to
quote briefly from the editorial notes to which our correspondent
refers:
“It is a little difficult to understand why such a bill as this
should have been proposed. It has been alleged that the pro
ponents have explained their purpose to be founded upon the
contention that if the name of a deceased or retired partner be
continued in a firm name, the professional character of the prac
tice is lost and the firm becomes merely a concern engaged in a
business or trade. We do not follow such an argument, because
every one knows that many firms of lawyers, architects, engineers
and other professional men carry, sometimes for a generation or
more, the names of men who have died. Why accountants
should be singled out for the peculiar exclusiveness which this bill
indicates is beyond our comprehension. In truth it would be
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most unjust to the firm concerned and to its clients and potential
clients if it were made obligatory to change a firm name to con
form in every case with the current personnel. The majority of
the most widely known accounting firms spent many years in
building up a high reputation, and the names of the founders of
the firms are familiar to business men throughout the country.
Clients know the name of A. B. & C. but they might be seriously
confused if the firm name were changed to A. D. & F. There
would be nothing to indicate the continuity of the practice. The
goodwill attaching to a well-known firm name is the most valuable
asset of the firm. That goodwill is a reflection of the years of
work, the adherence to high standards and the development of an
efficient staff.”
It is going rather far afield to read into any comments of this kind
an assertion that accountancy is a trade and not a profession.

The Accountant, London, in its issue of
October 19th reports a court decision
which must have been received with
some consternation among accountants and others. According
to this report a judge of the chancery division gave it as his opin
ion that loose-leaf books could not be accepted in evidence. Ac
cording to the report:

Loose-leaf Records
Rejected

“In an action brought by Mr. James Charteris Burleigh, char
tered accountant, as liquidator of the Hearts of Oak Assurance
Co., Ltd., against James Flower and Sons, stockbrokers, Copthall
court, Throgmorton street, E. C., which was settled in the chan
cery division on the 9th inst., Mr. Justice Bennett gave an im
portant decision rejecting the admissibility as evidence of what
are commonly known as loose-leaf books.
“Mr. Fergus Morton, K. C., on behalf of the liquidator, ten
dered as evidence a minute book in which were recorded the
resolutions passed by the directors of the Hearts of Oak Co.
“Mr. Gavin Simonds, K. C., for the defendants, objected on the
ground that the ‘chattel’ submitted was not a book within the
meaning of section 120 of the companies act. He contended that
to be a book it must be cohesive, bound together and incapable of
being tampered with. It must be sewn or pasted together.
“Mr. Justice Bennett, giving his decision, said that the thing
which Mr. Morton called a minute book consisted of a number of
loose leaves fastened together between two covers in such a physi
cal condition that at any moment anybody who pleased to do so
could take out any number of leaves and substitute any number
of other leaves. This was a thing which people, if they were
minded to be dishonest, could readily and easily tamper with
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without anybody being able to see that it had been tampered
with. What he had to decide was whether this thing was a book
within the meaning of section 120 of the companies act, 1925. So
far as he knew there was no authority on the question, but he
would hold that it was not a book, as he thought it most undesira
ble that anything that could be added to or taken away from at
any moment without anyone being the wiser should be put in as
evidence under the section. On that ground he found that what
was tendered was not a book within section 120 and he rejected
the evidence.”

The editor of The Accountant com
menting upon the decision of Justice
Bennett expresses what we believe will
be the views of most accountants. It is true, of course, that
loose-leaf books do lend themselves more readily than other
books to manipulation. It is easier to extract a sheet from a
loose-leaf binder than from a bound book, and it is easier also to
substitute another sheet than it would be in any other form of
binding. On the other hand, however, bound books can be
manipulated, pages can be torn out and with a certain amount of
care new pages can be bound in so that even an expert might
almost be deceived. The great point in the case is not the ease
with which manipulation can take place but is rather the question
of common business practice. Every one knows that loose-leaf
records have been adopted throughout the civilized world. The
whole scheme of bookkeeping in these days depends rather largely
upon the use of records which can be readily typewritten and
quickly and conveniently bound. If the decision of Justice
Bennett is to hold it will mean a complete reversal of established
practice, great expense in order to conform to the dictum of the
court and a general upheaval of accounting systems. Probably
the English decision will be quoted in American cases hereafter,
but we do not believe that it will be sustained by American courts.
Facts must prevail as well as theories, and it is going somewhat
toward extremes to attempt the complete alteration of business
practices to meet the theoretical expressions of a jurist, however
eminent. The English accountants are distressed by this de
cision and we can imagine that the manufacturers of stationery
are placed in grave quandary. In all probability an effort will be
made to override the decision of Justice Bennett and to bring
about common sense as well as theoretical nicety in administration
of the companies acts.
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Obligation of a Company The Corporation Journal for October,
for President’s Acts
1935, contains the following report:
“ In October, 1932, the president of the Eisler Electric Corpora
tion engaged plaintiff, an accountant, by letter to ‘continue’ to
audit the books of the corporation and to make monthly reports,
the agreement ‘to continue in effect until December 31, 1936.’
Some time later the president was succeeded by another, and,
difficulties arising between the accountant and the corporation,
his services were dispensed with and this action was brought to
recover for services rendered. It was claimed that the contract
was ultra vires, was never authorized or ratified by the corpora
tion, and that it was not within the scope of the president’s official
duties to enter into such an agreement. The court of errors and
appeals of New Jersey, in passing on the points raised, says that if
the former president had the authority he alleges, which is not
disputed, he had the power to engage the accountant to make the
audits. ‘ It is well settled that when, in the usual course of the
business of a corporation, an officer has been allowed to manage
its affairs, his authority to represent the corporation may be im
plied from the manner in which he has been permitted by the
directors to transact its business. It is undisputed that the
plaintiff was under contract with the defendant company since
April, 1930, and it is not denied that the contracts entered into prior
to the one now involved were made on behalf of the company by
the former president, as he alleges.”
The full decision was published by the Commerce Clearing House
and from that report we extract the following:
“The fourth defense and the allegation contained in the affi
davit of C. A. Laise to the effect that the services of the plaintiff
were not performed according to the agreement might entitle the
company to defend were it not for the fact that these charges were
inconsistent with a letter signed by Laise and forwarded to the
plaintiff on July 30, 1934, wherein he states that the company will
be forced to employ new accountants to audit the books in order
to reduce expenses, and reads in part:
“ ‘We have spoken to you on several occasions about your ex
cessive accounting charges. . . . Apparently, you consider your
services of such a high order that you could not see your way clear
to adjust your rate in line with new world conditions. We were
therefore forced to get quotations on our accounting work from
other C. P. A.’s, and all parties quoting gave us a price less than
50% of what you were charging. ... In line with our new policy of
adjusting ourselves to live within our income and in justice to our
stockholders, we are therefore forced to employ new account
ants. ... We will arrange to pay you for the July audit, and if in the
future we need accounting of a high order, we will call upon you,
but for the time being we will have to resort to more reasonable
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accountants to do our regular work.’ It is apparent that the
plaintiff’s work up to July 30, 1934, was entirely satisfactory, and
that Laise, who in his affidavit questioned the quality of plain
tiff’s work, contemplated again engaging the plaintiff if the neces
sity required it. The fact that the plaintiff called at the office of
the defendant on April 4, 1934, and conferred with one J. Kurtz,
vice-president of the company, in reference to the contract in
volved, which was found to be in the company’s files at that time,
as alleged in the second affidavit of the plaintiff, is not disputed
by any proof offered by the defendant, although Laise denies that
he had any knowledge of such contract.”
This case is of interest to every ac
countant, and it is gratifying to know
that the New Jersey court of errors and appeals sustained the de
cision which was the subject of appeal. Had the decision not
been what it was every lawyer, accountant or other professional
advisor or servant of a corporation would be placed in an anoma
lous position. To the ordinary lay mind it does not seem that
there can be any doubt whatever that a contract made by the
president of a corporation in his official capacity can not be set
aside simply because some other man has been elected to the same
position before the completion of the contract. In all probability
half at least of the agreements made with accountants to audit the
books of corporations are made on the word, sometimes not even
written, of officers of those corporations. Boards of directors
as a rule do not interfere with arrangements of that sort made by
their presidents. The usual procedure is to approve the act or
acts of the president in making agreements for audit, and it seems
ridiculous to claim, as was claimed in the case quoted, that a
change in the presidency nullified the retiring president’s official
acts. This is an unusual case and there does not seem to be much
precedent behind it, but it is evident that precedent was needed
which the New Jersey court has now supplied.

An Important Decision

ERRATUM

In the editorial pages in The Journal of Accountancy for
October, 1935, it was stated that the Society of Incorporated
Accountants and Auditors had the largest membership of any
accounting organization in the world. This, of course, was an
error. The membership of the Institute of Chartered Account
ants in England and Wales, according to the last yearbook, was
11,073. That of the Society for the same year was 6,384.
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Examinations
[Following is the text of the examinations in auditing, law and accounting
presented by the board of examiners of the American Institute of Accountants,
November 14 and 15, 1935.]

BOARD OF EXAMINERS
Examination in Auditing
November 14, 1935, 9 a. m. to 12:30 p. m.
The candidate must answer the first nine questions and either question
10 or question 11.

No. 1 (5 points) :
How should receivables representing accounts due in instal
ments maturing later than one year after date of the balancesheet be shown on a statement prepared for seeking a three
months’ loan from a bank? Give your reasons.
No. 2 (15 points):
State briefly your understanding of the meaning in accountancy
of the following terms:
Working fund
Fund balance-sheet of a municipality
Debenture
Escrow
Hypothecation
Depreciation
Obsolescence
Amortization.
No. 3 (5 points):
In a detailed audit you find that the item “deferred charges,”
shown in one aggregate amount on the balance-sheet, comprises
discounts on financing, deferred development, advertising and
sundry operating expenses. How will you treat this in your
report?
No. 4 (5 points):
Entering upon the audit of the A B Corporation you discover
that in accordance with its usual custom it has held open its
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books for fifteen days after the end of its fiscal year and has en
tered, as of the closing date of said year, the collections of open
accounts and cheques drawn in payment of purchase and expense
bills, bearing dates prior to the end of the year. No other trans
actions during the fifteen days are so entered.
Discuss the probable reason for and the effect of this procedure,
and state what action you would take in the matter. Give your
reasons.
No. 5 (5 points):
In the accounts-payable item on the balance-sheet accountants
rarely segregate those past due. Do you think this should be
done? Give your reasons, pro and con.

No. 6 (10 points):
The A B Corporation offers you an engagement to make a de
tailed audit of its books and accounts, your fee to be paid in stock
of the corporation at par. For some time the stock has been
quoted above par on the local exchange.
State whether or not you would accept such an engagement,
and why.
No. 7 (15 points):
Describe how you would proceed in the audit of a bank to
verify (a) cash on hand and in other banks amounting to $2,000,000; (b) the collateral loans; and (c) the bank’s own investments.

No. 8 (20 points):
The X Corporation desiring additional capital submits to an
investment company a statement in which the “net income for
1934 available for dividends” is shown as $65,000.
You are engaged by the investment company to audit the books
of the X Corporation for the purpose of verifying this net income.
Your audit discloses the following facts which are not shown
in the statement, viz. :
(a) Depreciation for the year amounting to $16,000 was not
provided;
(b) Dividends of $25,000 on preferred stock were payable on
the day following the date of the statement;
(c) A machine manufactured by the corporation for its own use
at a cost of $12,000 was charged to machinery account at
the market price of similar machines, namely, $17,000;
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(d) In accordance with the terms of a trust deed under a bond
issue $15,000 should have been credited out of net income
to a sinking fund reserve;
(e) There was included in the net income $12,000 derived from
non-recurring transactions apart from the usual business
operations;
(f) No provision was made for the 1934 federal income tax.
Explain how each item should have been treated on the books
or on the statement, and prepare summaries showing (a) the correct
net earnings and (b) the net income available for dividends.

No. 9 (10 points):
A corporation has been in business for many years and both
business and plant facilities have been continually expanded.
It has regularly made good profits and accumulated a large sur
plus which is shown without explanation on the balance-sheet
as a single item.
At an annual meeting the stockholders complain that their
dividends have not been commensurate with the prosperity of
the corporation as shown by the annual statements, and the presi
dent explains vaguely that while most of the surplus is legally
available for dividends, there are practical reasons why it can not
be distributed at the present time. Not satisfied with this ex
planation the stockholders thereupon engage you to make an
examination and analysis of the surplus account and report
thereon.
Assuming that the president’s explanation is correct, state
what you would expect to discover and report.

No. 10 (10 points):
In 1914 the A Corporation leased property consisting of land,
buildings erected thereon and machinery installed therein to the
B Corporation for 99 years. Inter alia the lease provided that
the property should be returned to the lessor at the termination
of the lease in as good condition as when leased and also that any
improvements made by the lessee should become the property
of the lessor upon termination of the lease.
In 1924 the lessee made extensive additions to the buildings
and also scrapped some of the machinery, replacing it with
modern equipment at a greater cost than that of the original
units leased.
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In 1934 the lease was terminated by breach and the lessor came
into possession of the property.
What is the federal-income-tax status of the A Corporation in
1934 in respect to
(a) the additions to the buildings and
(b) the improvements to the machinery
made by the B Corporation?
Explain your answers.

No. 11 (10 points):
What are the general advantages of monthly balance-sheets,
profit-and-loss and operating statements (a) if prepared by the
bookkeeper and (b) if prepared or audited by a public accountant?

Examination in Accounting Theory and Practice
PART I
November 14, 1935, 1:30 p. m. to 6:30 p. m.

Solve problem 1 or 2, problems 3, 4 and 5 and problem 6 or 7.
No. 1 (30 points):
A public service corporation about to issue $53,000,000 first
mortgage bonds, to be dated July 1, 1935, and due July 1, 1965,
sought bids from underwriters which narrowed down to two:
(1) “A” offers for itself and others for 3½% coupon bonds
101.913 percent of par, the company to receive $54,013,890.
(2) “B” offers for itself and others for 3.4 per cent coupon
bonds 100.417 per cent of par, the company to receive
$53,221,010.
The legal and accounting expense of the company applying to
the issue is $300,000. Interest is payable semi-annually on
January 1st and July 1st.
The company has outstanding an issue of non-callable, threeyear 5% coupon notes dated April 15, 1933, due April 15, 1936,
amounting to $16,000,000, interest on which is payable semi
annually. The current market price of these notes is 103 and
interest.
After awarding the issue to A for offer (1), the president of the
company issued the following announcement:
“The management has recommended and the directors
have approved the sale of $53,000,000 par value, first mort
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gage
bonds to “A” which bid 101.913 per cent to the
company. . . .
“The management and directors gave long and serious
consideration to offer (2) of “B,” carrying a 3.4 per cent
coupon. Although this would mean an interest saving of
$53,000 a year over the 30-year life of the bonds the premium
offered amounted only to $221,010 as compared with a
premium of $1,013,890 in offer (1) of A. The receipt of nearly
$800,000 in additional money at this time would be a great
advantage to the company in further reducing the short
term debt still outstanding after the completion of this issue.
The management is strongly of the opinion that this advan
tage more than offsets the interest saving under the lower
coupon rate.”
Assuming you had been asked to help the directors in awarding
the bid, what reasoned opinion would you have given?
Note.—The calculations in this problem may be made either by arithmetic
or by actuarial methods.
On the basis of 3½% interest per annum, payable semi-annually:
Present value of $1 payable after 60 half yearly periods. ... $ .35313
“ “
“ $1 per annum over 60 “
“
“
.... $36.96399

No. 2 (30 points):
The following statement gives the account balances on the
books of a college at the end of the fiscal year before closing:
Debit
General current funds
Cash.......................................................................... $
Investments..................................................................
Accounts receivable....................................................
Inventories...................................................................
Estimated income.......................................................
Appropriations.............................................................
Accounts payable........................................................
Reserve for working capital.......................................
Unappropriated surplus (after entering budget)...
Educational and general expenditures.....................
Auxiliary enterprises expenditures...........................
Other non-educational expenditures.........................
Educational and general income...............................
Auxiliary enterprises income.....................................
Other non-educational income...................................
Transfer to endowment..............................................
Transfer to plant funds...........................................
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17,000
20,000
3,000
18,000
1,385,000

$1,360,000
2,000
20,000
111,000
1,060,000
252,000
26,000

1,070,000
315,000
15,000
50,000
62,000
$2,893,000 $2,893,000
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Debit
Restricted current funds
Cash........................................................................... $
Investments..................................................................
Accounts payable........................................................
Fund balances..............................................................

Loan funds
Cash..............................................................................
Investments..................................................................
Notes receivable..........................................................
Income..........................................................................
Funds principal beginning of year...........................
Gifts to loan funds during year................................

Credit

3,000
58,000
$

1,000
60,000

$

61,000 $

61,000

$

1,000
5,000
36,000

$

Endowment and other non-expendable funds
Cash.......................................................................... $
Securities......................................................................
Funds in trust..............................................................
Profit on sales of investments...................................
Endowment funds principal beginning of year. . . .
Gifts to endowment....................................................
State tax collections for endowment........................
Transfer from current funds (temporary)..............

$

2,000
25,000
15,000

42,000 $

42,000

3,000
857,000
100,000

$

10,000
700,000
100,000
100,000
50,000

$ 960,000 $ 960,000

Funds subject to annuities
Cash.........................................
Investments..................................................................
Fund balances, beginning of year............................
Gifts of annuity funds................................................

$

1,000
99,000

$

80,000
20,000

$ 100,000 $ 100,000
Unexpended plant funds
Cash...............................................................................
Investments..................................................................
Expenditures for plant additions..............................
Replacement funds balances.....................................
Plant additions funds balances, beginning of year. .
State appropriation for plant additions.....................
Gifts for plant additions............................................
Income on investments..............................................
Transfer from current funds......................................

$

4,000
15,000
360,000
$

15,000
50,000
200,000
50,000
2,000
62,000

$ 379,000 $ 379,000
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Credit

Debit

Funds invested in plant
Educational plant, beginning of year.......................
Bonds payable.............................................................
Investment in plant....................................................

$3,100,000

$ 100,000
3,000,000
$3,100,000 $3,100,000

Agency funds
Cash..............................................................................
Investments.................................................................
Fund balances..............................................................

$

$

2,000
8,000
$

10,000

10,000 $

10,000

Attention is called to the following facts and conditions which
are disclosed upon examination of the records:
(1) Notes of loan fund amounting to $500 are found to be un
collectible and are to be written off.
(2) An annuity fund of $1,000 for current purposes has ma
tured through the death of the annuitant.
(3) Included in the educational expenditures of the year from
current funds is the sum of $14,000 for new equipment.
(4) Equipment included in plant assets at beginning of year to
the amount of $32,000 had worn out or other disposition of
it had been made.
(5) Orders and contracts outstanding at close of year and pay
able from current funds appropriations amounted to
$6,000.
(6) An analysis of endowment funds shows that at the begin
ning of the year $200,000 included therein represent un
designated funds temporarily functioning as endowment.
(7) A further analysis indicates that $100,000 of endowment
funds has been expended for a residence hall, the value of
which is included in plant assets but not in endowment funds.
(8) Income and expenditures of restricted current funds are
included in the budget estimates and in the totals of income
and expenditure carried in the general-funds section.

You are required:
(a) To make the necessary closing entries in all funds.
(b) To prepare a balance-sheet after closing.
(c) To prepare a statement of current income, expenditures
and surplus for the year.
417

The Journal of Accountancy

No. 3 (25 points):
The capital of the co-partnership of Goe & Gettem amounted
to $40,000, of which Goe contributed $25,000 and Gettem $15,000.
The arrangement with respect to the distribution of profits was
that Goe received 60% and Gettem 40%. The capital contri
butions referred to represented the amount of the capital of the
respective partners immediately prior to the admission of Goode
as a partner on January 1, 1933.
By agreement among the three partners the aggregate con
tributed capital of the new firm at its inception on January 1,
1933, was to continue at $40,000, Goode to pay to Goe, person
ally, $10,000 for the transfer from Goe’s capital account to Goode’s
capital account of a one-quarter interest and Goode to have a
20% interest in the profits or losses, thus making the interests
in profits and losses of Goe and Gettem 40% each.
The profits for 1933 amounted to $15,000 and during the year
Goe withdrew $7,000, Gettem $5,000 and Goode $2,500. A loss
of $25,000 was sustained in 1934 and the withdrawals during that
year were: Goe $4,000, Gettem $3,000, Goode $2,000. Goode
had advanced $1,000 as a loan and the other liabilities at Decem
ber 31, 1934, consisted of trade accounts payable.
When it was decided at the end of 1934 to liquidate, the trade
creditors were paid in full from the cash on hand and the col
lections of accounts receivable. Of the then remaining $7,500
assets $6,500 were sold for $1,500 cash. It was agreed that this
cash should be distributed before realization of the sole remaining
asset of $1,000, the value of which was problematical. Assuming
that Goe and Gettem may have to absorb any deficiency on
Goode’s accounts—
1. How should the $1,500 cash be distributed?
2. How should the proceeds from the sale of the doubtful asset
be distributed if $800 is ultimately realized?
3. How if $5,000 is ultimately realized?
4. What is the amount that should be realized so that Goode’s
share may exactly reimburse his partners for the deficiency
assumed by them?
No. 4 (20 points):
The Roane Realty Company purchased a sixty-acre tract of
land (43,560 square feet to an acre) for $24,000 and spent $91,620
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for improvements and expenses. Of the acreage 701,100 square
feet were used for streets, parkways, alleys, etc.
No sales were made during the first year. During the second
year lots were placed on the market and sales were made based
on two classes. One-third of the land was placed in a class
called “A” and the balance was classed as “B.” The lots were
of equal size and contained 12,750 square feet each. The price
was 8¢ per square foot for class A and 7¢ per square foot for class
B lots, with discount of 10% on all sales for cash.
In the second year 10 class A and 17 class B lots were sold.
Four of the ten sales of class A, and six of the seventeen sales of
class B were for cash. The other sales were on the basis of 10%
cash and nine additional equal payments.
During the third year all the other lots were sold. Ten class
A and twenty-five class B lots were sold for cash; the rest on the
ten-payment plan.
Profit is to be considered as earned and unearned. Earned
profit is that part of the profit that is realized by actual collection.
At the end of the second year (the first year of sales) there was
still due on instalment sales an average of four instalments which
were paid in the third year. At the end of the third year there
was an average balance on instalment sales of three payments,
all good and collectible.
State the earned profit for each of the two years in which sales
were made. Carrying charges need not be considered.
No. 5 (15 points):
John Gibbon died January 1,1930, and left his property in trust
to his daughter Ethel. The income was to be paid to her as
long as she lived and at her death the trust was to go to his
nephew, William Gibbon. He appointed John Doe trustee at a
fixed fee of $5,000 per annum. All expenses of settling the estate
were paid and accounted for by the executor before the trustee
took it over.
Ethel died on September 30, 1933, and left all her property in
trust to her cousin, Joseph Hart. John Doe was appointed
executor and trustee of her estate and he agreed not to make any
additional charges for these services. All income was to be paid
to Joseph Hart. The estate, which consisted solely of Ethel’s
unexpended income from the John Gibbon trust, was immediately
invested in 4% certificates of deposit.
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The property received under the will of John Gibbon on Jan
uary 1, 1930, was:
10,000 shares of the K. O. Corporation, valued at $100 each.
$300,000 bonds of the K. O. Corporation, paying interest on June 30th and
December 31st at 6% per annum.

In the five years ended December 31, 1934 the trustee received
the following dividends on the stock:
February
“
“
“
“

1,
“
“
“
“

1930.......................................................
1931.......................................................
1932.......................................................
1933.......................................................
1934

$ 40,000
40,000
40,000
60,000
60,000

and he made the following payments:
Expenses:
$100 a month, totaling..................................... $ 6,000
Trustees fees:
$5,000 per annum, totaling............................. $ 25,000
To beneficiaries:
Ethel Gibbon
1930..................................................... $27,250
1931.....................................................
35,000
1932.....................................................
25,000
1933..................................................... 37,000 $124,250

William Gibbon
1933................................................. $17,000
1934 ..................................................... 46,000 $ 63,000
Joseph Hart
1934.................................................

$

3,000

The surplus income was left on deposit in the bank and drew
no interest.
Prepare trustee’s accounts covering the five years ended De
cember 31, 1934, showing the beneficiaries’ interests.

No. 6 (10 points):
On April 30, 1935 the X Y Z Corporation, a newly organized
holding company, acquires all of the outstanding capital stocks
of Companies A and B, (the latter company owning the entire
outstanding capital stocks of Companies C and D) by issuing all
of its own stock share for share to the stockholders of Companies
A and B.
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It is established that:
(1) The earned surplus of Company A on April 30, 1935 was.......
(2) The earned surplus of Company B (including $85,000 repre
senting the combined earned surplus accounts of Companies
C and D on the dates they were acquired by B) was................
(3) None of the companies A, B, C or D had a capital surplus on
April 30,1935.................................................................................
(4) The combined earnings of all companies for the two months
ended June 30,1935, were.....................................................

$150,000

235,000

60,000

Question A
How would you deal with the above items in the June 30,
1935, balance-sheet of the X Y Z Corporation?
You are called into consultation by the directors of the X Y Z
Corporation on July 15, 1935. They inform you that they wish
to continue dividends of the same amount that the original
stockholders of the subsidiary companies have been receiving
regularly and that such amount would be $200,000.

Question B
State briefly the advice you would give them. You may assume
that the earnings of Companies A and B and also the dividends
paid to their respective stockholders have been equal.
No. 7 (10 points):
Company A owns 80% of the capital stock of each of the com
panies B and C. Company B owns 90% of the capital stock of
Company D. Company C owns 95% of the capital stock of
Company E. Company D sells to Company E real estate cost
ing $100,000 for $150,000 cash.
On the assumption that there was justification for the sale of
the real estate and that the selling price was the fair market value
at the time of the sale, show how the profit of $50,000 is to be
treated in the consolidation of—
(1) Company B and its subsidiary, Company D
(2) Company C and its subsidiary, Company E
(3) Company A and its subsidiaries, Companies B and C
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Examination in Commercial Law
November 15, 1935, 9:00 a. m. to 12:30 p. m.

Reasons for each answer must be stated. Whenever practicable
give the answer first and then state reasons. Answers will be graded
according to the applicant's evident knowledge of the legal principles
involved in the question rather than on his conclusions.

Group I

Answer all questions in this group.
No. 1 (10 points):
The Printing Company contracted with the Cook Company to
supply stationery to the latter during a stated period, on a costplus basis. The contract defined cost as ‘ ‘ actual cost of labor and
material (including an amount of administrative and overhead
charges, attributable to the performance of said agreement,
satisfactory to the Cook Company, which said sum is to be deter
mined by the Cook Company after an audit and examination by
the Cook Company of the books and accounts of the Printing
Company).” The Cook Company, after its audit, notified the
Printing Company that the overhead charges made by the latter
were not satisfactory to the Cook Company. The dissatisfaction
was actual and not capricious but was based on points in dispute
among outstanding accountants. Is the Printing Company
conclusively bound by the Cook Company’s position?
No. 2 (10 points):
A stockholder, exercising a legal right to inspect the financial
books of account of the corporation, brought with him a public
accountant to advise him in the examination and to make tran
scripts from the accounts to be taken away by the stockholder.
The corporation’s officers refused to permit the public accountant
to see the accounts or to make transcripts therefrom. Were
they justified in their refusal?
No. 3 (10 points):
John Barton was 19 years old and employed as a bookkeeper.
He subscribed to a non-cancellable correspondence course in
accountancy for which he agreed to pay a stipulated amount.
He completed half of the course, paid one-quarter of the stip
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ulated amount, and thereupon, at the age of 20, refused to con
tinue the course or to make further payments. What are the
rights of the parties?

No. 4(10 points):
In June, 1929, Herman was an internal-revenue agent entitled
to certain pension and retirement rights. On July 1, 1929, at
the instigation of the X Corporation, he resigned and entered the
employ of the X Corporation under a written contract which
provided that during the rest of his life he was to devote his en
tire time to the corporation as assistant to the president, for
which he was to be paid a salary of $5,120 per annum. On
November 13, 1929, the X Corporation discharged him without
cause. Assuming that no question of ultra vires was involved,
what are his rights under the contract?
No. 5
(a)
(b)
(c)
(d)
(e)

(10 points):
Define personal property.
Define tangible and intangible.
Define lien.
Define pledge.
What are the usual ways by which title to personal prop
erty is acquired?

Group II
Answer any five questions in this group. No credit will be given
for additional answers, and if more are submitted only the first five
will be considered.

No. 6 (10 points):
Mason and Dana were negotiating and Mason’s attorney pre
pared a long and carefully drawn contract which was given to
Dana for examination. Five days later and prior to its execution,
Dana’s eyes became so infected that it was impossible for him to
read. Ten days thereafter and during the continuance of the
illness Mason called upon Dana and urged him to sign the con
tract, but without in any way misrepresenting the contents of it,
and Dana signed without reading it. In a subsequent suit by
Mason, Dana claimed that the contract was not binding upon
him because he had not and could not have read it prior to his
signing it. Is Dana’s claim a valid defence?
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No. 7 (10 points):
In what respects must a negotiable instrument be changed in
order that the change will constitute a material alteration?
No. 8 (10 points):
In the absence of any applicable statute, what is a testamentary
trustee’s duty as to (a) amortization of premiums on bonds pur
chased by him, (b) amortization of premiums on bonds purchased
by the testator and acquired by the trustee as a part of the trust
fund, (c) accumulation of discounts on bonds purchased by the
trustee?
No. 9 (10 points):
The Surety Company was a duly organized corporation engaged
in the business of issuing surety bonds. In consideration of its
regular fee, it became surety on the official bond of a municipal
treasurer. The treasurer defaulted and the municipality took
his six-months note for the amount of the shortage, but the
Surety Company was not notified. The treasurer failed to pay
the note at its maturity and the municipality sued him and the
Surety Company for the amount of the shortage. Upon trial it
appeared that there had been no substantial change in the treas
urer’s financial condition during the interval between the dis
covery of the defalcation and the starting of the suit. Was the
Surety Company discharged from liability when the municipality
accepted the treasurer’s note?
No. 10 (10 points):
One of the maxims in equity is: “He who comes into equity
must come with clean hands.” State briefly the other principal
maxims but do not elaborate upon or discuss them.
No. 11 (10 points):
(a) What are the principal kinds or types of insurance?
(b) What is the legal reason why insurance is lawful although
bets and wagers usually are unlawful?
(c) What is meant by insurable interest?
(d) Give an example of subrogation in relation to insurance.
(e) What is meant by general average?
No. 12 (10 points):
State the general principles underlying a common carrier’s
liability for loss or damage to goods shipped by freight.
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Examination in Accounting Theory and Practice
PART II
November 15, 1935, 1:30 p. m. to 6:30 P. M.

Solve problems 1 to 5 and two of the four problems 6 to 9.

No. 1 (30 points):
The following is a summary of an analysis of the “investment
in subsidiary companies” account in the ledger of the “P”
Company as at June 30, 1935:
Number Amount
Last dividend
Number
at which
of
paid or deof shares
shares shares are dared for the
issued and
Company
carried
Class of stock
period ended
outstanding owned
“A” Company 7% First preferred............
4,000 $ 200,000 June 30, 1932
5,000
245,000 June 30, 1932
7% Second preferred. . . .
4,900
5,000
100,000 Sept. 30,1929
Common...........................
9,990
10,000
800,000 June 30, 1933
“B” Company 7% Cumulative preferred..
8,000
10,000
Common........................... . 10,000
1,000,000 June 30, 1933
10,000
450,000 Sept. 30,1934
“C” Company 6% Cumulative preferred..
4,500
5,000
Common...........................
500,000 Sept. 30,1934
5,000
5,000

$3,295,000

The certificate of incorporation of the “A” Company stipulates
that in the event of dissolution the 7% first preferred stock shall
be entitled to $75 per share before any distribution is made to
holders of any other class of stock, and no more. It further pro
vides that after $75 per share has been distributed to the holders
of the 7% first preferred stock the holders of the 7% second pre
ferred stock shall be entitled to receive $62.50 per share before
any distribution is made to the holders of the common stock; and
no more. The balance is to be distributed to the holders of the
common stock.
The certificate of incorporation of the “B” Company stipu
lates that, in the event of liquidation or winding up, the 7%
cumulative preferred stock shall be entitled to $105, plus all
dividends, before any distribution is made to the holders of the
common stock, and no more. The balance is to be distributed to
the holders of the common stock.
The certificate of incorporation of the “ C ” Company stipulates
that after providing for all unpaid dividends on the 6% cumula
tive preferred stock the holders of the preferred and common
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stocks shall, in the event of dissolution, liquidation or winding up,
be entitled, share and share alike, to all remaining assets.
A condensed summary of the assets and liabilities of the several
companies as at June 30, 1935 is shown in table on opposite page.

No. 2 (20 points):
The Clark Manufacturing Company is being operated by a
committee of its creditors and you are called in to prepare finan
cial statements for information of the creditors. Your examina
tion reveals the following:
1. After the creditors’ committee had taken charge, but before
the date of your examination, a fire had occurred causing an
estimated damage of $80,000, made up as follows:
Machinery and equipment...................... $50,000
(Book value less depreciation)
Inventories.................................................
20,000
Customers’ merchandise on hand for
work to be done thereon....................
10,000
$80,000

2.

•

3.
4.

(The building occupied was leased and not owned)
The company had accepted from the insurance companies
$57,080 in full settlement for the loss, and this amount was
still on deposit at the date of your examination. The
cost of clearing the debris and obtaining the equipment
considered necessary would be $47,250.
There is $130,112 in accounts and notes payable to credi
tors, parties to an agreement whereby each creditor ac
cepted a note of the corporation, due October 31, 1937
and bearing interest at 5% per annum. The notes are
secured by mortgage on all plant property and by all the
issued capital stock. The latter is held in escrow. There
will be $13,348 interest accrued on the notes at maturity.
Expenses have accrued to the amount of $1,532.
There is due to the president $30,000 for salary and cash
advances for which the corporation gave him a demand
note. A part of the agreement with the creditors was a
covenant by the president to take capital stock for this
note at par. The president could not surrender the note,
however, because he had used it as collateral to secure a per
sonal loan. The stock had therefore not yet been issued.
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$710,000

Total assets ..........................................................................

427
$710,000

Total liabilities....................................................................

$2,365,000

1,000,000
100,000

1,000,000

$ 165,000
300,000

$2,365,000

1,200,000
165,000

“B”
$1,000,000

“C”

$1,540,000

500,000
500,000
300,000

$ 240,000

$1,540,000

200,000
27,500

112,500

$1,200,000

Prepare a schedule of the minority interest, assuming liquidation at book value.

100,000
25,000

250,000
250,000

$ 85,000

Capital stock
7% First preferred ..................................................................
7% Second preferred ..............................................................
7% Cumulative preferred ......................................................
6% Cumulative preferred ......................................................
Common ...................................................................................
Surplus or deficit..........................................................................

Current liabilities ........................................................................
Mortgages payable ......................................................................

•

50,500

200,000
9,500

“A"
$450,000

Current assets ..............................................................................
Treasury stock:
600 shares of “ D ” Company common ................................
Investments:
1,000 shares of “ B ” Company .............................................
7% cumulative preferred ...................................................
9,000 shares of “ D ” Company common .............................
Per analysis ..............................................................................
Fixed assets, less depreciation ...................................................
Other assets ...................................................................... ..........

“D”

$173,500

100,000
47,250

$ 26,250

$173,500

17,000
250

6,250

$150,000

3,000,000
350,000

70,000

$3,420,000

$

$3,420,000

25,000

3,295,000

“P”
$ 100,000
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5. There is a corporation note dated February 1,1931, payable
on demand to the widow of the former treasurer, for $6,900.
She has agreed to subrogate her claims to those of the other
creditors.
6. The liabilities incurred since the creditors entered into the
agreement aggregate $15,699.
7. There are $17,400 notes payable for equipment purchased
prior to the creditors’ agreement, due in monthly instal
ments of $2,175 each and secured by chattel mortgage on
the equipment.
8. Balances aggregating $3,066 are due employees under an
arrangement whereby they received 90% of their earnings
in cash and 10% in scrip payable October 31, 1937.
9. A deficit of $178,032 existed at the date of the creditors’
agreement. The subsequent loss from operations is $8,942
before adjustment of the fire loss.
10. The authorized capital stock is 150,000 shares of $10 each,
of which 50,000 shares are issued and outstanding and
placed in escrow for the benefit of creditors. Of the un
issued 100,000 shares 5,350 were subscribed in 1928 but
the subscriptions were never paid. They are of doubtful
status and are given to the creditors’ attorney for collection.
From the foregoing data prepare the liabilities side of the bal
ance-sheet as you would submit it to your client, together with
footnotes to the balance-sheet which in your opinion are necessary
for a clear understanding of the corporation’s financial position.

No. 3 (18 points):
Company D makes ferro-chrome at a cost of $127 a ton. The
product is sold to Company F at $160 a ton.
Company E makes spiegeleisen (ferro manganese) at a cost of
$71 a ton. This is sold to Company F at $90 a ton.
Company F makes steel, some being Bessemer steel and some
open-hearth chrome steel, using products of Companies D and E.
Its manufacturing statistics show:
Bessemer:
Materials—
Pig........................................................................... 105 tons
Spiegeleisen................................................................
6 “

111 “
Loss of weight in manufacturing...............................
Tons of ingots produced..............................................
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Chrome steel:
Materials—
Pig..........................................................................
65 tons
Scrap..........................................................................
20 "
Ore..............................................................................
10 “
Ferro-chrome.............................................................
15 “

Loss of weight in manufacturing...............................

110 “
10 “

Tons of ingots produced................................................

100 “

It is further shown that in converting ingots into shapes there
is a further loss of 10 per cent of the weight of the ingots.
The inventory of Company F shows:
370 tons spiegeleisen
1,200 tons ferro-chrome
9,000 tons Bessemer shapes
23,000 tons Bessemer ingots
18,000 tons chrome steel shapes
46,000 tons chrome steel ingots.

The total inventories before adjustment are:
Company D.........................................
“
E..........................................
“
F. . .....................................

$ 120,000
315,000
7,330,000
$7,765,000

What is the value of the consolidated inventory after eliminat
ing the intercompany profit?

No. 4 (12 points):
On January 1, 1934 a partnership was formed by Payson, Cole
man and Burtis. They agreed to contribute $25,000 each, the
profits to be shared equally. Coleman, however, put in only
$15,000 while Payson put in $35,000 but Burtis did as agreed.
Interest at 6% was to be paid on these capital differences and
settled between the partners. No interest was to be credited
on capital but they were to be charged 6% on drawings. At the
close of the year 1934 the interest on drawings was: Payson $425,
Coleman $275 and Burtis $315. The firm then owed $50,000
on a note dated August 31, 1934, and due August 31, 1936, inter
est payable semi-annually at the rate of 6% per annum. The
partnership was on a calendar year and accrual basis.
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Coleman bought for his own account on January 2, 1934,
$15,000 of good 4½% municipal bonds and $15,000 of good 5%
public utilities bonds. The interest on the municipal bonds was
due January 1st and July 1st; interest on the utility bonds was
due April 1st and October 1st. On March 15th he borrowed for
himself $20,000 at 6% with these bonds as collateral ($10,000
on each block of bonds) and his loans were renewed on July 15th
and November 15th. Coleman’s individual tax return was on a
cash basis.
How should the interest be reported on the partnership’s and
Coleman’s federal income-tax returns?

No. 5 (10 points):
The unaudited accounts for the year 1934 of the Bilt-Well
Furniture Company are as follows:
Balance-sheet—December 31, 1934.
Assets
Cash......................................................................
Accounts receivable............................................
Inventory.............................................................

Liabilities
Notes payable......................................................
Trade creditors....................................................
Reserve for bad debts........................................
Capital stock........................................................
Surplus..................................................................

$ 8,000
50,000
343,000
$401,000
$ 25,000
45,000
8,000
150,000
173,000
$401,000

Surplus and Profit-and-Loss Account year ended
December 31, 1934.

Sales..........................................................................
Cost of sales.............................................................
Gross profit.......................................................
Expenses...................................................................
Bad debts.................................................................

$230,000
183,000
$ 47,000
$ 72,000
16,000

Loss for the year.............................................
Surplus at January 1, 1934 .....................................
Surplus at December 31,1934................................

$ 88,000
$ 41,000
214,000
$173,000
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An examination discloses that at the end of the year 1934 the
following adjustments are necessary:
To reduce inventory to market by.......................
To increase reserve for bad debts by...................
To set up the liability for:
Commissions payable to salesmen.....................
Sundry expenses..................................................

$125,000
8,000
5,000
2,000

The examination further reveals the following adjustments at
the beginning of the year that were accepted by the company but
had not been taken up on the books:
Reduction of inventory to market.........................
Increase of reserve for bad debts............................
Provisions for:
Unrecorded liabilities.........................................
Commissions due salesmen.................................

$100,000
19,000
3,000
1,500

Prepare adjusted accounts.

No. 6 (5 points):
A company refunds a bond issue of $5,000,000 principal amount
of
bonds, due five years hence, on which there is still an
unamortized debt discount and expense of $250,000, by the issu
ance of $5,500,000 principal amount of 5^£% twenty year bonds
at 90. The difference between the amount of cash necessary to
retire the old bond issue and the amount produced by the refund
ing bonds is supplied from the general funds of the company.
The expenses of the new issue are $50,000.
Discuss briefly three procedures which may be followed by the
company to dispose of the unamortized debt discount and ex
pense applicable to the old issue and list them in the order of
your preference.

No. 7 (5 points):
A company with a capital of $25,000,000 contracted for the
construction of a new building at its factory. This contract was
formally authorized and accepted by the board of directors.
Construction commenced in October, 1934, and at December 31,
1934; the engineers estimated that in addition to the payments
already made to the contractors, $2,500,000 was necessary to
complete the building.
What disclosure do you deem necessary on the December 31,
1934, balance-sheet—
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1. If the company’s cash balance is adequate and no new
financing is intended and
(a) in case the amount has been formally appropriated
(b) when not definitely appropriated.
2. If arrangements had been completed early in January, 1935,
to raise the $2,500,000 through an issue of bonds.

No. 8 (5 points):
A manufacturer of refrigerators had 4,000 units of a 1933 model
on hand at December 31, 1934. In February, 1935, prior to the
completion of your audit, these units were disposed of as a job
lot for $50,000. Their original cost had been $310,000 and their
inventory value at December 31, 1933, was $248,000.
Assuming that the offer had been under consideration prior
to December 31, 1934, what would be your opinion of the conten
tion that, since no fair market value existed at the end of the year,
the original cost of $310,000 should be restored as the inventory
value? Would your conclusion concerning the proper valuation
in the balance-sheet of December 31, 1934, be modified if the
offer had not been received until February?
No. 9 (5 points):
1. Define a co-insurance clause in an insurance policy.
2. A company carried $50,000 insurance. The policy con
tained a co-insurance clause stating that the insured agreed to
carry insurance to the amount of 80% of the value of the
company’s insurable assets or become a co-insurer. The com
pany had a fire loss amounting to $40,000. The insurable
assets at the time of the fire amounted to $100,000. How much
insurance is the company entitled to collect from the insurance
company?
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Government and Business*
By Philip Cabot

All of you, I assume, are men of action, and so it is perhaps un
necessary for me to tell you that it is much easier to criticize the
work of other men than to do the job yourself. For this reason I
shall try to avoid unnecessary criticism, both of our law-makers
and of our business men. My purpose is to describe what I see
going on about me in those two fields of human endeavor which
we call government and business, and to attempt to suggest to
you certain general conclusions which I draw from what I see.
I begin with the platitude that both government and business
are of immemorial antiquity. Business must be as old as the
race, for it is hard to imagine a type of human being who was so
completely independent that he could satisfy every need better
than anyone else could do it for him; who had no desire to ex
change a deer hide, or a wolf skin, for an ax head, or for some help
in setting up a deadfall. Government also must be as old as the
race, for even our brother the wolf knows that “the strength of
the wolf is the pack.” In fact, the human imagination breaks
down under the effort to conceive a group of people in which both
government and business were not important, if not indispensa
ble, factors, and we may safely conclude that both are essential
means to the main purpose of human life, namely, the formation
and growth of stable and progressive societies.
It would be difficult for me to explain to you, or for you to
understand, the nature and the limitations of these two means to
this all important end unless we start with some general notions
as to the nature of the end, namely, the progressive human
societies to which I have referred. Such societies are the masters
of which government and business are the servants. But what
do we mean by society? Unfortunately, I can not undertake to
define for you exactly what a society is because I do not know.
All that I can offer you are some general notions about the nature
of society which I have found useful for myself. Going back to
the animal kingdom, the simile of the wolf pack suggests two of
the major paths of the evolutionary process by which societies
* An address delivered before the American Institute of Accountants at Boston, Massachu
setts, October 15,1935.
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are made. Wolves combine first for protection, and second to
increase their economic power—that is, first in order to keep
alive in a hostile world, and second to obtain more food with less
labor. Man, I suggest to you, has followed the same paths.
The tribe serves man as the pack serves the wolf; and many
tribes, or nations as we sometimes call them, do not appear to
have advanced far beyond the general concepts of the wolf. (See
the European news in your morning paper.) The wolf, or the
man, driven by the instinct of self-preservation, will combine, and
his success will depend on his powers of organization and ad
ministration. Although we commonly forget it, success depends
on leadership, and leadership depends upon the successful division
of the group into at least two groups—the governors and the
governed. It is for this reason that both among wolves and
among men a certain degree of freedom is essential to success, for
neither wolves nor men are born equal, and, if they are free, they
will use their freedom to vindicate their inequality and stratify
their societies.
Up to this stage of evolution the instincts of animals and of
men seem to run parallel and to produce similar results. But
societies of this type, while very stable, are not typically human;
at this level man has little advantage over the animals. The
feature which distinguishes human societies from the societies of
animals is spiritual progress, which is the child of intelligence,
memory and imagination. When these are present in adequate
intensity, a human society moves forward by establishing an in
creasing control over the forces of nature and attaining an in
creasing grasp of the nature of the cosmos. Spiritual progress is
the stamp of approval of the Cosmic Intelligence on the societies
of men; a fact which seems to have been forgotten by recent
generations. It seems that Calvin’s doctrine of salvation by
work has been overworked to the point where we assume that
material progress and an increase of wealth can be palmed off on
the Almighty as a substitute for the growth of the spirit of man.
It is needless to remark that the Almighty can not be deceived.
If we now ask ourselves how well we have succeeded in pro
ducing a stable and progressive society in these United States, the
answer must be not well, even if this answer wounds our selfconceit. During the last half century, or more, it appears to me
that both our economic and our spiritual life have been becoming
less, rather than more, stable, and I fear we must admit that such
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progress as we have made in that period has been towards bar
barism rather than towards civilization. Many of you, I fancy,
will reject this conclusion. I envy you your optimism and I wish
I could achieve it. But realism compels me to say that if we
are unable, or unwilling, to make fundamental changes in our
general attitude toward life the future for this nation is very
dark. I do not mean to suggest that the intense economic strug
gle of the last two generations was a futile effort. That is not
my belief. But I do mean to suggest that for the present we have
gone far enough in that direction and that we must now turn our
energies into other channels.
During the last half century we have made amazing progress in
extending our control over the forces of nature and our under
standing of the material world. The attention of the nation has
been focused like a burning glass on these objectives and we have
been so absorbed in them that both business and government
have forgotten the platitude with which I began, that they are
merely the servants of society. As a natural result, society has
been ill served, and it has suffered. So far as business is con
cerned, this is an old story. The politicians have deafened us
with their clamor about it for the last three years. But I suggest
that this uproar has served (and was perhaps intended) to obscure
the fact that government has been just as forgetful as business.
In a democratic society like ours it may surprise you if I say that
our government—the chosen servant of the people—has been a
bad servant. But that is what I believe, and I will devote the
time that remains to me to a discussion of the failures of business
and of government to serve society well.
Business has been charged, during the last five years, with
shocking failures of leadership by all sorts and conditions of men
in every part of the country. Even business men themselves
have joined in this chorus of condemnation, so that it must be
true. I shall not attempt to deny it, but merely to examine its
causes in order to explain it. Boisterous condemnation will get
you nowhere; you must search out cause and effect before a real
remedy can be found.
Broadly summarized, the charge against business men is that,
although they were entrusted with the economic welfare of the
nation, they failed to develop a national point of view, so that
they could not understand the national welfare; that, while as
business men they were merely servants of the nation, they have
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not behaved like servants and did not recognize their master.
I may say at once that I think this charge is true, but my interest
does not end at this point; in fact, that is where it begins.
What interests me is to find out whether this failure was due to
the natural depravity of the business men or whether these
servants had in some cases been given the wrong orders and in
others no orders at all. There is all the difference in the world
between the two assumptions, because in one case the remedy is
to “ fire ” the servants and in the other to give them proper orders.
More households have been upset by the ignorance of the wife
than by the natural depravity of the cook.
As my time is limited, I must be brief, and so I state bluntly
my belief that much of the alleged failure of our business and in
dustrial leaders has been because the society of which they are
the servants has given them the wrong orders or no orders at all.
I go further and suggest that it has practically forgotten what
orders it gave them and has issued contradictory orders. All of
us have seen the tragic comedy of a willing, though perhaps stupid,
servant running hither and yon, at the orders of a master who
was either ignorant or had lost his head. That, I think, is what
has happened to business. Setting aside the cases of individual
depravity, which are no more common among business men than
among teachers, lawyers, doctors, politicians or accountants, I
believe it can be proved that an overwhelming majority of busi
ness men have labored honestly to carry out the orders which
they understood they had received from the nation.
Stated in the most general terms, those orders were to design
and produce, under the spur of the most intense competition, the
time and labor saving machinery needed to turn out immense
quantities of goods with a minimum amount of labor; to contrive
new methods of organization to operate this mass production
machinery and to distribute these masses of goods when made.
These orders were not given by the business men to themselves,
as is commonly supposed. They were given to them by the
nation, though of course not in printed form. The orders of a
society are implicit, not explicit. For example, we know that
practically from the beginning of our history on this continent
land has been cheap and labor dear; hence the order to save labor.
For almost as long a period we have produced most of what we
consumed behind a rapidly rising protective tariff; hence the
order demanding fierce internal competition. Although Senator
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Borah does not know it, our fear of monopoly, exemplified by the
anti-trust laws, is the child of our protective tariff. No free trade
country could have developed such a “monopoly phobia.” As a
result of these and other conditions, such as climate, the wealth
of a vacant continent, the rare intelligence of the early settlers
and a peculiar form of government, we have turned our business
leaders into a group of specialists of exceptional power each in his
separate field. Nowhere else in the world has specialization been
carried so far because nowhere else were the conditions for de
veloping it so favorable. This specialization has immense ad
vantages, of which we are the heirs. But for every gain there is
a loss, and the time has come to balance the gains and losses.
This is a problem for accountants, in which I will make the open
ing entries.
Accounting is a ruthless business which is no respecter of per
sons, and so my opening entry records the fact that long ago we
set in motion forces which required our business men to specialize
as a condition precedent to survival, to say nothing of success,
and that at the same time we offered to success fantastic rewards.
Now the goods which we ordered have been delivered, namely,
a group of successful specialists. They invented, designed and
put in operation the time and labor saving machines which are
the envy of the western world, and they perfected methods of
organization and administration so that these machines could
perform their function, which was mass production. It is not
only unreasonable, it is false accounting, to refuse to make the
balancing entry: namely, to record the fact that these industrial
specialists are not industrial statesmen. But this is what we
have done. Having trained and conditioned them as specialists,
we hesitate to balance the account and admit that specialists can
rarely generalize. We have made them narrow and now we
want them broad. Having made them incapable of seeing the
nation as a whole, we now demand that they shall think of noth
ing but the national welfare and always serve it with a single mind.
Such a demand is preposterous. The books will not balance.
Doubtless the ideal is magnificent, but doubtless also the de
mand is unreasonable. No specialists in any field can be masters
in many others, and it is certainly rare to find a great specialist
with the comprehensive understanding of the whole of life which
sound over-all judgments require. I am not suggesting that
business men should not now be trained and conditioned to take
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a broad national view of business. All I say is that they have not
been so trained in the past and that the type of leadership which
the nation has been demanding from them during the last few
years was practically impossible for them. If we want that type
of leadership, as I believe we do, we must train them for it. Our
business men have shown themselves very apt pupils. They
have been turned into specialists in a comparatively brief period.
If we now demand men of broader type the supply to meet that
demand can probably be produced.
I am not seeking to excuse the failures of business men but
merely to explain them. I have no desire to condone the sins of
individual business men. I merely remind you that all men are
sinners. The situation which confronts us needs, and must re
ceive, immediate attention, but the disease is not incurable. In
fact, there is reason to believe that there is less cause for alarm
about the problems of business than there is about the problems
of government. Having made some suggestions to you about
how to balance our account with the business men, I now turn to
the question of how to balance our account with the politicians.
I begin by remarking that it is, or should be, an axiom in deal
ing with the problems of progressive societies that all basic law is
merely the slowly crystallized opinion of an overwhelming ma
jority of those to whom it applies. Putting this proposition in
another way, we can say that all integrated groups, or societies,
presuppose agreement by practically all of their members on all
matters touching the life of the group. This rule holds good no
matter what the form of the government, for a dictator is just as
dependent on “the consent of the governed” as the president of a
republic—a fact which was discovered thousands of years ago,
when dictatorships were the standard form of government, and
is now being rediscovered by some of our friends in Europe who
have recently been playing the part of dictators. Anyone who
doubts this has only to observe the frantic efforts of Mussolini to
convince the Italian people that wrong is right.
It is obvious, however, that this rule applies only to basic or
fundamental law. Administrators and legislative bodies are
necessary to do the housekeeping for societies, and all goes well
so long as they confine themselves to housekeeping. It is only
when they attempt to tear down the house or make radical altera
tions in it that trouble begins. My point is that when funda
mental agreement exists legislation and administration work
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smoothly, but that when it does not exist neither will work at all,
and the society will disintegrate unless such an agreement can be
achieved. A ruthless and powerful governing class may reduce
the other members of the group to slavery, but when this condi
tion arises the society has already died. Whatever we should
like to believe, we must accept the fact that a stable government
is impossible unless it stands upon the solid foundation of a stable
society; and no society can be stable unless an overwhelming
majority of its citizens agree upon all its fundamental principles.
I have used the words “opinion,” “consent,” “agreed,” and,
in order to avoid misunderstanding, perhaps I should say that
as I use them they do not imply any conscious logical or intel
lectual process. For I do not believe that societies are, or can
be, held together exclusively by the use of reason. The funda
mental agreements which are necessary to create a society and to
keep it alive are essentially non-rational and may never arrive
at the “head piece” except in order to be rationalized and
explained.
Holding this view of the nature of society, and of its funda
mental law, I am compelled to believe that all basic legislation
“must range with it or be pulverized by the recoil.” These prin
ciples as to the nature of law our forefathers had learned in the
hard school of experience. But we seem to have forgotten them,
and it is to the forgetfulness of our law makers and our public
administrators that I now turn my attention. Having admitted
that business men have often forgotten “what it was all about,”
I now suggest to you that our law makers seem to have forgotten
what law is and what law can do.
Perhaps I can best illustrate what I mean by a few examples
with which you are all familiar. After the civil war we passed
the fourteenth and fifteenth amendments in order to guarantee the
negroes against racial discrimination. But, so far as the negroes
are concerned, these amendments are a dead letter, nullified
by the overwhelming emotional reaction of the white popula
tion of the southern states. The fifteenth is particularly illumi
nating on this point. It provides in substance that neither the
United States nor any state shall abridge the right of negroes to
vote, and that congress shall have power to enforce these rights.
But congress never had that power in fact, and it has been forced
to sit still while many of the negroes were practically disfran
chised.
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The case of the prohibition amendment is another illustration.
This amendment and the Volstead act were never law. While it
is probable that at the outset they had the support of a majority
of the voters of the nation, it became clear within a comparatively
short time that people would not stand for national prohibition,
so that the Volstead act could not be enforced. Before this
amendment was repealed incalculable damage had been done to
the nation by weakening its respect for law and by creating a new
class of bandits of great wealth to prey upon the community.
My proposition that our governors and law makers have for
gotten the limitations which the nature of society has placed upon
the scope of their activities is well illustrated by an example from
the immediate past, during the very period when the politicians
were loudest in their condemnation of business men. I cite it in
order to suggest to you that this is just another “case of the pot
calling the kettle black.”
One of the first acts of the Roosevelt administration was to
draft and push through congress as rapidly as possible the na
tional industrial recovery act, which was intended to produce a
rapid and fundamental change in the social and industrial life of
the nation. At the outset this legislation seemed to have every
chance of success. It was fathered by a president elected by an
overwhelming national majority, supported by many of our most
prominent industrial leaders and had behind it the whole weight
and power of organized labor. But it was a ghastly failure.
Within a year of its passage the whole administrative structure
(called the “national recovery administration”) had begun to
crumble because the nation had declared in unmistakable terms
that this piece of legislation was not law. Within two years of
its passage the whole structure was demolished by a sweeping
decision of the supreme court, and one can hardly avoid the im
pression that the unanimity of the judges in the so-called “chicken
case,” in which they went far out of their way to expound prin
ciples of constitutional law which they need not have considered,
was due to the fact that the case had already been decided at the
bar of public opinion. What the supreme court really did in this
case was to ratify and explain a decision which the nation had
previously made. There can be no doubt, I think, that a great
body of intelligent opinion in the United States favored the prin
ciples embodied in the national industrial recovery act; it may
even have been the logical solution of some of our industrial
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problems. But it was rejected and nullified by that invisible
group called “the middle class” which seems to hold in its hands
the destiny of the nation. We have here a remarkable example
of the fact that neither intellect nor logic can make fundamental
law.
Fundamental law, I repeat, must embody the crystallized and
settled beliefs of the whole community. If it does not, it is not
law and will not be obeyed. The failure of our law makers to
grasp this point is illustrated every time the legislature meets in
any state in the union. Every year statutes are passed which
do not have the support of public opinion necessary to make them
law. No statute is law without the consent of the governed, and
all legislation passed in response to the demands of pressure
groups falls within this category. Such legislation does no good
to the community as a whole and may do great harm.
Now please do not misunderstand me. Although I believe
that our governors and law makers have done great damage by
hasty and misguided action, I do not presume to judge them.
They have acted in good faith but often in an ignorant, and
sometimes in a frivolous, manner, and they have often climbed
to positions of great power without an adequate understanding of
the nature of their duties. I make this entry on one side of the
ledger, and as a balancing item I record that the failures of our
law makers and administrators have more often been the failures
of democracy than the failures of individuals. As in the case of
business, I am disposed to believe that our law makers are the
victims of circumstance rather than of their own willful folly.
If we want to make things different and make them better we
must change the circumstances, for we can not change the men.
But in order to change the circumstances we need not embark
upon new or radical courses; quite the reverse. What we need
is to understand and to obey the laws of nature which govern
societies and to recall certain simple truths which are embedded
in their structure. These are the truths which I stated at the
outset; namely, (1) that business and government are both as
old as the race; (2) that both are servants of society; (3) and that
each serves society in a different field. When either of these
servants tries to perform the function of the other we have the
spectacle of a whale trying to climb a tree. I am aware that all
socialists, communists and fascists deny the fundamental thesis
upon which I stand, but that does not greatly disturb me because
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I believe they are wrong. They have failed, I think, to grasp the
fundamental laws of nature by which societies are made and can
be destroyed. They have been misled by logic and clever reason
ing and have forgotten that societies are not the children of reason
and can not be controlled by logic.
The proposition that both government and business are serv
ants of one master few will deny in theory, although most of us
disregard it in practice. But the proposition that neither busi
ness nor government can successfully perform the functions of the
other is highly controversial; many deny it in theory and almost
everyone in practice. For nearly a century we have witnessed
the attempts of business to dominate the government and actually
to assume some of the functions of sovereignty. While these
attempts have sometimes attained a short-lived success, they
have all failed in the long run, with great damage to business, to
the individuals who led these raids and to the nation. In fact,
most of the popular indignation which always comes to a head in
periods of depression is due to these departures of business from
the field in which it belongs. These two features, the temporary
success by which individuals have often obtained great wealth
and the ultimate failure, with the popular wrath which accom
panies it, commonly get all the attention of the public. We tend
to assume that this is the whole story. But it is less than half
of it. The unearned wealth of private adventurers is taken from
a relatively small number of persons, and the loss, disgrace and
public condemnation fall on relatively few shoulders. These are
facts which each of you can verify out of his own experience, but
neither of these phenomena is of major importance. The im
portant fact is that when business attempts to usurp any of the
functions of government it damages the society of which both
business and government are the servants. When either of these
servants misbehaves, the whole household is upset.
During the last twenty years, and particularly during the last
five years, we have witnessed great and increasing advances by
government into the field of business. In some cases the ad
vances have been deliberate and open; in others they have been
accomplished crab fashion, or even tail first, under the guise of
government regulation. But I know of no case in which they
have been successful, and there is no prospect, I think, that they
will be. In some cases direct government losses have been very
large; in some cases the losses have been made good by a forced
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payment from individuals; and in some cases the losses will have
to be paid by future generations. But in all cases, I suggest, the
damage to society is the most important and the most serious,
because these ventures of government into business, or business
into government, tend to disorganize and to disintegrate our
society. When government once becomes involved in economic
adventures there is no point at which it can conveniently call a
halt. “One good turn deserves another,” and in these cases it
often gets two. Rigidities and artificial price structures are
created, to which there is no end, short of the final collapse. In
private enterprise, where there are many small competitors, the
failure of individual concerns is not a serious matter, but we have
all had an opportunity to observe that even in private business
when the units become large the shock of failure is greatly multi
plied. When Baring Brothers & Company failed in 1885, for
example, it produced an international panic, and in our own day
there are many corporations that have become so large that we
do not dare to let them fail. This danger grows to the propor
tions of a catastrophe when government enters into business,
because each step makes the next step seem inevitable, and the
time soon comes when retreat is impossible. The thing has grown
so big that it must go on growing.
That no government can admit failure is a fact which can not
be denied. Such an admission would be an act of suicide, as our
own president, in spite of his immense popularity, has been forced
to admit. When Mr. Roosevelt took office he told us that he was
going to try some dangerous experiments, but that if any of them
failed he would let us know at once and that the experiments
would be abandoned. As we all know, several of them have
failed, but he has not told us. Perhaps it was just as well, be
cause most of us knew it before he did.
To illustrate my point of what happens when government
enters into business, I cite the amusing case of the agricultural
adjustment act. This was explicitly an emergency measure de
signed to assist the producers of certain basic agricultural com
modities. But it has now become a permanent measure, and it
begins to appear that there is no assignable limit to its scope.
The recent extension of the act to cover potatoes would be humor
ous, if it were not tragic. Having forced farmers to reduce their
acreage of certain so-called “basic crops” and having recom
mended them to diversify, the government now finds itself in a
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position where it must fine them if they do so. Farmers who have
reduced their acreage of other crops are now told that if they plant
potatoes on the idle land and sell them they will have to go to
jail. Of course, legislation of this character is not law. Bootleg
ging of “spuds” is far simpler than bootlegging of whiskey and
will prove more popular. To complete the comedy of errors, it is
probable that if the law were enforced the legitimate potato
growers would be ruined, because many families that now buy
potatoes would grow their own, and the others would trade with
the bootleggers. However, the potato farmers need have no fear
for the law will not be enforced. It is not law in any proper sense.
The areas within which business and government can operate
successfully are defined by the law of nature which creates and
destroys societies of men. Like other natural laws, this one can
not be completely comprehended by men in their present stage of
development so that we can not tell accurately where the lines
between the activities of business and government should be
drawn. In the present state of our knowledge some overlapping
is unavoidable, and, to complicate matters further, the functions
of these servants of society change from generation to generation
as the society itself evolves. From this dilemma there would
seem to be only one escape. Both business and government
must be taught that they are servants, so that they will never
forget it; both must be taught that their master can and will
change the sphere of their activities without consulting them; and
both must be taught that their most important function is to work
together for a common end.
Considering the times in which we live, these principles may
appear to be an impossible counsel of perfection. Perhaps that
is true, but, if it is, the civilization of which we have been so proud
is destined to perish. We must learn these rules and obey them
or die. Confronted with this categorical imperative we may find
a way to live. I believe we shall.
My time is up and I ought to sit down, but, having set you face
to face with a dilemma of the first magnitude, namely, how to keep
your society alive, I feel that I ought at least to hint to you how
that result might be achieved. Please observe that I do not say
can, for we are dealing here with mere guesses. Throughout my
address I have repeated my belief that both government and
business are the servants of society and that society must direct
their work. Of course this statement is an over-simplification
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which may be so great as to amount to distortion, because social
forces operate mainly below the level of consciousness, and the
terms “order” and “direct” imply conscious intention. But I
hope you will feel that the words and images which I have used
are accurate enough for practical purposes, because in the long
run the whole body of society must determine and, to a consid
erable extent, must direct the activities of its individual members.
For example, I believe, and I ask you to believe, that in this coun
try during the last two generations the intense concentration of
individuals on the production of material wealth was determined
by the society as a whole. Of course, this determination was in
fluenced by the environment in which our society was placed.
We are creatures of our environment, like all the rest of creation,
but, as we have now arrived at the point where we can create and
dominate our environment, it is not misleading to say that our
society determines our activities.
But we must face the fact that this concentration on economic
problems has necessarily involved the neglect of other problems
which are certainly of equal, if not of greater, importance At the
head of the list of neglected problems stand education and gov
ernment, to which we have given relatively small attention, and
what little we have given does not appear to me to have been of
very high quality. As a result, our system of education is obso
lete and the science of government is embryonic. Education
today does not deal with reality, and the technique of govern
ment administration has lagged far behind the requirements of a
modern industrial state. In other words our concentration on
one aspect of human life has produced a distortion which has now
become painful; so painful in fact that something must be done
about it. And something is being done. The agony which we
now suffer and the confusion which we now observe are the symp
toms of a major shift in the focus of social thought and activity.
I believe the attention of our society has already shifted from in
dustry and is now adjusting its focus on education and on govern
ment. We shall be able to measure the progress of this adjustment
by the migration of men of unusual ability out of industry
into the two other fields which I have named. During my life
the brains of the nation have been concentrated on industry be
cause our society felt that its major problems were in that field.
Today that is no longer true. The nation now believes that its
major problems are in the field of education and government.
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To the educator and to the statesman, therefore, it will offer the
greatest rewards and we have a right to hope that, once the shift
has been achieved, progress in these fields will be rapid. The
beginning of this shift, which has already been made, marks the
end of one epoch and the opening of a new one. Pray God we
have not delayed the step too long.
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Audits of Percentage-Rental Leases
By Harry E. Taylor
It is becoming a common practice, even with one-store ten
ants, to pay rental for business premises based on a percentage of
the receipts.
The percentage-rental lease is, or at least ought to be, a highly
equitable instrument for determining the landlord’s share of the
gross income of a retail or wholesale business; but it brings the
landlord into close business relations with his tenant and must
be fairly handled if one of the parties is not to make an undue
profit at the expense of the other.
A percentage-rental lease may extend over a period of years,
with a provision for audit once a year. It may provide for a slid
ing scale of rents, according to the volume of business done by
the lessor; and there may be a stated minimum rental, below
which the sliding scale is not operative.
The lease may provide different rates of rent for different de
partments of the lessee’s business. The hours of operation, the
lighting of the show windows, the value of the inventory to be
carried, and the amounts which the lessee is to spend for adver
tising, all may be the subject of leasehold stipulation; or, if the
lessee is a corporation, even the payment of officers’ salaries and
dividends may be restricted by agreement. Consequently the
landlord must, under the percentage-rental method, not only
use care in selecting his tenant, but he must take an active in
terest in the conduct of the business after the lease is made.
The percentage of receipts to be paid as rental is subject to a
wide variation according to the location and the nature of the
business. Commonly it may run anywhere from
to 25 per
cent of the receipts, or even more, with perhaps a concentration
of frequency around 6, 8 or 10 per cent.
The lease should distinguish between receipts which are to be sub
ject to the rental-charge and those which are not to be subject to
that charge. The following lists indicate certain classes of receipts
which are often made subject or not subject to the rental charge:
Subject to rental charge:
Cash sales, less refunds.
Charge sales, whether collected or not, less outgoing freight, postage
and express.
Commissions earned or received.
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Not subject to rental charge:
Sales to employees at reduced prices.
Occasional wholesale sales by one retail store to another.
Transfers of goods between two stores of the same retail chain.
Proceeds from the sale of securities, fixed assets, etc.
Sales of postage stamps.
Borrowed money.
State sales taxes collected from customers for payment to the state.

Percentage leases usually contain a provision by which the
lessor may have the lessee’s books audited to verify the sales or
to determine the lessee’s compliance with other provisions of the
lease.
There is sometimes a pronounced difference of opinion between
the lessor and lessee as to what does or does not constitute income
subject to the application of the rental percentages; and there is
unfortunately no board of appeals from which an adjustment
may be demanded. The auditor, if he has been employed by the
lessor, is not in a position to act as an arbitrator.
The basis for a rental examination does not differ from that for
any other audit. The rental audit would naturally be classed as
a limited examination, made for a special purpose. But it is
difficult to verify a sales account without verifying many of the
other accounts with which it is closely connected. The best veri
fication therefore would be a general audit, but the auditor does
not usually have the opportunity to make so comprehensive a
test. The time on the job must be kept within proper limits, and
the emphasis put in the right places. A chain-store organization
operating a hundred stores may be somewhat reluctant to open
all its records to an auditor who represents the lessor of only one
store; nevertheless, the auditor knows that his work is incom
plete unless he can fit the one store into its place with the other
ninety-nine.
The lease itself is the auditor’s starting point. In addition to
verifying the receipts, he may be expected to check the lessee’s
compliance with various other sections of the lease, such as those
relating to inventories, advertising expenditures and hours of
operation.
If the tenant’s business is done principally for cash, as in a
restaurant or drugstore, the examination will tend toward an em
phasis on the cash records, with the auditor in the position that
he may determine that all recorded receipts are properly ac448
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counted for but be unable to tell if there have been unrecorded
receipts.
Cash-register readings may be taken once a month, in the
presence of the landlord’s representative, and the cash registers
may be turned back at that time. The other cash records need
be inspected only once a year. They may consist of cash-register
summaries, cashbooks, deposit slips and bank statements. All
receipts should be traced from the cash registers to the bank.
An inspection of the cash records alone, however, is not suffi
cient. Some businesses make nearly all sales for cash and yet
have occasional receipts of income from business handled on a
charge basis.
If the tenant is an institution such as a wholesale house, doing
business on a bill-and-charge basis, the examination must follow
the lines of a general audit, but the work must be cut short in any
direction that does not contribute to a verification of the sales
account.
The auditor’s report will naturally contain a statement of the
work that has been done, with comments on any unusual condi
tions which have been encountered. The schedules may show
month-by-month results or yearly totals only.
The report schedule for a lessee who sold for cash only, and
where no differences were found by the auditor, took the following
form:
Lessee’s total receipts for the year................................................. $..................
Less receipts which are not reportable for rental purposes.................................
Net amount reported by lessee.................................................................................
Disbursements made from the receipts before the receipts were
deposited...............................................................................................................
Plus or minus any other necessary items of reconciliation be
tween receipts and deposits...............................................................................
Lessee’s bank deposits for the year..........................................................................

If the auditor has found differences between the income as re
ported by the lessee and as determined by subsequent audit, it
will be desirable to include an additional schedule on which the
differences may be listed and the refund or additional rent calcu
lated. Such a schedule would take the following form:
Income:
As reported by lessee........................................................ $..................
Differences....................................................................................................
As determined by this audit......................................................................
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Rates applicable (sliding scale):
Income subject to 9% rental.......................................... $...................
Income subject to 10% rental...................................................................
Income subject to 11% rental...................................................................
Total income, as above...............................................................................

Rental calculations:
Rental at 9%.................................................................... $...................
Rental at 10%.............................................................................................
Rental at 11%.............................................................................................
Total rental due...........................................................................................
Rental previously paid...............................................................................
Additional rent or refund due...................................................................

450

Students’ Department
H. P. Baumann, Editor
OHIO C. P. A. EXAMINATION
Practical Accounting

Examination Thursday, November 2, 1933—1:30 P. M. to 6:30 P. M.

Problem No. 2

The A Company of Cleveland, Ohio, purchased the business of The Products
Company on December 31, 1925, and operated it until December 31, 1928,
which time you were engaged to make an audit for the three years then ended,
for which the surplus account shows as follows:
Net profit for the year 1926..............................
$117,900
Net profit for the year 1927..............................
48,504
Dividends paid—1926........................................
$ 42,000
Dividends paid—1927.............................................
22,000
Factory employees bonus—1926...........................
45,000
Factory employees bonus—1927...........................
30,000
Charitable contributions—1926........................
3,004
Balance December 31, 1928...................................
24,400
$166,404

$166,404

“Cash on hand,” as listed on the trial balance of December 31, 1928, includes
receipts for advances to officers of $2,500, and memorandum of liability to the
cashier for $1,000 for funds advanced by him. “ Cash on deposit ” when recon
ciled to amount reported by bank indicates that a cheque for $5,000 received
from an old reliable customer for his December account had been protested
and charged back by the bank but the return of the cheque had not been entered
on the company’s books.
Accounts receivable after all necessary adjustments were aged as follows:

December.........................
November........................
October..'.........................

July 1 to September 30..
5%
January 1 toJune 30...
10%
Year 1927........................ 30%
Year 1926........................ 15%
Uncollectible accounts aggregating $54,000 are worthless. These accounts
represent all the unpaid amounts for 1926; one third of those for 1927 and onehalf of those for the first six months of 1928. These uncollectible accounts of
1926 and 1927 were actually charged off in the accounts receivable ledger at
the close of the respective years but the general ledger control has not been
adjusted.
It was estimated in 1927 that 50 per cent would be recovered on deposits in
the bank closed during that year. The loss, for purposes of this problem, may
be regarded as a non-deductible tax item.
On January 1, 1928, a cost system was put into effect on the basis of “stand
ard” or “budgeted costs.” The finished inventory at the beginning of 1928,
which was entirely disposed of during the year, was priced at actual cost
which also represented the “standard cost” at that date. Early in the year a
considerable reduction was made in labor rates which accounted for the large
labor variance. This reduction is to continue indefinitely and the standards
for 1929 will be adjusted accordingly. The rate of overhead absorption during
1928 was considered to be normal and will be continued indefinitely.
The company did not pay the bond interest due July 1, 1928, and thereafter

25%
10%
5%
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nor principal payment due January 1, 1929. A bondholders’ protective com
mittee was formed in 1929 and proposed the following plan of reorganization:
Bonds and B Company liability to be converted into 6% preferred
at par. Accrued interest to be waived if plan is consummated.
Preferred to be converted into 2,000 shares of no par common.
Present common stock to be surrendered and cancelled.
Life insurance policy to be surrendered for working capital.
Officers’ salaries to be limited to $30,000 a year.
Prepare (1) pro forma balance-sheet and three year income and expense
statement giving retrospective effect to the proposed plan; and (2) usual
statement of income and expense and surplus for the same period.
Trial balance—“A” Company—December 31, 1928
Cash on hand................................................................... $
2,000
Cash on deposit...............................................................
9,000
Accounts receivable........................................................
175,000
Inventory—raw material 12/31/28..............................
125,000
Inventory—finished 12/31/28 (standard basis).........
270,000
Advances to officers........................................................
14,000
Life insurance surrender value (available 12/31/28). .
8,000
Deposits in closed bank.................................................
30,000
Plant and equipment......................................................
581,000
Treasury bonds—$6,000 par value (acquired3/1/28).
3,000
Unamortized portion of bond discount and expense.. .
28,000
Depreciation reserve.......................................................
$ 184,000
Accounts payable............................................................
149,000
Accounts payable—B Company...................................
180,000
Accrued interest on bonds.............................................
9,600
Notes payable—closed bank.........................................
22,000
Notes payable—life insurance.......................................
3,000
6% bonds (dated 1/1/26—due $40,000 annually). . .
320,000
Capital stock—preferred 7% cumulative....................
200,000
Capital stock—common.................................................
200,000
Surplus..............................................................................
24,400
Sales..................................................................................
650,000
Cost of sales.....................................................................
480,000
Labor variance.................................................................
50,000
Overhead variance..........................................................
20,000
Officers’salaries...............................................................
55,000
General and administrative expenses............................
48,000
Selling expenses...............................................................
134,400
Life insurance premium expense..................................
4,000
8,000
Bond interest expense....................................................
9,600
Bond expense amortization...........................................
4,000

$2,000,000 $2,000,000
Analysis of accounts
Raw
Finished material
inventory inventory

Debits:
Inventory 1/1/28........... ....
Purchases......................... ........
Labor................................
Manufacturing expense. .
Transfers..................................

Total debits.........................

$300,000

Labor
variance

Overhead
variance

$ 50,000
225,000
$100,000

$170,000
450,000
$750,000

452

$275,000

$100,000

$170,000

Students' Department
Raw
Labor
Finished material
inventory inventory variance

Overhead
variance

Less: credits:
$480,000
Transfers to cost of sales....
Transfers to finished inventory

$ 150,000

$ 150,000

$ 150,000

$270,000

$125,000

$ 50,000

$ 20,000

Balance 12/31/28...............

Income and expense
1926

1927

$1,250,000
$1,800,000
Sales..............................................
Finished product—beginning.. . $ 350,000
$ 200,000
100,000
Raw materials—beginning........
75,000
500,000
700,000
Raw materials—purchases.........
200,000
250,000
Labor............................................
212,000
Manufacturing expenses............
257,000
4,000
4,000
Life insurance premium.............
55,000
60,000
Officers’ salaries..........................
General and administrative ex50,000
60,000
penses........................................
33,600
12,000
Bond interest...............................
8,000
Bond expense amortization....
181,000
201,000
Selling expenses..........................
7,896 (14%)
13,100 (10%)
Federal income taxes..................
300,000
200,000
Inventory end—finished............
50,000
100,000
Inventory end—raw...................
48,504
117,900
Net profit.....................................
$2,100,000 $2,100,000 $1,600,000 $1,600,000

Solution:
Explanatory adjusting entries

Cr.

Dr.
(1)
Advances to officers............................................................
Cash on hand...................................................................
To set forth the amount due from officers which amount
was carried in the cash on hand account.

(2)
Cash on hand.......................................................................
Due to employee.............................................................
To set forth the amount due to the cashier for funds
advanced by him.
(3)
Accounts receivable............................................................
Cash on deposit
To charge back the cheque for $5,000 which cheque had
been protested but not entered on the company’s
books.
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$

$

$

2,500
$

2,500

$

1,000

$

5,000

1,000

5,000
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(4)
Dr.
Bad debts:
1926............................................................................... $ 27,000
1927...................................................................................
18,000
1928...................................................................................
9,000
Accounts receivable....................................................

Cr.

$ 54,000

To clear the bad debts from the general ledger control
ling account as follows:
Accounts receivable:
Balance per trial balance................... $175,000
Customer’s cheque returned.............
5,000
Balance, as adjusted...........................

Per cent of
total accounts
receivable
1926........ ........
15%
1927........ ........
30%
Jan. 1 to June 30,
1928... ........
10%

Age

$180,000

$27,000
54,000

Written
off
$27,000
18,000

18,000

9,000

Balance

$54,000

Total written off..................

(5)
Notes payable—closed bank.............................................
Deposits in closed bank.................................................
To offset the notes payable in the closed bank against
the amount on deposit therein. (Note.—The right
of offset is assumed)
(6)
Loss on deposit in closed bank—1927.............................
Deposits in closed bank.................................................
To write off 50% of the balance remaining in the latter
account after applying the notes payable as an offset.
The remaining balance was estimated to be 50%
collectible in 1927.

Note.—In this solution, the statement that “50%
would be recovered on deposits in the bank” is
interpreted as meaning that 50% of the balance
remaining after applying the notes payable as an
offset would be recovered. If no consideration is
given to the notes payable of $22,000, in interpret
ing this point, we have the following result.

454

$ 22,000

$ 22,000

$ 4,000

$ 4,000

Students' Department
Amount of deposits..............................

$30,000

50% thereof..........................................
Amount of notes payable....................

$15,000
22,000

Balance due on notes...........................

$ 7,000

This does not appear to be reasonable, as the problem
states that a percentage would be recovered (pre
sumably by the company).
(7)
Bond interest—1928...........................................................
Accrued interest on bonds.............................................
To accrue interest on the bonds outstanding in the
hands of outsiders for the year 1928, as follows:
Interest at 6% on $320,000 of bonds for
the two months from January 1, 1928,
to March 1, 1928............................... $3,200
Interest at 6% on $314,000 ($320,000 less
treasury bonds of $6,000) of bonds for
the ten months from March 1, 1928, to
December 31, 1928...............................
15,700

Total...............................................
Less: amount accrued on trial balance..

$18,900
9,600

Additional provision.................................

$ 9,300

Dr.

$ 9,300
$ 9,300

During the year 1928, the cost of manufacturing was:
Raw materials..................................................................................
Labor.................................................................................................
Overhead..........................................................................................

$150,000
100,000
170,000

Total..............................................................................................

$420,000

There was transferred to cost of sales.................................................
which included the opening inventory of finished goods (entirely
disposed of during the year) amounting to................................

$480,000

leaving a balance of............................................................................

300,000
$180,000

The transfers from the raw materials, labor and overhead accounts
amounting to...................................................................................
$450,000

were allocated, as follows:
To cost of sales....................................................................(2/5) $180,000
To inventory........................................................................ (3/5)
270,000
Total..............................................................................................
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However, the actual cost of manufacturing, as shown above, was $420,000,
and not the $450,000 which the company had transferred. The actual cost
should have been allocated as follows:

Raw materials.....................................
Labor.................................... ................
Overhead..............................................

Cost of
sales
2/5
$ 60,000
40,000
68,000

Inventory
3/5
$ 90,000
60,000
102,000

$150,000
100,000
170,000

Totals............................... ................

$168,000

$252,000

$420,000

Total

The adjusting entries follow:

Dr.
(8)
Cost of sales.........................................................................
Inventory—finished (12/31/28)...................................
To correct the inventory of finished goods at December
31, 1928.
(9)
Inventory—raw material January 1, 1928.....................
Purchases.............................................................................
Labor.....................................................................................
Manufacturing expense......................................................
Inventory—raw material, December 31, 1928...........
Cost of sales.....................................................................
To record the details of the cost of manufacturing, per
the analysis of accounts.

(10)
Labor variance.....................................................................
Manufacturing expenses.....................................................
Labor.................................................................................
Overhead variance..........................................................
To transfer the variance accounts to the labor and
manufacturing expense accounts.
(11)
Inventory—finished, January 1, 1928.............................
Inventory—finished, December 31, 1928....................
Cost of sales.....................................................................
To record the inventories of finished goods.
(12)
Factory employees bonus—1926......................................
Factory employees bonus—1927.......................................
Charitable contributions—1926.......................................
Surplus..............................................................................
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$ 18,000

$ 18,000

$ 50,000
225,000
150,000
150,000

$125,000
450,000

$ 50,000
20,000
$ 50,000
20,000

$300,000
$252,000
48,000

$ 45,000
30,000
3,004

$ 78,004
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Cr.

Dr.
To re-state the surplus charges to be set up in the oper
ating accounts.
Note.—No attempt is made to distribute the factory
bonuses between the cost of sales and inventories of
finished goods. These charges are considered as
additional cost of sales in this problem as it is assumed
that the inventories prior to January 1, 1928, were
valued at actual cost. The problem so states: “the
finished goods inventory at the beginning of 1928,
. . . , was priced at actual cost.”

(13)
Life insurance premium expense—1928..........................
Life insurance premium—1926.....................................
Life insurance premium—1927.....................................
To credit the life insurance premium expense accounts
for the years 1926 and 1927 for the pro-rata interest
in the cash surrender value of the policy as at Decem
ber 31, 1928.
Note.—The common practice is to credit surplus ac
count for
of the cash surrender value available at
the end of the third year of the policy. However, in
this problem, which requires a statement of the in
come and expense accounts for the three years, adjust
ments should be made to the operating accounts
rather than to surplus.
(14)
Treasury bonds....................................................................
Unamortized portion of bond discount and expense..
To increase the book value of the treasury bonds to cost.
(15)
Unamortized portion of bond discount and expense....
Bond expense amortization...........................................
To reduce the amount of the bond discount amortization
by the amount applicable to the treasury bonds.
The bonds, purchased on March 1, 1928, (2 years and
2 months after date of issuance) have, presumably,
7 years and 10 months of remaining life at the date of
purchase. The portion of the $3,000 of discount on
these bonds, which is applicable to the 10 months of
1928, is, therefore, 10/94 of $3,000 or $319.
(16)
Bond expense amortization—1926...................................
Bond expense amortization—1927...............................
To transfer to the year 1926, the portion of bond dis
count applicable to that year. Provision for the two
years was charged to 1927.
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$

319
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(17)
Bond interest—1926...........................................................
Bond interest—1927.......................................................
To transfer to the year 1926, one-half year’s interest
charge, entered in 1927 in error.
(18)
Due from federal government............................
Federal income taxes—1926............................
Federal income taxes—1927............................
To record the over-payment of income taxes for the
years 1926 and 1927.
1926
1927
$13,100 $7,896
Amount paid
4,700
3,976
As corrected.
Overpayment

$ 8,400

Cr.

Dr.
$ 12,000

$ 12,000

$ 12,320
$

8,400
3,920

$3,920

(19)
$150,665
Surplus..................................................................................
$ 79,937
Net profits per books—1926.........................................
29,413
Net profits per books—1927.........................................
41,315
Net profits per books—1928.........................................
To reduce the profits for the years 1926 and 1927 and to
increase the loss for 1928, per the working papers.
(20)
Advances to officers............................................................ $ 80,000
$ 30,000
Officers’ salaries—1926...................................................
25,000
Officers’ salaries—1927...................................................
25,000
Officers’ salaries—1928...................................................
To give effect to the proposed plan to limit the officers’
salaries to $30,000 per year.
(21)
$320,000
6% bonds.............................................................................
180,000
Accounts payable—B company........................................
$ 6,000
Treasury bonds—$6,000 par value..............................
494,000
6% preferred stock.........................................................
To give effect to the proposed plan to issue 6% preferred
stock for the 6% bonds outstanding and the accounts
payable to B Company.
(22)
$200,000
Capital stock—preferred 7% cumulative.......................
$200,000
Capital stock—2,000 shares, no-par common............
To give effect to the conversion of the old preferred
stock for the new no-par common.
(23)
$ 37,000
Surplus...........................................................................
$ 37,000
Unamortized portion of bond discount and expense. .
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Dr.

To write off the unamortized bond discount and expense
account.
(24)
Cash on deposit...................................................................
Life insurance surrender value.....................................
To give effect to the surrender and cancellation of the
life insurance policy.
(25)
Surplus..................................................................................
Life insurance premium—1926.....................................
Life insurance premium—1927.....................................
Life insurance premium—1928.....................................
To give effect, in the operating statements to the cancel
lation of the life insurance.
(26)
Surplus..................................................................................
Advances to officers........................................................
To give effect to the reduction in officers’ salaries to
$30,000 per year—which salaries had been paid in
cash.
(27)
Surplus..................................................................................
Bond interest—1926.......................................................
Bond interest—1927.......................................................
To give effect to the cancellation of the bonds, and bond
interest paid in cash during the years 1926 and 1927.
(28)
Accrued interest on bonds.................................................
Bond interest expense—1928........................................
To give effect to the waiver of accrued bond interest for
the year 1928.
(29)
Unamortized portion of bond discount and expense. . .
Bond expense amortization:
1926...............................................................................
1927...............................................................................
1928...............................................................................
To give effect to the cancellation of bonds and cancel the
charge for bond discount amortization in the pro
forma operating statements.
(30)
Federal income taxes:
1926...................................................................................
1927...................................................................................
Surplus..............................................................................
To give effect to the adjustment for federal income taxes
after adjusting the operating statements according to
the plan of reorganization.
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8,000
$ 8,000

$ 4,000
$

1,333
1,333
1,334

$ 80,000

$ 80,000
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$ 24,000
21,600

$ 18,900
$ 18,900

$ 11,681

$ 4,000
4,000
3,681

$ 5,800
7,084
$ 12,884

The Journal of Accountancy
Dr.

Cr.

(31)

Net profits:
1926...................................................................................
1927...................................................................................
1928...................................................................................
Surplus..............................................................................
To give effect to the adjustment in profits in the pro
forma operating statements.
(32)
Notes payable—life insurance...........................................
Cash..................................................................................
To record the payment in cash of the notes payable—
life insurance.
(33)
Capital stock—common.....................................................
Surplus..............................................................................
To write off book value of capital stock—common per
plan of reorganization.
(34)
Surplus..................................................................................
Paid-in surplus.................................................................
To transfer balance in surplus to paid-in surplus.
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$ 53,533
44,849
48,915

$147,297

$ 3,000

$ 3,000

$200,000

$200,000

$ 98,320

$ 98,320

Cr.
$

Dr.
Cr.
Dr.
1,000 (2) $ 2,500 (1) $
500
5,000 (3)
4,000
5,000 (3) 54,000 (4)
126,000
Cr.
$

461

47,000

$1,292,000 $1,292,000

Due to cashier .............................. ........................................
6% preferred stock ..............................................................
Common stock —no par (2,000 shares)..............................
Paid in surplus ......................................................................
Due from federal government............................................

Profit and loss— 1928...................

12,320(18)
$196,804

$196,804

1,000 (2)
12,320

$1,255,900 $1,255,900 $1,286,501

1,000

4,000 (25)
80,000 (26)
45,600(27)
98,320 (34)

$1,286,501

494,000(21)
200,000 (22)
98,320 (34)

12,884(30)
147,297 (31)
200,000 (33)

37,000(23)

6,000(21)

80,000(26)
8,000 (24)

Cr.

3,000(32)

Dr.

8,000(24)$

28 ............................................
125,000
125,000
Inventory —finished materials
12/31/28 ................................
270,000
18,000 (8)
252,000
Advances to officers....................
14,000
2,500 (1)
16,500
80,000(20)
Life insurance — C. S. V ...............
8,000
8,000
Deposits in closed banks ..............
30,000
4,000 (6)
4,000
22,000 (5)
Plant and equipment...................
581,000
581,000
Treasury bonds $6,000 par .........
3,000
3,000(14)
6,000
Unamortized bond disc . and ex
pense .......................................
28,000
319(15) 3,000(14)
25,319
11,681 (29)
Depreciation reserve ...................
$ 184,000
$184,000
Accounts payable .........................
149,000
149,000
Accounts payable— B Company
180,000
180,000
180,000(21)
Accrued interest on bonds ...........
9,600
9,300 (7)
18,900
18,900(28)
Notes payable —closed bank ........
22,000 22,000 (5)
Notes payable —life insurance...
3,000
3,000
3,000(32)
6% bonds ......................................
320,000
320,000 320,000(21)
Capital stock —preferred 7% cu 
mulative .................................
200,000
200,000 200,000(22)
Capital stock —common ..............
200,000
200,000 200,000(33)
Surplus ...........................................
24,400 150,665 (19) 78,004(12)
95,261
37,000(23)

Accounts
Dr.
Cash on hand .................................. $
2,000
Cash on deposit............................
9,000
Accounts receivable ..................
175,000
Inventory — raw materials 12/31/

A Company — Pro forma balance-sheet working papers —December 31, 1928
Per books
After adjustments
Adjustments to
December 31, 1928
Adjustments to actual
to actual
obtain pro forma
500
9,000
126,000

Assets

1,000
494,000
200,000
98,320

149,000

$ 184,000

Liabilities

$1,126,320 $1,126,320

12,320

581,000

4,000

252,000
16,500

125,000

$

Pro forma
December 31, 1928

Students' Department
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Net profit before federal taxes (brought
forward) . . . .
........................
Federal taxes (10% ) ................................
Charitable contributions .........................
Life insurance premium ...........................
Net profit after federal taxes ..................

Totals .................................................

Bond interest ............................................
Bond expense amortization .....................
Selling expenses........................................
Inventory end —finished ..........................
Inventory end —raw .................................
Bad debts ..................................................
Net profit before federal taxes..............
200,000
100,000

3,004 (12)

27,000 (4)

12,000(17)
4,000(16)

$45,000(12)

47,000 $
$

$91,004

$

4,700
3,004
1,333
37,963

2,667(13)
79,937(19)

200,000
100,000

$58,000

Dr.

53,533(31)

$59,333

1,333(25)

$58,000
$ 5,800(30)

47,000 $59,333

47,000

$58,000

24,000(27)
4,000(29)

200,000
100,000

91,496

$ 105,000

10,500
3,004

$ 105,000 $ 105,000

$

$2,100,000 $2,100,000

27,000
105,000

201,000

Income
$1,800,000

and-loss statement
Expense

$ 350,000
75,000
700,000
250,000
257,000
45,000
$30,000 (20)
30,000
60,000

Cr.

pro forma statement

$2,100,000 $2,100,000 $58,000

27,000
47,000

257,000
45,000
60,000
60,000
24,000
4,000
201,000

$ 350,000
75,000
700,000
250,000

Income
$1,800,000

as adjusted

Expense

$ 8,400(18)$

Cr.

Adjustments

Dr.

$2,100,000 $2,100,000 $91,004

4,000
117,900

13,100

201,000

60,000
60,000
12,000

350,000
75,000
700,000
250,000
257,000

Income
$1,800,000

per trial balance

Expense

Sales ...........................................................
Finished product—beginning .................... $
Raw materials—beginning ......................
Raw materials—purchases ......................
Labor ..........................................................
Manufacturing expense ...........................
Factory employees bonus ........................
Officers’ salaries ........................................
General administrative expenses............

Accounts

A Company—Working papers—Statement of income and expense for the year ended December 31, 1926
Profit and loss
Profit and loss
Adjustments to obtain
Pro forma profit-
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Net profit before federal taxes (brought
forward) .............................................
Federal taxes (14% ) ................................
Life insurance premiums .........................
Loss on deposit in closed bank ...............
Net profit after federal taxes ..................

Totals .................................................

Bond interest ............................................
Bond expense amortization .....................
Selling expense ..........................................
Inventory end —finished ..........................
Inventory end —raw .................................
Bad debts ..................................................
Net profit before federal taxes..............

300,000
50,000

4,000 (6)

18,000 (4)

$1,600,000 $1,600,000 $52,000

48,504

7,896
4,000

33,600
8,000
181,000

$52,000

29,413 (19)

Expense

18,000
28,400

500,000
200,000
212,000
30,000
55,000
50,000
21,600
4,000
181,000

Income

300,000
50,000

$1,250,000

$50,600

Dr.

28,400 $

19,091

$

3,976
1,333
4,000

44,849(31)

Expense

$50,600

$51,933

1,333 (25)

300,000
50,000

Income
$1,250,000

$

$

79,000 $

4,000
63,940

$
11,060

79,000

79,000

$1,600,000 $1,600,000

18,000
79,000

$ 200,000
100,000
500,000
200,000
212,000
30,000
$25,000(20)
30,000
50,000
21,600(27)
4,000(29)
181,000

Cr.

$50,600
$ 7,084(30)

28,400 $51,933

28,400

$1,600,000 $1,600,000 $50,600

$

1927

Adjustments to obtain
Pro forma profitas adjusted
pro forma statement
and-loss statement

$ 200,000
100,000

3,920(18)$
2,667 (13)

$12,000(17)
4,000(16)

Cr.

Profit and loss
Adjustments

Accounts
Expense
Income
Dr.
Sales ...........................................................
$1,250,000
Finished product—beginning ...................$ 200,000
Raw materials—beginning ......................
100,000
Raw materials—purchases ......................
500,000
Labor ..........................................................
200,000
Manufacturing expense...........................
212,000
Factory employees bonus ........................
$30,000(12)
Officers’ salaries ........................................
55,000
General administrative expenses...........
50,000

Profit and loss
per trial balance

A Company—Working papers —Statement of income and expense for the year ended December 31,
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Officers’ salaries ....................
General administrative ex
penses .............................
Bond interest .........................
Bond expense amortization.
Selling expense ......................
Inventory end —finished....
Inventory end —raw .............
Bad debts ...............................
Labor variances ....................
Overhead variances ..............
Life insurance premiums. . .
Net profit...............................

Manufacturing expenses. . . .

Labor ......................................

Accounts
Sales........................................
Finished product—beginning
Raw materials—beginning..
Raw materials— purchases. .
Cost of sales..........................
Cr.

464

$755,000

20,000
4,000

$755,000

8,000
47,000
$986,634

$986,634

$1,115,315

48,000
18,900
319(15)
3,681
134,400
252,000(11)
125,000 (9)
9,000 (4)
9,000
50,000(10)
20,000(10)
5,334 (13)
1,334
41,315 (19)

170,000

48,000(11)
50,000(10) 100,000

48,000
9,600
4,000
134,400

9,300 (7)

150,000 (9)
150,000 (9)
20,000 (10)

50,000
225,000

$ 300,000

Expense

18,000 (8) $450,000 (9)

$300,000(11)
50,000 (9)
225,000 (9)

Dr.

55,000

50,000

Income
$650,000

55,000

$480,000

Expense

$1,115,315

88,315

252,000
125,000

$ 650,000

Income

$48,915

Cr.

9,000

134,400

48,000

30,000

100,000
170,000

$1,066,400

1,334 (25)

3,681 (29)

18,900(28)

$48,915

Expense
$ 300,000
50,000
225,000

$25,000(20)

$48,915 (31)

Dr.

$1,066,400

39,400

252,000
125,000

$ 650,000

Income

A Company—Working papers —Statement of income and expense for the year ended December 31, 1928
Profit and loss
Profit and loss
Adjustments to obtain
Pro forma
per trial balance
Adjustments
as adjusted
pro forma statement profit-and-loss statement
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Assets
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*

$942,320

397,000

It is assumed that the amount will be recovered upon filing claims for refund.

Total ................................................................................

Plant and equipment................................................
Reserve for depreciation ...........................................

Fixed assets:

16,500
4,000

Advances to officers......................................................
Deposits in closed banks ..............................................

$512,500

12,320

$581,000
184,000

125,000
252,000

9,500
126,000

Due from federal government * ..................................

Total current assets ...........................................

$

$694,000
98,320
------------

Surplus— paid in .........................................................

Total ................................................................................

Total net w orth .....................................................

Total ........................................................................

$494,000
200,000

$149,000
1,000
------------

6% preferred stock ....................................................
Common stock —no par (2,000 shares) ...................

Net worth:

Total current liabilities.........................................

Liabilities and net worth
Current liabilities:
Accounts payable .......................................................
Due to cashier............................................................

A Company— Pro forma balance-sheet— December 31, 1928

Current assets:
Cash in bank and on hand .......................................
Accounts receivable ...................................................
Inventories:
Raw materials ........................................................
Finished product....................................................

Requirement (1)

$942,320

792,320

$150,000

Students' Department

$

Total materials used ....................................................
Labor ..................................................................................
Manufacturing expense...................................................
Manufacturing expense variance— 1928........................
Total ...............................................................................
Labor variance— 1928......................................................
Cost of goods manufactured ...........................................
Inventory at beginning—finished goods .......................
Total finished goods available ....................................
Inventory at end —finished goods ..................................
Total cost of goods sold ...............................................
Gross profit on sales .............................................................

466
$

13,504

Surplus net

91,496

10,500
3,004

p ro fit ................................................................

$

Total federal taxes and other charges.......................

Federal taxes .....................................................................
Charitable contributions .................................................
Loss on deposit in closed banks .....................................

Deduct:

318,000
$ 105,000

Total operating expenses.............................................

60,000
30,000
27,000

$ 201,000

$

4,000

11,060

$ 181,000
50,000
30,000
18,000

$

$

63,940

15,060

79,000

279,000

892,000
$ 358,000

1,377,000
$ 423,000

$1,192,000
300,000

$ 992,000
200,000

$1,227,000
350,000
$1,577,000
200,000

$ 992,000

$ 550,000
230,000
212,000

$ 600,000
50,000

$ 100,000
500,000

$1,250,000

Year 1927

$1,227,000

Net profit before federal taxes and other charges...........

Operating expenses:
Selling expenses ..............................................................
General and administrative expenses...........................
Officers' salaries ................................................................
Bad debts ..........................................................................

775,000
100,000

$

Total materials available .............................................
Inventory at end-—raw materials ....................................
675,000
295,000
257,000

75,000
700,000

$1,800,000

Year 1926

225,000

$134,400
48,000
30,000
9,000

$720,000
252,000

$420,000
300,000

$470,000
50,000

$150,000
150,000
150,000
20,000

$275,000
125,000

$ 50,000

$ 39,400

$ 39,400

221,400

$182,000

468,000

$650,000

Year 1928

A Company — Pro forma statement of income and expense— three years ending December 31, 1928

Sales........................................................................................
Cost of goods sold:
Inventory at beginning —raw materials ....................
$
Purchases ...........................................................................

Requirement (1)

$

$

21,560
3,004
4,000

$ 516,400
158,000
90,000
54,000

$2,989,000
252,000

$2,639,000
350,000

$2,689,000
50,000

$1,375,000
675,000
619,000
20,000

$1,500,000
125,000

75,000
1,425,000

$ 116,036

28,564

$ 144,600

818,400

$ 963,000

2,737,000

$3,700,000

Three years
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$ 675,000
295,000
257,000

$1,227,000
$1,227,000
350,000
$1,577,000
200,000

Total materials used ....................................................
Labor ..................................................................................

T otal ...............................................................................

Cost of goods manufactured ...........................................
Inventory at beginning—finished goods .......................

Total finished goods available....................................
Inventory at end —finished goods ..................................
1,377,000

467
37,963
42,000
$
$

Surplus net profits................................................................
Deduct: dividends paid .........................................................

Net income (decrease*) in surplus .....................................

4,037

9,037

$

Total federal taxes and extraneous charges .............

Federal taxes ....................................................................
Charitable contributions .................................................
Life insurance premium ...................................................
Loss on deposit in closed bank .......................................

Deduct:

47,000

Net profit, before federal taxes and extraneous charges.
$

28,000

Total financial expense ................................................

1,333

24,000
4,000

4,700
3,004

75,000

$

348,000

Total operating expenses.............................................

Net income from operations...............................................
Financial expenses:
Bond interest .....................................................................
Bond expense amortization .............................................
$

60,000
60,000
27,000

$ 423,000

Gross profit on sales.............................................................
Operating expenses:
Selling expenses................................................................
General and administrative expenses...........................
Officers’ salaries................................................................
Bad debts ..........................................................................

Total cost of goods sold ...............................................

Labor variance— 1928......................................................

$ 201,000

775,000
100,000

$

Total material available ..............................................
Inventory at end —raw materials ....................................

Manufacturing expense ....................................................
Manufacturing expense variance — 1928.......................

75,000
700,000

$1,800,000

Year 1926

$

$

4,000

1,333

3,976

21,600
4,000

55,000
18,000

$ 181,000
50,000

$1,192,000
300,000

200,000

$ 992,000

$ 992,000

230,000
212,000

$ 550,000

50,000

500,000

$ 600,000

$ 100,000

$

$

$

$

2,909

22,000

19,091

9,309

28,400

25,600

54,000

304,000

$ 358,000

892,000

$1,250,000

Year 1927

$

1,334

$ 18,900
3,681

$134,400
48,000
55,000
9,000

$720,000
252,000

$420,000
300,000

$470,000
50,000

$150,000
150,000
150,000
20,000

$275,000
125,000

$ 50,000
225,000

$ 88,315

$ 88,315

1,334

$ 86,981

22,581

$ 64,400

246,400

$182,000

468,000

$650,000

Year 1928

A Company— Statement of income and expense and surplus— three years ending December 31, 1928

Sales........................................................................................
Cost of goods sold:
Inventory at beginning—raw materials ....................
$
Purchases ...........................................................................

Requirement (2)

$

$

$

8,676
3,004
4,000
4,000

11,681

64,500

158,000
170,000
54,000

$ 516,400

$2,989,000
252,000

$2,639,000
350,000

$2,689,000
50,000

$1,375,000
675,000
619,000
20,000

$1,500,000
125,000

75,000
1,425,000

$

$

$

$

95,261

31,261
64,000

19,680

11,581

76,181

64,600

898,400

$ 963,000

2,737,000

$3,700,000

Three years

Students' Department

The Journal of Accountancy
A Company—Reconciliation of net profits and paid-in surplus—per pro forma
statements
December 31, 1928
Net profits for the three-year period ended December
31, 1928.............................................................................
$116,036
Deduct: dividends declared as follows:
Year
Amount
1926.............................................................
$42,000
1927.............................................................
22,000

$64,000

64,000

Balance.................................................................................
Adjustments due to plan of reorganization:
Write-off of capital stock—common............................
Less: unamortized bond discount and expense..........

$ 52,036
$200,000
37,000

Total......................................................................................
Deduct: net increase in profits per pro forma statement:
Reduction of officers’ salaries paid.......
$80,000
Cancellation of bonds and accrued interest
paid.........................................................
45,600
Cancellation of life insurance....................
4,000
Total.............................................................................
Less: additional federal income taxes..............................

Paid-in surplus, December 31, 1928................................

468

163,000
$215,036

$129,600
12,884

116,716

$ 98,320

Correspondence
REGIONAL REPRESENTATION
Editor, The Journal of Accountancy:
Sir: The governing body of a professional organization, having national
scope, should certainly represent the membership of that organization as it
may be located throughout the various sections of the country.
There may be a difference, however, in the methods which have been sup
plied by the by-laws of the particular organization to be used in selecting the
members of such a governing body. These methods may be generally classed
as
1. By having the territory covered by the organization districted and by
granting the members in a particular district the right to select their
representative or representatives.
2. By granting all the members the right to have a voice in the selection of
all representatives regardless of location.
It would appear at first glance that the first method solves the problem of
regional representation in that it is automatic in its operation, and, therefore,
it is the best method which could be adopted. However, there seems to be
more to the problem than just this, in view of the fact that there may be
various circumstances which exist or may arise which should be considered.
Where hard and fast rules are applied for the purpose of determining districts,
their application may even work an injustice to the members in a particular
district.
If the national organization is large numerically, and is further composed of
certain local chapters or branches which are active in their particular localities,
it would appear that such circumstances would favor the use of the first method
mentioned above.
However, where the organization is not necessarily large, so far as it does not
represent a greater proportion of the members of the particular profession or
that it does not have branches or local chapters, but rather operates as one
body throughout the entire country, it would seem as though the second
method would be more practicable in allowing the membership a flexible
means of expression.
In considering this matter as it pertains to the American Institute of
Accountants, it would seem that one important factor should be considered, and
that is that the activities of the Institute are centered in and supervised by its
one administrative office. These activities as they are carried on by the
various regular and special committees are in a sense passing, by means of
correspondence, through the administrative office, and from such a method it
is entirely possible to get an accurate cross-section of the membership and to
know what these activities are as they relate to the various sections of the
country and the individual members who are devoting their efforts on behalf
of the membership.
Yet the matter of regional representation should not and has not been
lost sight of in selecting the governing body of the American Institute of
Accountants.

469

The Journal of Accountancy
The manner by which such representatives and officers are selected is con
tained in article XI of the by-laws; viz.:

"Section 1. (a) Nominations for officers and members of the council shall
be made by the committee on nominations at least sixty days prior to
the date of the annual meeting at which the elections are to take place.
Notice of such nominations shall be mailed by the secretary to all mem
bers at least thirty days prior to the annual meeting.
" (b) Any ten members of the Institute may submit independent nomina
tions provided that such nominations be filed with the secretary at least
twenty days prior to the date of the annual meeting. Notice of such
independent nominations shall be mailed by the secretary to all members
at least ten days prior to the annual meeting.
“ (c) Nominations for officers and members of council may be made from
the floor at the time of the annual meeting only by the consent of the
majority of the members present in person.

"Section 2. Election of officers, members of council and auditors shall be
by ballot. The president shall appoint a chairman and two tellers, who
shall receive and count the ballots cast for each officer, member of coun
cil and auditor and shall announce the result to the presiding officer. A
majority of votes shall elect.
“ If there be no majority on the first ballot for any one or more officers
or members of council or auditors, additional ballots shall be taken at
once for the particular office or offices to which there shall have been no
election until an election be effected.
"Section 3. The members present at any election of officers, members of
council and auditors, and eligible to vote in such election, may direct the
secretary to cast a ballot for any nominee or nominees for such office or
offices, and election by such ballot shall be valid and effective.”

In the application of this method, it has been the responsibility of the
committee on nominations to see that proper regional representation is given
to the membership. The makers of the by-laws must have been cognizant of
the various factors mentioned above and of the advantages of specifying the
second method mentioned, which is now used by the Institute.
Certain restrictions have been placed on the committee on nominations in
its choice of council members, as contained in article VII, section 1 (a) and
(b); viz.:

“Section 1. The governing body of the Institute shall be a council con
sisting of:
“ (a) Thirty-five members in practice, not more than six of whom shall be
residents of the same state, seven of whom shall be elected at each annual
meeting for a term of five years or until their successors shall have been
elected, and
"(b) The following officers of the Institute: a president, two vice-presi
dents (both vice-presidents shall not be residents of one state), and a
treasurer, all of whom shall be members in practice and shall be elected
at the annual meeting for a term of one year or until their successors
shall have been elected.”
In order to know how the matter of regional representation has actually
worked out in the past, there is furnished below a tabulation which shows ah
average picture of the Institute membership and representation for the years
from 1917 to 1934 (contained in the first four columns). The average mem
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bership during these years was 1,477.85 members. This membership has been
divided among the various states in percentage to the average total, against
which is shown the relative percentage of such states’ representation. The
tabulation has also been applied to the Institute membership for the years
1934 and 1935 and relative representation of the various states (contained in
the last four columns). This tabulation was used by the committee on nom
inations in selecting the candidates for office, voted on at the last annual
meeting of the Institute.
Average for years 1917-1934

State

Alabama............... ...
Arizona................. ...
Arkansas............... ...
California.............. ...
Colorado............... ...
Connecticut.......... ...
Delaware.............. ...
District of
Columbia.......... ...
Florida.................. ...
Georgia................. ...
Idaho....................
Illinois.................. ...
Indiana................. ...
Iowa..................... ...
Kansas.................. ...
Kentucky.............. ...
Louisiana.............. ...
Maine................... ...
Maryland.............. ...
Massachusetts....... ...
Michigan.............. ...
Minnesota............. ...
Mississippi............ ...
Missouri............... ...
Montana............... ...
Nebraska.............. ...
Nevada.................
New Hampshire... ...
New Jersey........... ...
New Mexico..........
New York............. ...
North Carolina.... ...
North Dakota.......
Ohio..................... ...
Oklahoma............. ...
Oregon.................. ...
Pennsylvania......... ...
Rhode Island........ ...
South Carolina.... ...
South Dakota.......
Tennessee............. ...
Texas.................... ...
Utah..................... ...
Vermont...............
Virginia................ ...
Washington.......... ...
West Virginia........ ...
Wisconsin.............. ...
Wyoming..............

Year 1934-1935

No. of
No. of
officers
officers
No. of Per cent: and council Per cent No. of Percent, and council Percent.
members to total members to total members to total members to total
4.88
.33
.24
.62
9
.38
4.00
.27
8
.34
25
7.41
.50
.35
.91
1.07
i
2.55
91.53
6.18
1.82
4.72
176
7.56
2
5.13
16.06
12
.51
1.09
.65
1.68
1
2.56
.92
24
13.53
.35
.91
1.03
2.55
1
5
.21
2.82
.19
.35
.91

8.18
10.82
15.29

.55
.73
1.03

.24
.82
.47

.62
2.13
1.21

24
19
30

1.03
.82
1.29

157.65
9.94
10.24
2.41
13.06
18.71
2.71
25.35
99.70
29.29
23.00
2.00
46.29
8.41
4.71
.06
1.12
32.70
.35
480.82
6.76
.82
57.94
7.06
19.47
117.41
13.06
1.41

10.66
.67
.69
.16
.88
1.27
.18
1.72
6.74
1.98
1.56
.14
3.13
.57
.32

4.29
.41
.53

11.12
1.06
1.37

.76
.71

1.97
1.84

1.24
2.47
.53
1.00
.35
1.47

3.21
6.40
1.37
2.59
.91
3.81

.24

.62

311
27
15
4
11
37
5
35
154
33
31
7
94
13
8

13.32
1.16
.64
.17
.47
1.59
.21
1.50
6.61
1.42
1.33
.30
4.03
.56
.34

.08
2.21
.02
32.53
.46
.05
3.92
.48
1.32
7.93
.88
.16

2.12

5.49

7.94

20.58

3
39
2
678
13

.13
1.67
.08
29.10
.56

1.41
.12
.47
2.59
.53

3.65
.31
1.22
6.71
1.37

20.41
30.47
6.23
.53
14.47
22.89
2.88
12.82
.18

1.38
2.06
.42
.04
.98
1.55
.19
.87
.01

.88
1.18
.18

2.28
3.06
.47

.82
1.00

2.13
2.59

.16

3.43
1.07
.90
6.44
.77
.21
.04
1.07
2.92
.77
.04
.56
1.20
.21
.94

1,477.85

100.00

.06
_
38.59

80
25
21
150
18
5
1
25
68
18
1
13
28
5
22

100.00

2,332

100.00

i

1

2.56
2.55

6

15.38

i

2.56

i

2.55

3
1
1
1
1

7.79
2.56
2.55
2.56
2.55

i

2.56

6

15.38

i

2.55

3

7.78

1
1

i

2.56
2.55
2.56

i
1

2.55
2.56

i

2.55

39

100.00

_____

In some of the states only a comparatively small percentage of the practising
accountants have affiliated themselves with the Institute, and furthermore the
membership in these states is relatively small compared with the total mem
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bership of the Institute. For these reasons, this tabulation is further analyzed
by grouping certain of the states into what have been considered logical
districts as follows;
Average for years 1917-1934

District
New England.............
New York....................
Pennsylvania
and Middle.............
Virginias and
North Carolina... .
Southeastern...............
Michigan, Ohio
and Indiana.............
Chicago........................
Southern (central). . ..
Minnesota and
Dakotas......................
Middle West...............
Northwestern.............
Rocky Mountain........
Southwestern..............
California.....................

Years 1934--1935

Per cent to
Per cent of
Per cent to
Per cent of
total membership representation total membership representation
8.84
10.34*
8.68
8.79
34.74
17.94*
30.77
26.07

10.39

11.45

9.18

7.78 *

1.63
2.25

2.13
3.96

1.33
2.70

2.55
5.11

6.57
11.53
4.17

6.08
11.28
7.91

6.01
14.26
4.50

5.11 *
17.93*
10.22*

1.61
4.30
3.45
1.51
2.83
6.18

2.59
5.80
3.81
2.15
3.37
4.72

1.37
5.18
2.66
1.28
4.41
7.56

2.55
5.11 *
2.56
5.12
2.55
5.13 *

100.00

100.00

100.00

100.00

*See changes below.

From this analysis, with particular reference to the statistics as applicable
to the years 1917 to 1934 it appears that regional representation has been
consistently maintained through the attention which has been paid to this
subject by the nominating committees.
After taking into consideration the adjustments occurring as a result of the
annual election just held by the Institute, the following districts were affected,
and again will be seen the attempt to have such districts properly represented
on the governing body.
Per cent to
District
total membership
New England........................................ ..............
8.79
New York............................................. ..............
30.77
Pennsylvania and Middle................... ..............
9.18
Michigan, Ohio and Indiana.............. ..............
6.01
Chicago................................................. ..............
14.26
Southern (central)............................... ..............
4.50
5.18
Middle West......................................... ..............
California............................................... ..............
7.56

Per cent of
representation
7.79
25.59
10.33
2.55
12.83
5.12
7.66
7.68

It is certainly true that there may be various members of an organization
who give their time and efforts to further the interests of such an organization
and its membership, and there certainly should be proper recognition and
further opportunity given to those men. Therefore, the way should be left
open to cover such eventuality and to allow the membership to have the
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benefit of those particularly qualified who will lend their efforts for the common
good. If these men are placed in an official capacity it is not necessarily a
reward, but they are expected in assuming such office to continue their activities.
It is interesting to note that the American Bar Association with its large
membership of approximately 27,000, extending over the various states and
territories, and having members of a wide divergence in interest, provides that
its representatives to the general council shall be elected by the membership
at the annual meetings, with the restriction which limits representative on such
council to one from each state.
To sum up, it seems that the present method, as prescribed by the by-laws
of the Institute, has been satisfactory in its results as consideration has been
given to regional representation and at the same time the membership has
retained the privilege of selecting those members who have given their time
and energy to the profession and should be given further opportunity to
continue their work regardless of the location of the elector and the candidate.
Yours truly,
John N. Aitken.
Philadelphia, Pennsylvania, November 1, 1935.

A DIFFERENCE OF OPINION
Editor, The Journal of Accountancy:
Sir: Professor Littleton’s rejoinder to my criticism of his proposals for the
nationalization of the accounting profession in this country confirms an im
pression already formed from a careful study of his original article. His
reading of history—American and English—differs from mine to an extent
that leaves us little common ground. Since your columns are obviously not
the place for further discussion of such a difference, and since his rejoinder
brings no new support to his proposals, I do not feel warranted in asking you to
publish more than this brief acknowledgment. I would add an expression of
thanks for his courtesy in the matter of personal reference.
Yours very truly,
Bishop C. Hunt.
New York, October 16, 1935.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by members of the American Institute of Accountants who are
practising accountants and are published here for general information. The
executive committee of the American Institute of Accountants, in authorizing
the publication of this matter, distinctly disclaims any responsibility for the
views expressed. The answers given by those who reply are purely personal
opinions. They are not in any sense an expression of the Institute nor of
any committee of the Institute, but they are of value because they indicate
the opinions held by competent members of the profession. The fact that
many differences of opinion are expressed indicates the personal nature of
the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
VALUATION OF INVENTORY OF PUBLISHER OF
RELIGIOUS BOOKS
Question: Among our clients we include a religious organization which
conducts a publishing house which publishes Bibles, books on theology and
other religious subjects, semi-religious books as well as short stories, sheet
music and pamphlets for sale to clergymen, instructors and students of the
seminaries, churches, Sunday schools, members of their congregations and
others. Some are edited at the insistence of the religious governing body
without any guaranty as to sales.
In order to obtain a lower unit cost, the prospective sales are estimated for
a five-year period and the books are then printed to meet this anticipated fiveyear demand. However, if the public demand does not materialize, the books
remain in the inventory year after year, because, owing to their religious
nature, certain publications are subject to an irregular demand over a long
period of time. For example, 5,000 books of one title may be printed with the
expectation of selling within five years, but, actually, the sales may be 800 the
first year, then 550, 200, 300 and 150, leaving 3,000 in the inventory at the end
of five years.
It has been the policy of the publishing house to carry these books in its
inventory year after year at cost and it is our opinion the inventory is
consequently inflated. (Using the axiom of cost or market, whichever is
lower.)
From past experience, a decline in selling price does not materially stimulate
sales, but the books must be carried in stock to meet whatever demand
materializes.
What is a practical basis for valuing the slow-moving inventory at the close
of each of the five years, using as an example the figures cited above and
assuming a unit cost of publication of $3.00?
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When actual sales approximate the anticipated sales volume, is it satis
factory to value the books in the inventory, at the close of each year, at unit
cost?
Answer No. 1: It appears to me that the better policy to pursue in valuing
the inventory of such books would be to credit the entire amount of sales to
publishing cost until it is clearly demonstrated that the publishing cost will
be exceeded. At the end of the first year, if the remaining cost exceeds the
estimated sales for the next period of four years, I believe that the inventory
should be written down to a still lower figure representing a value substantially
under the estimated remaining sales.
If the publication of the book occurred only a short time before the end of
the fiscal year, I would merely carry as inventory the difference between the
publishing cost and the sales. If, on the other hand, a period of practically a
year had elapsed I would estimate the remaining sales on the basis of the sales
already effected.
Using the example mentioned in your letter, if 5,000 books of one title had
been printed with the expectation of selling them within five years and only
800 copies had been sold in the first year, I would use the experience gained in
selling other books to determine the probable ratio between the first year’s
sales and sales for a five-year period. Assuming that experience to be as indi
cated in your letter, it would mean that 1,200 copies would be the probable
sales in the ensuing four years. In such a case I would establish the value of
my inventory at the end of the first year at twelve-fiftieths of the total cost of
printing, that is, I would absorb the proportionate cost for the books sold plus
a proportionate cost of what was now estimated to be surplus production.
I do not think the policy of carrying the inventory year after year at cost is
justified—certainly not unless it is considered that eventually all of the books
carried will be sold at a price in excess of cost.

Answer No. 2: In the case of text books, religious books, medical books, etc.,
which have theoretically a fairly long life as compared with popular fiction, it
is usual for the publisher to print an edition based upon an estimate of five
years’ sales. Generally, however, he will have them bound in comparatively
small lots, the bulk of the stock being carried in the form of unbound sheets.
For example, in the illustration cited, of the 3,000 copies on hand, it is probable
that perhaps 500 are bound and 2,500 are sheets. Where excess stocks exist,
the greater part will normally be found in the form of unbound sheets.
There is no uniformity in the methods used by publishers in valuing excess
stocks, except a general tendency to be optimistic as to the probability of con
verting them into cash either through regular sales, special deals or sales as
remainders at inventory values or more. The commonest method is to carry
the excess in the inventory at “no value.” For example, in the case cited and
assuming that, of the 3,000 copies on hand, 500 are bound and 2,500 are sheets,
the 500 bound copies might be considered, on the basis of recent years’ sales,
as being probably salable and allowed to stand in the inventory at cost, the
2,500 sheets being carried at no value.
There is no generally accepted mathematical formula for determining the
reasonable quantity which may be inventoried, but I know of two cases where
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an analysis of a generally similar inventory was made under the following plan:

Book
Maximum quantity
published in
to be valued
1935 (current year).....................................Full inventory.
1934............................................................... 200% of 1934 and 1935 sales.
1933............................................................... 133⅓% of 1933 to 1935 sales
1932............................................................... 100% of 1932 to 1935 sales.
1931............................................................... 80% of 1931 to 1935 sales.
Prior.............................................................. 80% of last 5 years’ sales.
Applying this formula to the example cited, the sales during the last 5 years
were 2,000 copies, and 80% or 1,600 copies, would be the maximum allowable
inventory. Assuming again that, of the actual inventory, 500 copies were
bound and 2,500 were sheets, the 500 bound copies would be deducted from the
allowable total of 1,600, leaving 1,100 sheets to be inventoried and 1,400 sheets
to be carried at no value.
The foregoing formula is presented for what it is worth and without any
claim that it is perfect or has had any general acceptance. It has been tried,
however, and while on some individual titles the results can easily be criticized,
as applied to the valuation of a complete inventory it appears to produce fairly
reasonable values. Certainly its use would result in substantially more con
servative inventories than are commonly found on publishers’ balance-sheets.
When actual sales have approximated the anticipated sales volume, it is sat
isfactory, in the absence of any known special circumstances which would
adversely affect future sales, to value the books at unit cost.
The unit cost, however, should represent the cost of paper, printing and
binding only. The $3.00 unit cost mentioned (presumably for bound copies)
is extremely high, as the paper, printing and binding cost usually runs not more
than 20% to 25% of the net sales, which would indicate a list price of the
book of about $15.00. This raises the suspicion that the unit cost may include
plates.
Plates are a fixed asset, to be depreciated separately, and the inclusion of
them in the inventory cost of the book results in carrying the undepreciated
balance of a fixed asset in the current assets as a part of the inventory. This is
neither good accounting nor common practice among publishers. If the plate
costs (which include composition, editorial expense, art work and the actual
cost of the electrotypes) have been included in the inventory unit prices, these
prices should be corrected and the inventory recalculated.

LOSSES ON COMMODITY INVENTORIES AND CONTRACTS

Question: We have a client dealing in a commodity which is traded in on
recognized commodity exchanges. Our client sells the actual commodity to
users and trades in the commodity on the exchange as a hedge against inventory
on hand and also for speculation.
At the close of the fiscal year, our client has realized losses on contracts closed
out on the exchanges but has not yet disposed of the inventory on hand, so that
there is a profit in the inventory at present market values. The custom of
this particular client in the past has been to value its inventory at the lower of
cost or market and to take into its operating accounts for the year the profits or
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losses realized on closed contracts on the exchanges. It now desires to defer
the loss on closed contracts on the exchange until the period in which the profit
is taken on the actual merchandise to be sold.
Will you please advise us what other accounting firms consider the proper
practice in the treatment of losses on contracts of this nature? If your answer
could cover the following questions which have arisen in this matter, it would
be very helpful;
1. Should the loss on closed hedge contracts be added to the inventory value
of the merchandise on hand? If so, must the inventory be stated on the bal
ance-sheet as at “cost or market, whichever is lower, plus loss on commodity
exchange contracts ’’?
2. Should the loss on closed hedge contracts be treated as a deferred expense
to be written off in the future period against profits realized on the inventory
now on hand?
3. Could the inventory be carried on the balance-sheet at market values, less
a reserve which would be sufficient to bring the net inventory down to cost
plus the loss on closed contracts on the exchange? If this is good accounting
practice, how should the item be expressed?
4. Is there any other way in which this matter is handled by representative
accounting firms?

Answer No. 1: It is assumed from the question that:
(a) A commodity, let us say, cotton, was bought and physically delivered
some time prior to the end of the year, at 11¼¢.
(b) At about the date of the purchase, the same quantity was sold short, at
the same price.
(c)
Prior to the end of the year, the short was filled at the then market of

We are of the opinion that it would be good practice to value the cotton on
hand at 11½¢ (or market, whichever is lower).
The reason for hedging is to eliminate the speculation incidental to carrying
a stock of merchandise. The hedge in question was for the purpose of selling
the original purchase, and, although the purchase to fill the short was not taken
into stock physically, the price of it should be used for inventory purposes.
Answer No. 2: It is our opinion that where there is a definite relation be
tween a commodity on hand and the commodity contracts, the profit or loss on
commodity inventory may be offset against losses or gains on contracts. In
that event, we see no objection to adding the loss on such closed hedge con
tracts to the inventory value of the merchandise on hand. We believe that it
should then be stated that the inventory is at “ cost or market whichever is
lower, plus loss on commodity exchange contracts applicable thereto.”
We prefer this treatment to that mentioned in the second and third specific
questions raised by your correspondent.
Where the commodity contracts, either open or closed, are speculative rather
than hedges against inventory or sales contracts, we believe that any profit or
loss on such contracts should be reflected in the accounts at the year-end.
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